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THE ANNUAL REPORT OF THE FINANCIAL
STABILITY OVERSIGHT COUNCIL

Wednesday, July 25, 2012

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

The committee met, pursuant to notice, at 9:33 a.m., in room
2128, Rayburn House Office Building, Hon. Spencer Bachus [chair-
man of the committee] presiding.

Members present: Representatives Bachus, Hensarling, Royce,
Paul, Manzullo, Jones, Biggert, Miller of California, Capito, Gar-
rett, Neugebauer, McHenry, Campbell, Pearce, Posey, Fitzpatrick,
Westmoreland, Luetkemeyer, Huizenga, Duffy, Hayworth, Renacci,
Hurt, Dold, Schweikert, Grimm, Canseco; Frank, Waters, Maloney,
Gutierrez, Velazquez, Watt, Sherman, Meeks, Capuano, Clay,
McCarthy of New York, Baca, Lynch, Miller of North Carolina,
Scott, Green, Cleaver, Moore, Donnelly, Himes, and Carney.

Chairman BAcHUS. The hearing will come to order.

The committee is honored to welcome Secretary Geithner to de-
liv§6 ‘éhe annual report of the Financial Stability Oversight Council
(F ).

As previously noticed, under Committee Rule 3(f)(2), time for
opening statements is limited to 8 minutes for each side of the
aisle. Without objection, all Members’ written statements will be
made a part of the record.

The Chair now recognizes Mr. Fitzpatrick for 1 minute for an
opening statement.

Mr. F1rzPATRICK. Thank you, Mr. Chairman.

And thank you, Secretary Geithner, for taking the time to be
with us this morning.

We are all interested in avoiding the next financial crisis, and I
Ehink we can all agree that the best place to start is by doing no

arm.

This committee spent a lot of time examining the effect of Dodd-
Frank on the ability of small banks on Main Street to comply and
compete in light of the new and additional burdens that have been
placed on them. And it is the opinion of many that the law favors
big banks and hurts small banks, which, in turn, hurts small busi-
ness, which is the group to whom we are looking for job creation
in the future.

But the more immediate issue remains lack of growth in the
economy. High and increasing marginal tax rates reduce economic
growth by creating strong disincentives to hard work, savings, in-
vestment, and entrepreneurship. Just last week, Ernst & Young re-
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ported that increasing taxes would do more harm to our economy.
I hope that the FSOC will begin to address the pro-economic-
growth policies that Americans are waiting for: lower budget defi-
cits; smarter regulatory policy; and Tax Code simplification that
lowers rates and expands the base.

And we all look forward to your testimony.

Thank you, sir.

Chairman BACHUS. Thank you.

The Chair now recognizes Mr. Duffy for 1 minute.

Mr. Durry. Thank you, Mr. Chairman, for yielding.

Secretary Geithner, I know we are here today to talk about the
stability of the Nation’s financial system. As I travel around the
northwest corridor of Wisconsin, I can tell you that my constituents
feel that the financial system is far from stable. They are concerned
about the economy.

And as we go through the hearing today, I guess I would like to
hear your commentary on the LIBOR scandal, the euro crisis, the
American debt crisis, the American jobs crisis, the American eco-
nomic growth crisis, and the codification of “too-big-to-fail” in the
Dodd-Frank Act. I also want to hear your views on why you think
this has been the longest and lamest recovery since World War II
and what we can do to turn the ship around.

I yield back.

Chairman BACHUS. Thank you.

Ms. Hayworth for 1 minute.

Dr. HAYWORTH. Thank you, Mr. Chairman.

And thank you, Mr. Secretary, for appearing before us again.

Your work and your comments about the FSOC are so important.
And I share the concern that Mr. Fitzpatrick has raised and Mr.
Duffy has raised regarding having a robust economy in the face of
the new regulations that are being promulgated as a result of
Dodd-Frank.

I know that the Office of Financial Research and FSOC are
working together to formulate the designation of nonbank financial
companies as systemically important. And I have a letter I would
ask unanimous consent to be introduced into the record regarding
some concerns in terms of the coordination between FSOC and the
OFR and, of course, the entities themselves so that we do not cre-
ate a disruptive or, if you will, enterprise-compromising situation
through promulgation of rules that may not be practically applied
in the real world where we face global competition and the rest.

And, indeed, sir, you have advocated for global cooperation, in
terms of extraterritoriality, which I think is a very important stand
and one that I hope you will share with the Commodity Futures
Trading Commission (CFTC) as they contemplate those rules. But
I do look forward very much to your testimony regarding how we
go forward in a way that will be least disruptive and, in fact, will
enhance the economy.

Chairman BacHUS. Thank you.

Mrs. Maloney for 3 minutes.

Mrs. MALONEY. First of all, I would like to welcome Secretary
Geithner and thank you for your extraordinary public service. This
may be the last time that you testify before the Financial Services
Committee, and I really want to make sure that my appreciation—
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and certainly the appreciation of many Americans—is expressed to
you and my gratitude for steering us through the worst financial
crisis in our lifetime, certainly in my lifetime.

I would like to hear today about what it cost this country last
summer when we went up against the debt ceiling and the crisis
that ensued because Congress could not make a decision, the hun-
dreds of millions, billions of dollars, what it meant to American
families. And I would like to know, what would happen, financially,
if we come up to that cliff again this summer? What is it going to
mean for American families? And how much did it cost America
during that crisis?

I also want to note the statement made earlier today by Sanford
Weill, the former Citigroup chairman and CEO, on “Squawk Box”
on CNBC: “What we probably should do is go and split up invest-
ment banking from banking, have banks be deposit takers, have
banks make commercial loans and real estate loans, have banks do
something that is not going to risk the taxpayer dollars, that is not
too big to fail.”

I feel that is a very strong statement, stronger than the Volcker
Rule, calling for the strictest Volcker Rule possible, a return really
to Glass-Steagall. And certainly the goal of this committee and the
Treasury Department is not to have this type of crisis again. What
is your reaction to that? I feel that this statement is something we
should certainly act on.

On LIBOR, I would like to hear your statement about what you
could do or what you could not do. England is a separate, sovereign
country. To what extent can our country impose requirements on
a foreign country?

And I would like to hear about the car industry. How was it that
the Treasury Department, with others, was able to save 1.4 million
jobs and turn an industry that was failing into an industry that is
now employing, expanding, and exporting? That is a terrific story
of success. Thank you for your role and your leadership in achiev-
ing that for American workers and in many other ways.

My time has expired. Thank you.

Chairman BAcCHUS. Thank you.

Mr. Renacci for 1 minute.

Mr. RENAcCI. Thank you, Mr. Chairman.

Good morning, Mr. Secretary. Thank you for being here today,
and thank you for your service.

In your testimony today, I look forward to hearing exactly what
the FSOC has done to make our financial system stronger and
more secure.

One of the most obvious lessons of the financial crisis was that
the system had become too complex for banks and their regulators
to effectively manage. We had become overly reliant on a web of
bloated government agencies that were incapable of covering all
the cracks in our system. However, instead of simplifying the sys-
tem and reducing the amount of jurisdictional bickering between
regulators, we decided to double-down on a failed system. Instead
of consolidating the number of regulators and providing clear re-
sponsibilities, we rewarded the failure of certain agencies and then
added three more bureaucracies for good measure.
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Today, I hope to hear from you what FSOC has done to strength-
en our regulatory system. I would like to hear what has been done
to end “too-big-to-fail” and rein in the reckless behavior that led to
the financial crisis. And, most importantly, I would like to hear
what FSOC plans to do to hold regulators accountable for being
asleep at the wheel during the financial crisis.

Thank you for being here today.

And I yield back.

Chairman BACHUS. Thank you.

Mr. Dold of Illinois for 1 minute.

Mr. DowrD. I thank the chairman.

Eecretary Geithner, thank you for taking your time to be with us
today.

Our bipartisan objective has to be to maximize private sector job
growth and global competitiveness while also ensuring economic
stability. Regulations are obviously necessary, but they must be
sensible and balanced. The rules must be transparent, unambig-
uous, and objectively enforced. Anything less leaves us with many
unnecessary and potentially negative consequences: diminished
global competitiveness; erratic enforcement; potential regulatory fa-
voritism; higher costs; reduced product availability; and weaker
economic growth and job creation.

Unfortunately, in many respects, our regulatory environment
isn’t sensible or balanced. I don’t think that any of these are con-
troversial points. For example, President Obama has called for a
rigorous cost-benefit analysis of existing regulations and proposed
regulations. So I am particularly interested in how FSOC 1s coordi-
nating and correcting ambiguous, conflicting, and unnecessarily
burdensome regulations, in addition to addressing jurisdictional
battles among regulatory agencies.

I am also concerned and interested in whether you might rec-
ommend ways to simplify, consolidate, and streamline the regu-
latory agencies themselves. The New York Times has called Dodd-
Frank’s failure to do so a “lost opportunity,” and I think that we
might also have some bipartisan agreement on that point.

I yield back.

Chairman BacHUS. Thank you.

Mr. Schweikert of Arizona.

Mr. SCHWEIKERT. Thank you, Mr. Chairman, and Mr. Secretary.

I have almost the same concerns you have heard from some of
the other opening statements. We are engaged in a little project in
our office where we are trying to build a flowchart of all the regu-
latory mechanics, all the touches to those who are regulated, and
then trying to predict some of the rule promulgation. And the chart
is just becoming absolutely Byzantine.

Should we be coming together trying to move toward a single
point of contact from a regulatory environment to something that
is much more simple, much more understandable? Has Dodd-
Frank, maybe in good intentions, created a structure that is abso-
lutely unworkable for the future?

And just as sort of a personal side area I have great interest in,
I would love if you have a second to touch on bonds being issued
by United States. Should we be moving much, much, much further
out in the WAM, back to the discussions of the super bonds, consid-
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erin§ where interest rates are, on the outside of the curve right
now?

Thank you, Mr. Chairman.

Chairman BacHUS. Thank you.

The ranking member, Mr. Frank, is recognized for 5 minutes.

Mr. FRANK. Mr. Chairman, as my retirement approaches, a cer-
tain amount of nostalgia is inescapable. I try not to indulge it, but
I am overwhelmed with it today. It is 2006 all over again.

When I was about to become chairman of this committee after
the 2006 election, I was besieged by The Wall Street Journal and
Wall Street people and the Chamber of Commerce with pleas that
we deregulate America, that if we did not dismantle Sarbanes-
Oxley and cut back on the oppressive regulation of the financial
community, everybody would soon be in England or in Hong Kong.
And, of course, what then happened was the worst collapse of the
American economy in a very long time, precisely because of the
lack of regulation.

People seem to have forgotten that. I am hearing again that the
problem in the American economy is too much regulation.

Ben Bernanke, who I will remind people—when George Bush,
President George Bush, had an important economic appointment to
make, he sent for the usual suspect, who was always Ben
Bernanke. He appointed Ben Bernanke to be on the Board of Gov-
ernors of the Federal Reserve in his first full year. Then, he made
him Chairman of the Council of Economic Advisers. And then, he
made him Chairman of the Federal Reserve. Ben Bernanke stays
on as Chairman of the Federal Reserve as the most bipartisan per-
son in this City.

And he testified before us, and as my colleague, Mr. Himes, and
some others noted, he listed the headwinds against the American
economy. Excessive regulation of the financial industry wasn’t one
of them. And he said, yes, there are all kinds of factors, but he was
asked and he said, no, it is not a significant headwind. Europe is
a headwind. And, of course, my colleagues on the other side have
tried to retard the efforts of some, including Mr. Bernanke, to help
with that.

So we are being told now the problem is not enough freedom for
the people whose irresponsibility caused this problem. We are
being told to back off. We are being told that, gee, the regulations
are too complicated for these poor people in the financial industry
to understand. What was too complicated for them to understand?
Their own razzle-dazzle shenanigans. That is what got them into
trouble.

And I do want to address this question of consolidation. People
said we have created all these new agencies. There were two agen-
cies that had pretty much similar functions: the Office of Thrift Su-
pervision; and the Office of the Comptroller of the Currency. We
consolidated those. So we got rid of one operating agency, and we
created one new operating agency. The FSOC is not a new agency;
it is a coordinating council. And the Office of Financial Research
is not an operating agency; it gets information, which I understand
some people don’t want us to have.

But we did create one new agency, and that is really what they
are worried about. It is called the Consumer Financial Protection
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Bureau (CFPB). And for the first time, we took from existing bank
regulators the function of protecting consumers and made it their
primary job. And it has been working very well.

I think we have had 11 hearings now, oversight hearings, in
which people have complained that there is no oversight of this in-
stitution. That is not their complaint. Their complaint is it is
E;canding up for consumers, as it recently did regarding Capital

ne.

Now, I will acknowledge there was one major flaw in our struc-
ture that I wish I could fix. We should not have a separate Securi-
ties and Exchange Commission and Commodity Futures Trading
Commission. The biggest single gap we had in the American finan-
cial regulatory system was the decision to not regulate derivatives
at all. And we made a major breakthrough in the financial reform
bill by regulating derivatives. We are just now getting those rules
in place, partly because 10 people had to be involved: 5 at the SEC,;
and 5 Commissioners at the CFTC. And derivatives are split. The
problem is, that split reflects a deep cultural and economic split in
America.

The Commodity Futures Trading Commission was created many
years ago to deal with protecting, theoretically, farmers, while the
Securities and Exchange Commission was created to deal with the
financial community. I would very much like to get that consoli-
dated. I notice the Republicans talked about consolidation. They
left that one out. They talked about consolidating the bank indus-
try, the bank agencies.

So I just want to go back again to the fundamental point. The
notion that the problem in America today with the financial insti-
tutions is too much regulation—once a week we get a demonstra-
tion that is not true: the banks lying about LIBOR, a disgraceful
pattern of behavior of simply lying; Mr. Dimon at JPMorgan Chase,
a very well-regarded, justifiably well-regarded executive, losing
control of derivatives trading so billions and billions—and just like
with AIG, they don’t know how much money they had lost; and
Capital One admitting that they had vendors who were cheating
people. Only an independent consumer bureau was able to step in.

Now, there have been problems in the past. We had a Comp-
troller of the Currency who, frankly, was not a good regulator in
the sense of being tough on the banks. We have a new one, Mr.
Curry, and I think you are going to see a great deal of improve-
ment.

But the notion that our problem is too much regulation, I guess
I am struck by the precocity of people who make that comment, be-
cause it is a very articulate statement coming, apparently, from
people who were born sometime early in 2009.

Chairman BAcHUS. Thank you, Ranking Member Frank.

Mr. Grimm of New York is recognized for 1 minute.

Mr. GRiMM. Thank you, Mr. Chairman.

And good morning, Mr. Secretary.

The American people were told when Dodd-Frank was signed
into law that they could rest assured these regulatory failures were
going to be a thing of the past. Yet over the last 2 years, we have
seen massive-scale regulatory failures. We have witnessed the col-
lapse of MF Global; over a billion dollars of customer funds mis-
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appropriated. In the last month, we have seen the collapse of PFG
Commodities; close to $200 million in customer funds missing. Now
we are learning, obviously, of a tremendous manipulation of the
LIBOR interest rates. That is something regulators might have
known for as far back as 4 years ago.

So I am very interested in hearing from you, Mr. Secretary, how
do we get the American people to feel that these 400-plus new reg-
ulations under Dodd-Frank are going to give them the comfort and
the certainty that they need to invest and come back into the mar-
kets? But as someone who really does believe, as I think most
Americans believe, that we have the strongest economy that was
ever built and is the envy of the world, will Dodd-Frank make
stronger, more robust capital markets, and will it lead to more
American jobs?

Thank you, and I yield back.

Chairman BacHUS. Thank you.

And our last statement will come from the gentleman from
Texas, Mr. Canseco.

Mr. CANSECO. Thank you, Mr. Chairman.

The crisis of 2008 was caused by a number of factors, but I think
at this point we can say with confidence that a lack of authority
or information by regulators was not one of them.

Instead of advancing a true reform of our regulatory structure,
Dodd-Frank doubled down on the failures of the past by elevating
the influence of the same agencies that missed the last crisis. This
notion that a new supercouncil of regulators will predict the next
financial calamity is a fallacy. All it does is further distract regu-
lators from their core duty, which is to police the financial markets.
And we have already seen an example of this with MF Global. This
is harmful for our financial system and our economy, and I am
eager to look into this matter further.

I yield back the balance of my time.

Chairman BACHUS. Thank you.

Before I recognize Secretary Geithner, let me say that the Sec-
retary has indicated that he must leave at noon today. To accom-
modate as many Members as possible to question the Secretary,
the Chair announces that he will strictly enforce the 5-minute rule.
Members who wait until the final few seconds to ask a question of
the Secretary should be advised that they will be asked to suspend
when the red light comes on so that we can allow other Members
to be recognized.

Without objection, Mr. Secretary, your written statement will be
made a part of the record. You are recognized for a 5-minute sum-
mary of your testimony.

Mr. FRANK. Mr. Chairman?

Chairman BACHUS. And the ranking member is recognized.

Mr. FRANK. I ask unanimous consent to say “hurray” for what
you just said. And I hope you will strongly enforce it.

Chairman BACHUS. Thank you. And I know I will have your co-
operation. So thank you.

Mr. Secretary, you are recognized. And the only thing that will
not be strictly enforced is the 5-minute limit on your statement.
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STATEMENT OF THE HONORABLE TIMOTHY F. GEITHNER,
SECRETARY, U.S. DEPARTMENT OF THE TREASURY

Secretary GEITHNER. Chairman Bachus, Ranking Member Frank,
and members of the committee, thanks for giving me another
chance to testify before this committee today on the recommenda-
tions of the Financial Stability Oversight Council’s annual report.
But, of course, I am happy to try to also address the range of other
comments and questions you raised in your opening statements.

As the Council’s report outlines, we have made significant
progress in the United States repairing and reforming our financial
system. We have forced banks to raise more than $400 billion in
capital to reduce leverage and to fund themselves more conserv-
atively. The size of the shadow banking system, the parallel bank-
ing system, has fallen by trillions of dollars. The government has
closed most of the emergency programs put in place during the cri-
sis and recovered most of the investments made into the financial
system. On current estimates, the TARP bank investments, for ex-
ample, will generate an overall profit of approximately $22 billion.
Credit to the business sector is expanding, and the cost of credit
has fallen significantly from the peaks of the crisis.

These improvements have made the financial system safer, less
vulnerable to future economic and financial stress, more likely to
help rather than to hurt future economic growth, and better able
to absorb the impact of failures of individual financial institutions.

But, of course, we still face very significant economic and finan-
cial challenges. The ongoing European crisis presents the biggest
risk to our economy. The economic recession in Europe is hurting
economic growth around the world, and the ongoing stress in finan-
cial markets in Europe is causing a general tightening of financial
conditions, exacerbating the slowdown in growth.

Here in the United States, the economy is still expanding, but
the pace of economic growth has slowed during the last two quar-
ters. In addition to the pressures from Europe and the broader
global economic slowdown, U.S. growth has been hurt by the ear-
lier rise in oil prices, the ongoing reduction in spending at all levels
of government, and slow rates of growth in household income.

The slowdown in U.S. growth could be exacerbated by concerns
about the approaching tax increases and spending cuts and by un-
certainty about the shape of the reforms to tax policy and spending
that will ultimately be necessary to restore fiscal sustainability.
These potential threats underscore the need for continuing progress
in repairing the remaining damage from the financial crisis and en-
acting reforms to make the system stronger for the long run.

The regulators have made important progress over the last 2
years in designing and implementing the regulations necessary to
implement the financial reforms you call “Dodd-Frank.” Nine out
of ten of the rules with deadlines before July 2, 2012, have been
either proposed or finalized, and the key elements of the law will
largely be in place by the end of this year.

We have negotiated new, much tougher global capital require-
ments, with even higher requirements for the largest banks. We
now have the ability, the authority, to put the largest financial
companies under enhanced supervision and prudential standards,
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whether they are banks or nonbanks, and also the ability to subject
key market infrastructure firms to tougher prudential standards.

The SEC and the CFTC are putting in place a new framework
for derivatives oversight, providing new tools for combating market
abuse and bringing the derivatives markets out of the shadows.
The FDIC has new authority in place for protecting the financial
system and the taxpayer from the potential future failures of large
financial institutions. And the Consumer Financial Protection Bu-
reau has worked to simplify and improve disclosure of mortgage
and credit card loans so that consumers can make better choices
about how to borrow responsibly.

This process of reform is a very complicated process. It is a com-
plicated and challenging process because our system is complicated,
the financial system itself is complicated, because we want to tar-
get damaging behavior without damaging access to capital and to
credit, because we want the reforms to endure as the financial
market and innovation evolve over time, and because we need to
coordinate the work of multiple agencies, not just here in the
United States but in the financial centers around the world.

Beyond the reforms enacted in Dodd-Frank, the Council has put
forward a number of recommendations to help strengthen our fi-
nancial system going forward. Reforms are necessary to address re-
maining vulnerabilities in the short-term funding markets and par-
ticularly to mitigate the risk of potential runs in the future on
money market funds and to reduce intraday credit exposure in the
tri-party repo market, which is a secured funding market.

Regulators should establish and enforce strong protections for
customer funds that are deposited for trading. Financial firms and
regulators should continue to improve risk-management practices,
including by strengthening their capital buffers, stress-testing dis-
ciplines, internal disciplines around complex trading strategies,
and other areas.

The Council recommends further improvements in the quality
and availability of financial data. The Office of Financial Research
will continue to lead this effort, as it has done so impressively over
the past year.

Finally, the Council continues to support progress toward com-
prehensive housing finance reform that will be designed to bring
private capital back into the housing market.

These recommendations will build on the very considerable
progress made by the members of the Council over the past few
years in making our system safer and stronger and more resilient,
less vulnerable to crisis, with stronger protections for investors and
for consumers. We have a lot of work ahead of us, however, and
we need your support to make these rules both strong and effec-
tive. And we need your support to make sure the enforcement
agencies have the resources they need to prevent fraud and manip-
ulation and abuse.

I want to thank the other members of the Financial Stability
Oversight Council and the staff of the other agencies for all the
work they have done over the past year, not just on this particular
report. And I want to underscore again that we look forward to
working with this committee and with the Congress as a whole in
this important effort of building a stronger financial system.
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Thank you, Mr. Chairman.

[The prepared statement of Secretary Geithner can be found on
page 58 of the appendix.]

Chairman BACHUS. Thank you.

The Chair yields himself 5 minutes for questions.

Mr. Secretary, it is widely reported that you discovered in 2007
that the world’s biggest banks were manipulating LIBOR. Your
own recommendations, made in May of 2008, the following year, in-
dicated your recognition that there was an incentive to misreport.
That obviously raises substantial questions about the honesty of
the LIBOR submissions and the presence of fraud.

When did you alert the U.S. Treasury and the Justice Depart-
ment of the possibility that LIBOR was being manipulated or
rigged? And to whom did you state those concerns?

Secretary GEITHNER. Thank you, Mr. Chairman.

In 2008, as the financial crisis intensified and there were broader
concerns about the financial strength of banks, European banks
were having a tougher time raising dollars, those LIBOR rates
began to rise. And there was a lot of concern in the market that
the way the rate was structured made it vulnerable to
misreporting.

Those concerns were widely available in the market, and they
were published in The Wall Street Journal and the Financial
Times, among other publications. At that time—this was in the
spring of 2008—we took a very careful look at these concerns. We
thought those concerns were justified, and we took the initiative to
bring those concerns to the attention of the broader U.S. regulatory
community, including all the agencies that have responsibility for
market manipulation and abuse.

Chairman BACHUS. And that included the Treasury Department
and the Justice Department?

Secretary GEITHNER. I briefed the President’s Working Group on
Financial Markets. The members of that group included the CFTC,
the SEC, and the Fed.

Chairman BAacHUS. How about the Justice Department?

Secretary GEITHNER. Justice is not a member of that committee.
And then—

Chairman BACHUS. But let me ask you this: You were aware of
the possibility of fraud?

Secretary GEITHNER. We were absolutely aware, not just of the
reports that banks were underreporting and misreporting, but the
nature of the rate—again, this is a rate set in London, overseen by
the British Bankers’ Association, and it is a rate that is a con-
structed average of estimates, principally by foreign banks, of what
they might pay to borrow in 10 currencies at very different matu-
rities—

Chairman BACHUS. There were three U.S. banks.

Secretary GEITHNER. Three at that time, 3 of 16, now 3 of 18.

But we were aware of the risk that the way this was designed
created not just the incentive for banks to underreport but gave
them the opportunity to underreport—

Chairman BACHUS. Right.

Secretary GEITHNER. —and that was a problem.
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Chairman BACHUS. Right. I know that you went to the British
regulators, but what action did you take? You were aware that
they took no action, I believe?

Secretary GEITHNER. Again, let me explain what I did. Our first
instinct, of course, was not just to brief the broader U.S. regulatory
community, including the enforcement agencies, but to bring this
to the British. And I personally raised this with the governor of the
Bank of England, and then I sent him a very detailed memo-
randum recommending a series of changes. And then—

Chairman BACHUS. Yes. And he has denied having any evidence
of rigging or of misconduct, but, according to what you supplied
him, his testimony would not be correct; is that right?

Secretary GEITHNER. Again, I felt that we did the important and
fully appropriate thing, which was to bring to the attention not just
to the people in Washington—

Chairman BAcHUS. And what—

Secretary GEITHNER. —but to the British of the, not just of the
reports and the concerns that were broadly available in the market
and the public domain, but also of the range of problems in the
way this rate was designed that created that vulnerability. And so,
we brought those concerns to their attention.

Chairman BACHUS. Sure.

Secretary GEITHNER. And we felt—and I still believe this—that
it was really going to be on them to take responsibility for fixing
this.

Chairman BACHUS. Let me ask you this: You reported it to the
President’s Working Group in May of 2008. What action, if any,
was taken at that time to address the concerns that LIBOR was
being misreported, the existence of fraud and rigging?

Secretary GEITHNER. What the CFTC did in roughly the same
timeframe is to initiate a confidential but very far-reaching inves-
tigation—ultimately, it took 4 years—which resulted in a very, very
strong, appropriately strong enforcement response you saw an-
nounced earlier this month. Ultimately, that investigation brought
in the SEC and the Department of Justice—

Chairman BACHUS. Okay.

Secretary GEITHNER. —and other agencies.

Chairman BACHUS. Sure.

Let me ask you this last question: You used LIBOR to set the
AIG $182 billion and also the $100 billion TALF. Now we know
that those were understated. Does that work to the disadvantage
of the taxpayer?

Secretary GEITHNER. We were in the position of investors all
around the world. In many cases, you have to choose a rate to de-
cide to use as a reference for what you are lending in that context.
And we did what everybody else did, which is to use the best rate
available at the time.

Now, we are all taking a very, very careful look—and this is a
matter of litigation, as you know, not just the ongoing enforcement
investigations—about to what extent the rate was moved up or
moved down or actually affected in any way. I don’t know yet what
the results of those discussions will be, and I can’t speak to them,
but you are right to point out that we, like investors around the
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world, had to take advantage of the rates available at the time, and
we chose LIBOR at that point, as did many others.

Chairman BACHUS. Thank you.

Congressman Frank?

Mr. FRANK. Thank you.

Mr. Geithner, I just want to get the context, because what has
happened here is that some of the leading financial institutions in
the world behaved in an outrageous fashion. These were not bad
guesses about derivatives. This was not overconfidence about mort-
gages. This was conscious deception in their own self-interest. And
it was done not just by individuals but by an association that was
given powers to self-regulate in some ways. So as I hear some of
my colleagues talk about the need for more self-regulation and less
prescriptive regulation, LIBOR comes to mind as a very strong rep-
utation.

But part of this—and this is troubling to me, and it hasn’t hap-
pened yet this morning; I hope it doesn’t—but in the press and
elsewhere, there has been an effort to kind of blame you for all this
because you happen now to be the Secretary of the Treasury in the
Obama Administration. And there is, it seems to me, extraor-
dinary—you were an important official, but not one of the top offi-
cials. I don’t mean to denigrate you. The presidency of the Federal
Reserve is an important institution. It has been given more impor-
tance recently than it has ever had before, as people want to say
that you were running the world back then. You had a Chairman
of the Federal Reserve who was setting the LIBOR—using LIBOR
to set the rates. Mr. Bernanke was in charge of AIG. You had Sec-
retary of the Treasury Paulson. So we do want to remind people
that this all happened under the Administration of President Bush,
and the President’s Working Group to which you reported was
President Bush’s Working Group, with Mr. Cox at the SEC, Mr.
Paulson, et cetera.

And I stress that because there was a failure to be tough enough
with these private sector people who were doing this, but the no-
tion that it was really all the problem of the President of the Fed-
eral Reserve of New York is striking.

I want to be very clear. You reported this to the President’s
Working Group on Financial Reform. Who are the members of that
group? Who were they in 2008? Give me names.

Secretary GEITHNER. The Chairman of the Federal Reserve, the
Chairman—

Mr. FRANK. Mr. Bernanke.

%ecretary GEITHNER. —of the CFTC, the Chairman of the SEC,
and a—

Mr. FRANK. The Secretary of the Treasury?

Secretary GEITHNER. And the Secretary of the Treasury.

Mr. FrRaNK. All right, so we have four—

Secretary GEITHNER. Those were the core members of the group.
Probably the Chairman of the FDIC, I think at that stage, was
there maybe occasionally. But those were the core members.

Mr. FRANK. All right. So these were all Bush appointees.

And I think this is a problem not of the regulators but of the pri-
vate sector—and of the British, because this was a British associa-
tion. But if people are going to start pointing fingers at regulators,
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all those people were Presidential appointees confirmed by the Sen-
ate. You were not a Presidential appointee.

Secretary GEITHNER. No.

Mr. FRANK. So these were five or six people above you in the or-
ganizational chart to whom you reported what you found. And
maybe things weren’t done tough enough, although I am struck
that you note that the CFTC, to its credit, did begin the investiga-
tion which culminated in this.

So we have a situation where private banks, formed in a British
association but with American bank participation, grievously mis-
behave. You hear about it and report it to the financial working
group consisting of Bush appointees, many of whom I value highly
and with whom I worked closely in 2008. And some people believe
that not enough was done. If that is the case, it does seem to me
that responsibility should be broadly shared.

Now, let me ask you this question about “too-big-to-fail.” The leg-
islation, as you know, says that if a large financial institution can-
not pay its debts, it is put out of business and that no money can
be spent by the Federal Government on the process of putting it
out of business. These are the death panels. They weren’t for old
ladies in the health bill; they were for big banks in the financial
reform bill. The CEO and the other officers are gone, the share-
holders are wiped out, and the board is dissolved. That is what the
law says. And the law also says that if there is any money that has
to be spent to wind it down responsibly, you or your successor is
mandated, not authorized, to recover it.

Now, what I read is, from, for instance, the President of the Fed-
eral Reserve of Dallas and his staff, that is not going to work, be-
cause if there was a failure of a large institution, there would be
overwhelming pressure on you or your successor to provide Federal
funds to keep that institution alive. Do you think that is likely?

Secretary GEITHNER. Unlikely, but I wouldn’t have the authority.

Mr. FRANK. You would be breaking the law to do that.

Secretary GEITHNER. Again, what Congress did is change the law
to limit the authority available to the regulators to protect an insti-
tution from its mistakes.

Mr. FRANK. And they are then put out of business.

By the way, there are some now, on the more conservative side,
who lament that. There is a new book out by Mr. Conrad, who was
a managing director, I believe, of Bain—I just had a copy sent to
me by the National Review—complaining that we have restricted
the ability of the Federal regulators to intervene to save an institu-
tion too much.

But I appreciate your point. If a large institution failed now, you
would have no option under the law but to have it fail. And if any-
thing had to be done to put it out of business, you would get the
money back from the banks.

Thank you.

Chairman BacHUS. Thank you.

Mr. Hensarling?

Mr. HENSARLING. Thank you, Mr. Chairman.

Good morning, Mr. Secretary.

I still don’t quite understand your answer concerning the New
York Fed’s use of LIBOR. On the one hand, I think you have said
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that, “We acted very early in response. We were worried about it,
we were concerned about it.” But it appears that the early response
was to keep using it, which means it appears that you treated it
almost as a curiosity or something akin to jaywalking as opposed
to highway robbery.

I think I just heard you earlier in your testimony say, “It was
our best choice.” There are other interest rate indexes out there.
How can a number that you know has been manipulated—how can
that possibly be the best choice?

Secretary GEITHNER. Again, we were concerned about this, and
we did the important, very consequential thing of bringing it to the
attention of the full complement of regulatory authorities that Con-
gress had given responsibility and authority for market manipula-
tion and abuse. And—

Mr. HENSARLING. But you weren’t obligated to use it. The New
York Fed was not obligated to use LIBOR. Yes or no?

Secretary GEITHNER. No, of course not. But—

Mr. HENSARLING. Okay.

Secretary GEITHNER. But we had to make a basic choice among
alternatives at that time, and I think that was the right choice
back then.

Mr. HENSARLING. Between a manipulated number and a non-
manipulated number?

Secretary GEITHNER. No, again, I wouldn’t say it that way. I
would say this was a rate that was structured in a way that was
vulnerable to misreporting. We were very concerned—

Mr. HENSARLING. Apparently.

Secretary GEITHNER. —about that. And what we decided to do
was to try to initiate a reform of the process with the British but
also just to make sure the relevant authorities made use of it—

Mr. HENSARLING. If I could, Mr. Secretary, I am sorry, we have
a limited amount of time. I would like to ask another question
here.

As I review the annual report, I see a lot of discussion of the Eu-
ropean debt crisis. Frankly, I see very little discussion of the U.S.
debt crisis. We know that on a nominal basis, this country has now
racked up more debt in the last 3 years than in the previous 200
years. We now know that our debt-to-GDP ratio exceeds our econ-
omy.

Even in the President’s own budget, after the 10-year window,
his budget states, “The fiscal situation deteriorates badly.” The
President has previously said that the major driver of our long-
term debt is Medicare and Medicaid, our healthcare spending;
nothing comes close. Yet—and that was in 2009—I have yet to see
a reform plan for entitlement spending out of this Administration.

You testified before the Budget Committee in February of this
year. In response to Budget Committee Chairman Paul Ryan, you
said that he was “right to say we—meaning the Administration—
are not coming before you today to say that we have a definite so-
lution to that long-term problem. What we do know is we don’t like
yours.” That was in February. I assume I haven’t missed any of the
news clips stating that the Administration has come out with a
plan.
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So if the President says this is the major driver—we know that
the head of the Federal Reserve has also spoken about our
unsustainable spending driven by entitlement spending. I look at
this report; I cannot find one mention of the word “entitlement,”
not one mention of the word “Medicare,” not one mention of the
word “Medicaid.” Yet, your own budget says “fiscal situation dete-
riorates badly.”

How can this not be cited as a major factor that could disrupt
U.S. financial stability? And when, if ever, is the Administration
going to move on this?

Secretary GEITHNER. Congressman, as you know, the Council’s
job is not to recommend to the Congress long-term reforms to enti-
tlement spending or recommend solutions to our long-term fiscal
crisis. We agree, as you said, that our fiscal deficits are
unsustainable. And—

Mr. HENSARLING. Mr. Secretary, if I could, what is chapter 3 of
this report all about, “Annual Report Recommendations?” Does this
not impact the competitiveness and stability of U.S. financial mar-
kets, our fiscal unsustainability?

Secretary GEITHNER. We did identify in the report, as I did in my
statement in summarizing the report, that these broad, long-term
fiscal risks are a significant risk to the American economy and ulti-
mately, therefore, to the financial system. And we highlighted that
l(:iasic risk in the report, as was appropriate. But what we didn’t

0_

Mr. HENSARLING. But you make other recommendations. You
just make no recommendation on what is actually driving, accord-
ing to the President of the United States, the debt crisis.

Secretary GEITHNER. I think it would be a strange thing to ask
the Fed, the SEC, and the CFTC to recommend a detailed Medi-
care reform plan. That would be a strange thing.

So you are right to say it is a risk, and the Council is right to
highlight that risk. But I don’t think it is correct to say that the
Council should have laid out reform recommendations for restruc-
turing a—

Mr. HENSARLING. I am out of time, but perhaps next time you
could help me with a highlighter, because I don’t see it.

Chairman BACHUS. Thank you, Mr. Hensarling.

Ms. Waters?

Ms. WATERS. Thank you very much.

According to Andrew Lo, a professor at MIT, this LIBOR fixing
scandal dwarfs by orders of magnitude any financial scam in the
history of markets. That is pretty strong. I would like you to tell
me if you think that statement is true.

I would also like to know what impact this manipulation had on
our financial markets and what impact it is going to have moving
forward. And take time to tell us about your series of changes that
you recommended.

I would like to give you time and not take up all the time, so
please go ahead.

Secretary GEITHNER. Okay. Let me just say a bit about this
broader question, and thank you for giving me the chance to do so.

In the detailed recommendations we gave to the British, we iden-
tified a series of specific things that would make it untenable for
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this rate to be affected by the banks’ incentive to lower their re-
ported cost of funds. We gave them, again, very specific detailed
changes for doing that. And if those had been adopted—more of
those had been adopted and sooner, you would have limited this
risk going forward.

Right now, let me just highlight a few things we think are impor-
tant, given where we are today, because you are going to want to
know what is next, what is ahead of us. So let me just walk
through that, if you would just give me a minute.

The Council and the regulating agencies, relevant agencies,
which means the Fed and the SEC and the CFTC, are in the proc-
ess of taking a very careful look at how to address any potential
implications of this remaining challenge for the financial system.
These bodies are carefully examining other survey-based measures
of interest rates in financial crisis overseen by private financial
firms to assess any potential there for misreporting similar prob-
lems. They are carefully examining a broad range of potential re-
forms and alternatives to LIBOR.

There is a global effort led by the Financial Stability Board,
which includes all the world’s major central banks and market reg-
ulators together, to review potential reforms. We are considering
how to deal with the careful and delicate question of how do we
make it possible for enforcement agencies that are undertaking a
confidential investigation which reveals behavior that could impact
the financial system as a whole—how to make it possible for them
to share that information, with appropriate protections and safe-
guards, with the relevant agencies which have responsibility to the
overall functioning of the system. That is a very important ques-
tion.

We need to take a very careful look at parts of the system where
we rely or where the market relies, still, on informal private bodies
run by financial firms like the British Bankers’ Association that
have some formal or informal self-regulatory rule. A very important
question that your colleague referred to earlier.

And, of course, I think we all need to make sure that these en-
forcement agencies have the resources they need to do their job.
Just to give a specific example, you have a small town with a police
department. The population of that town increases by 10 to 100
times. You are going to need to increase the size of the police de-
partment. It is a necessary, responsible thing to do. And if we do
that, you will have a more powerful deterrent, tougher enforce-
ment, and that will come earlier, with broader effects for all of us.

Now, in addition to each of those things, of course we are going
to cooperate fully and be fully responsive to the requests of this
committee for broader information on this. And, of course, we will
brief the Congress on the progress of each of those efforts looking
at reform and implications and how to reduce the vulnerability of
the system in the future to similar problems like this.

Ms. WATERS. Given those recommendations and the problems we
have had with the economic meltdown in this country, what else
can Congress do to ensure that the interest rates that are being
paid between the banks are fair and equitable and somehow will
not negatively impact that person who has taken out a mortgage
in the United States?
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Secretary GEITHNER. Again, I think what you should do is what
you are doing, which is you are conducting oversight of these agen-
cies and these efforts. And you should ask for periodic updates
from these agencies on the reforms under way to address that risk.
That is fully appropriate. We welcome that effort, and we will be
fully responsive to it.

Ms. WATERS. Thank you very much, Mr. Chairman. I yield back.

Chairman BAcCHUS. Thank you.

Dr. Paul?

Dr. PauL. I thank you, Mr. Chairman.

And good morning, Mr. Secretary.

I have a question about the President’s Working Group on Finan-
cial Markets. There is an article that said the Fed briefed the
President’s Working Group on Financial Markets in June of 2008.
And during that time, I assume you were President of the New
York Fed, in June of 2008?

Secretary GEITHNER. It was actually in May that we briefed
them, and I was the one who did it.

Dr. PAuL. Okay. The article said June, but, okay, May. It said
the Fed briefed the Working Group. Does that mean you did it or
somebody else from the Fed?

Secretary GEITHNER. It was on the agenda of the meeting, and
I went to provide—I wasn’t a member of the group, but I occasion-
ally went—I went to provide an update on this issue. And then my
staff subsequently briefed officials of the Treasury and, separately,
officials of the SEC and the CFTC.

Dr. PauL. Okay. You are the Chairman of that group right now,
correct?

Secretary GEITHNER. Yes, I am the Chairman of the Council.

Dr. PAUL. Okay. In relation to that meeting you had and the
meetings you have had since, do you keep detailed minutes of all
those meetings?

Secretary GEITHNER. We do keep minutes of the Council meet-
ings today, and we put those minutes in the public direct record,
with whatever the appropriate lag is to make sure we have a re-
view by the agencies.

Dr. PAUL. So all records get—how often do those meetings lead
to policy changes, where you make a decision and the Fed goes out
and does something or Treasury does something or getting involved
in the markets at all? How often does that happen?

Secretary GEITHNER. The Council is still in its early stage of im-
plementing the authority Congress gave it.

The Congress gave it two different sets of authorities. One is spe-
cific responsibility for things like designating financial market util-
ities that have systemic implications. That is a specific responsi-
bility the FSOC has which we have acted on.

But Congress gave it a set of broader coordinating responsibil-
ities in service of something many of you have spoken to, which is
trying to make sure that you are not leaving large gaps in the sys-
tem and the agencies that have similar responsibilities are working
together, not against each other. That is a more general responsi-
bility, not a specific one.

Dr. PAauL. Not specific.
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On LIBOR, I don’t want to get into the details of fraud and who
committed crimes and who should be punished and whatnot; I
want to talk about the principle. And the principle here is that peo-
ple are complaining because they believe LIBOR was fixed, that
the interest rates were fixed, and that it benefited somebody finan-
cially. And I don’t think there is a big argument on that. That is
what all the talk is about, and that is why Barclays was actually
penalized for it.

But isn’t this a whole lot like exactly what the Federal Reserve
does? Aren’t they fixing interest rates all the time for the benefit
of special individuals? If the market goes down, interest rates are
lowered, and there is good evidence to show the market usually
comes back up. If banks get into trouble, interest rates are lowered.
Right now, interest rates are, like, zero, and banks get a lot of free
money. And they turn around and they put it back in the Fed, and
they earn interest and they buy Treasury bills, and they are doing
quite well. So it seems like there is a tremendous amount of ma-
nipulation of interest rates for the benefit of some individuals.

But this manipulation of interest rates harms people who save
money. If they are retired and they can’t earn anything, it seems
like, in the sense of morality and economic policy, our monetary
zystem is every bit as guilty as what we are accusing LIBOR of

oing.

Now, the Fed may be protected by rules and laws, but isn’t there
a similarity? Isn’t there something that we should question about
the manipulation of interest rates for the special benefits of some
individuals, as the Fed does this?

Secretary GEITHNER. No, I would not make any comparison. I
don’t think they are remotely similar. The Fed, with authority Con-
gress gave it to maintain—

Dr. PAUL. I am not talking about the authority. I am talking
about what they did. I recognize that.

Secretary GEITHNER. But what the Fed is doing is, with the re-
sponsibility Congress gave it to keep prices low and stable over
time and unemployment low over time, it is using a set of tools in
the public interest to achieve those objectives. I would say that is
a fundamentally different thing from the behavior of individual
banks to misreport the price they are paying or they might pay to
borrow—

Dr. PauL. Okay. I don’t think we will resolve that, because I
have one other quick question.

Would you support a change in policy where the Fed could buy
Treasury debt directly so it didn’t go through the bond brokers,
where they make huge commissions on this? Wouldn’t this be much
better for the American taxpayer?

Secretary GEITHNER. For the Fed to directly finance?

Dr. PAUL. Yes, why can’t they buy Treasury bills from the Treas-
ury? Instead, we have 20 or so bond dealers, and I think they make
some commissions on this. And then the Fed goes out and buys
these bonds, and bond dealers make money off this.

Secretary GEITHNER. Let me be careful in answering that ques-
tion. Let me just tell you that I personally am a strong defender
of two very important principles. One is to try to make sure the
Fed has full independence on monetary policy independent of poli-
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tics, but also to make sure that there is nothing in this relationship
between the Fed and the Treasury that would raise concerns that
the Federal Reserve is directly financing the fiscal deficit of the
United States. That would be something very damaging to the
Fed’s independence, to the credibility of monetary policy, and to the
fiscal credibility of the United States.

I don’t think that is what you are implying, of course. I know you
wouldn’t support that at all. And so maybe I should talk to you in
more detail about your specific questions about the market function
issue.

Chairman BacHUS. Thank you.

Mrs. Maloney for 5 minutes.

Mrs. MALONEY. Mr. Secretary, thank you for your service.

It is absolutely huge that Sandy Weill has called for the breakup
of the big banks. And I would like a detailed answer in writing on
what this means to the financial crisis. If investment banking and
banking had been separated, what would that have meant for AIG,
for Bear Stearns, for Lehman, for Wachovia, for all of the big
banks?

But I want to use my time today on crises that we are in right
now, which is LIBOR, and also the debt-ceiling crisis and what it
meant in financial loss to the American families last summer and
what could it mean in the future.

But specifically on LIBOR, was this a British problem or a U.S.
problem?

Secretary GEITHNER. It was a rate set in London that had impli-
cations far beyond London, not just in the United States but in fi-
nancial markets around the world.

Mrs. MALONEY. Okay. And was it set by an association or profes-
sionals in the United States or elsewhere? Who set it?

Secretary GEITHNER. It was set by the British Bankers’ Associa-
tion, which is a group of banks.

Mrs. MALONEY. Okay. Were you aware of any other members of
the President’s Working Group following this issue?

Secretary GEITHNER. As I said, we briefed that broader set of rel-
evant agencies, so they were aware of it. These reports were in the
public domain. And, as you know, the CFTC started at that time
a very far-reaching, to their credit, investigation that ultimately in-
volved a range of other authorities.

Mrs. MALONEY. Did the New York Fed or the Federal Reserve
have enforcement authority in any way?

Secretary GEITHNER. The New York Fed has a range of author-
ity, but the enforcement powers of the Fed rest with the Board of
Governors in Washington, not with the individual reserve banks.
But the other agencies that are part of our system—and it is a
complicated system, as many of you have said—involve a range of
other authorities and responsibility for things like market manipu-
lation and abuse.

Mrs. MALONEY. Could you have taken any action, as Secretary
of the Treasury, against Barclays?

Secretary GEITHNER. As Secretary of the Treasury?

Mrs. MALONEY. Yes. Or as head of the New York Fed at the
time.
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Secretary GEITHNER. I don’t think the Secretary of the Treasury,
then or now, has direct enforcement authority that was relevant to
that. The Congress has given that authority to other agencies,
which is appropriate.

Mrs. MALONEY. Could you have taken action against Barclays at
the New York Fed?

Secretary GEITHNER. Again, at the New York Fed, I believe—and
I have thought a lot about this, as you know, as you would expect—
I believe we did the necessary, appropriate thing very early in the
process.

Mrs. MALONEY. Could you put this in context in terms of the
other things that you were working on in 2008? I know that I was
getting calls from my constituents, screaming that there was a run
on the markets. There was a fear of a complete financial meltdown.
What was it like for you? What were you working on in 2008? Can
you put this into the context of what was happening at the time?

Secretary GEITHNER. You are right to remind us that at that pe-
riod, we were—it got much worse later, but at that point the pres-
sures on the financial system here and around the world were very
acute. And they were creating the real risk of a broader run, broad-
er collapse on the American financial system. The recession was al-
ready many-quarters old at that point, so we were seeing the eco-
nomic effects of it, and it was certainly going to get dramatically
worse.

And, of course, we had a lot to do at that point. But on LIBOR,
again, we were worried about this, we were concerned about it, and
that is why we did what we did at that point, despite all those
other preoccupations.

Mrs. MALONEY. Could you comment also on the debt-ceiling crisis
this country suffered through last summer? What did it cost our
country? What did it cost American families? And what would hap-
pen if we had yet another debt-ceiling crisis, if we went over the
cliff again, in terms of pain, suffering, increase in debt and deficit,
increase of unemployment?

Could you explain what the impact was last summer? And what
could it be if we can’t get together and come forward with a reason-
able agreement?

Secretary GEITHNER. The threat of default that hung over the
U.S. economy in that period of time, June and July of 2011, was
very damaging. It caused economic growth to slow at a very early,
vulnerable time in the recovery. It caused stock prices in the
United States and around the world to fall sharply, doing a lot of
damage to the savings of the average American.

It caused a precipitous drop in consumer and business con-
fidence, magnifying the slowdown in growth. The shock to con-
sumer confidence, to business confidence, was larger than you see
in a typical recession—very damaging, very substantial, completely
avoidable, not necessary. And it would be irresponsible to put the
country through that again.

Mrs. MALONEY. My time has expired. This may be the last time
you testify before us. Thank you for your public service.

Mr. DoLD [presiding]. The Chair recognizes the gentleman from
North Carolina, Mr. Jones, for 5 minutes.

Mr. JONES. Mr. Chairman, thank you very much.
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And, Mr. Secretary, thank you for being here today.

I have said many times in my district and here in Washington
that the two worst votes I have made in the 18 years I have been
in Congress were on the Iraq war, which was very unnecessary,
and on the repeal of Glass-Steagall.

I was here with many of my colleagues, some on the dais today,
when President Bush and Secretary Paulson called on Congress to
bail out those who, in my opinion, were gambling on Wall Street
with the taxpayers’ money. And we bailed out those in trouble—
I didn’t vote for it then, so I won’t take the blame on that one.

But it seems like every time the financial institutions get in trou-
ble, they come to the Congress and the taxpayer and say, we need
for you to help us out. Mr. Dimon in the last 3 or 4 weeks first
acknowledged that they had made a $2 billion mistake in invest-
ments, I guess; then it later became $10 billion.

And the American people are just tired and sick and fed up with
how—and I think a lot of it, quite frankly—if I could vote today to
create public financing, we might could bring some sanity to this
issue that we are talking about, the financial institutions, and real-
ly have oversight that we should have. But we are not going to
change the way we finance campaigns, I realize that, and you can’t
change it if you wanted to.

But my question to you is, isn’t it time to have a discussion and
a debate about the reinstatement of Glass-Steagall?

Secretary GEITHNER. Congress thought about that very carefully
in the context of the Dodd-Frank discussions, and I am sure it will
cor‘lisider it in the future again. And that is an appropriate thing
to do.

But the reforms Congress enacted were very tough and very
strong against just the risk you said, because they force banks to
hold much, much more capital against risk and the large banks to
hold much more than small banks. That is a very important thing.
They limit how large banks can get as a share of the system as a
whole. That is a very important thing.

And as your colleague said earlier, they deprive the institutions
of government of the ability to come in and rescue a bank from its
failures. All we can do is to try to protect the economy from the
failures banks will inevitably make. And they will make mistakes;
it is inevitable in that context. Our job is not to prevent them from
making mistakes. We can try to do that. Our job is to make sure
that when they make mistakes, they don’t imperil the broader
American economy and the safety of people’s savings and make it
harder for businesses to borrow. And this law was the toughest,
most far-reaching, most comprehensive set of protections against
that concern than the United States has ever contemplated.

Should we keep looking at what more we could do to make the
system safer? Absolutely. And I expect Congress to continue to do
that. You should always go back and examine those judgments in
this case.

But I think it is a very tough set of constraints against the risk
you said, and we should give those reforms a chance to take effect
and to work.

Mr. JONES. Mr. Secretary, I appreciate your comments. I think
that for too long that we continue to—I was one of the few Repub-
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licans to vote for Dodd-Frank. It was a decision I made that there
was more good than bad in that legislation, and that if it was prop-
erly implemented, maybe it would do what was necessary to bring
some honesty and integrity to the markets. And so therefore, I
hope that most of my colleagues will give Dodd-Frank a chance.
Maybe there are certain aspects of it that need to be reviewed, but
that is true in any complex legislation.

But I continue to say that I would hope that we would take a
serious look. I joined Ms. Kaptur in H.R. 1489, to reinstate Glass-
Steagall. I think that, and I am not trying to interpret your words,
but it seems to me that it would benefit us to at least have a hear-
ing from experts, you being one, about the possibility of reinstating
aspects of Glass-Steagall for certain types of banks.

But with that, Mr. Chairman, I thank the Secretary for his an-
swers to my questions very much. I yield back.

Mr. DoLD. The gentleman yields back.

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

Mr. GUTIERREZ. Thank you very much.

First of all, I would like to go back to, how did you find out about
the manipulation of Barclays and the LIBOR manipulation? How
did you first find out about it?

Secretary GEITHNER. As I said earlier, there was a lot of concern
in the market and a lot of talk in the financial markets, much of
which was ultimately published in major newspapers of record,
about not just the potential that banks could misrepresent what
they were paying to borrow, but that they were actually doing that.
So we first learned about those concerns, at least I first learned
about those concerns, in the early part or the spring of 2008, and
we acted very quickly, Congressman, at that stage.

Mr. GUTIERREZ. And you learned about it through published
news reports?

Secretary GEITHNER. No, we learned through a variety of ways.
As you know, one of the things the New York Fed does is it spends
a lot of time talking to people in the financial markets about what
is going on. So it is a basis on those—on those reports, not just
what was in the public, in the press.

Mr. GUTIERREZ. Okay. And so what you did is—what did you do
as a consequence of that publicly, or privately, in order to respond
to what you were seeing were manipulations in the LIBOR rate?

Secretary GEITHNER. First, we took a very careful look at wheth-
er there was any basis for those concerns, and we thought there
was.

Mr. GUTIERREZ. Okay.

Secretary GEITHNER. And then we briefed the relevant members
of the American financial oversight bodies, meaning the Treasury,
the Fed, the SEC, the CFTC and others, and then we brought this
to the attention of the British.

Mr. GUTIERREZ. You wrote them a memo, didn’t you?

Secretary GEITHNER. And we wrote them a detailed memo-
randum with very specific, detailed recommendations for how to fix
it, and of course—and they responded affirmatively to those rec-
ommendations; said they shared the concern, supported the rec-
ommendations, and would pursue them.
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Mr. GUTIERREZ. To the best of your knowledge, the investigation
that led to the $453 million fine against Barclays and the con-
tinuing investigation began where?

Secretary GEITHNER. That is a question you should refer to the
CFTC, but I believe they have said publicly that their investigation
began in roughly the same time period in April 2008.

Mr. GUTIERREZ. So if we look at the investigation that leads to
the fine, it begins at the moment in which you are made aware,
as head of the New York Reserve, and carry out your responsibil-
ities, and then you informed the Secretary of the Treasury, the job
that you currently hold, of this situation.

What was the response of the other major stakeholders in our
markets, in the protection and the oversight of our markets, to
your comments about this and your inquiry?

Secretary GEITHNER. I believe they share our concerns, and, as
I said, the British, too, share our concerns. And the concerns that
we shared and those that were in the public domain at that time
were a sufficient basis for the CFTC to initiate this very far-reach-
ing investigation.

Mr. GUTIERREZ. I want to ask about the annual report, which I
am sure you are dying to get to. So identified risks to the financial
stability of the United States, promote market discipline by elimi-
nating expectation of government bailout, respond to emerging
threats to the U.S. financial system. Tell us how are you doing?
How is the Council doing? You agree that those are your three
major goals? Or how are you doing?

Secretary GEITHNER. I would say it is a little early still. I will
tell you what I think the main challenge is. We have a very com-
plicated system of financial oversight, which involves a lot of dif-
ferent agencies. They share a lot of responsibilities. And they are
writing a set of rules that are very complicated by definition be-
cause the problems are complicated, and we have a huge interest
as a country in making sure they do that stuff carefully with all
necessary speed, but do so in a way where they are not creating
new opportunities, new gaps in the systems, new incentives for
people to move risk to where the regulations are softer. And that
is the challenge. Congress did not give the Council the authority
to override the independent jurisdictional authority of those agen-
cies. Those are proud agencies.

Mr. GUTIERREZ. Can you give us examples of measures you have
taken to protect and ensure that there aren’t any—maybe I asked
the wrong question.

Secretary GEITHNER. Oh, I am sorry. I think you have to step
back and look at the scale of the changes that have been put in
place in our system not just by the measures we took in the finan-
cial emergency, but in the reforms that took place.

Again, just to take two examples of that: $400 billion more cap-
ital in finances today. We moved much more aggressively than any
other country at any other time in modern financial regulations
that I am aware of to force these banks to hold much more capital
against the risks they were taking.

Mr. GUTIERREZ. That is in direct response to actions that the
Council recommended be taken?
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Secretary GEITHNER. And to the authority we have in the law
and, of course, what we did in the crisis.

The derivatives, complicated challenges in derivatives. These
agencies have made major, major progress in laying out a sweeping
set of comprehensive reforms that bring more transparency to
those markets and give them new tools to combat manipulation
and abuse.

The Consumer Financial Protection Bureau, apart from the en-
forcement actions you have heard about in public, and apart from
their new effort to bring supervision to nonbank entities in con-
sumer finance so they are protected, too, they have taken very im-
portant steps to make mortgages and credit card forms easier to
understand so that individuals can compete for better terms and
are much more aware of the risks in borrowing.

I think those are the best examples. The FDIC has put in place
a very innovative framework with a huge amount of global support
to implement this important objective of the law to make sure that
when firms make big mistakes, we put them out of their misery
with no cost to the taxpayer, with as little damage as we can to
the rest of the system. They deserve a huge amount of credit for
a creative, very innovative framework using the authority that
Congress gave them.

Those things in bank capital, in derivatives oversight, in con-
sumer protection, in what some people call bankruptcy for large
dumb banks, those things are very consequential, important re-
forms.

We have a lot of work to do still, though. Housing finance sys-
tem, a lot of work still to do in that context, a lot of rules still to
be refined.

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

The Chair recognizes the gentlewoman from Illinois, Mrs.
Biggert, for 5 minutes.

Mrs. BIGGERT. Thank you, Mr. Chairman, and thank you, Mr.
Secretary, for being here.

Which regulator dropped the ball with regard to AIG? Which reg-
ulator was in charge of regulating AIG FP, which is the AIG divi-
sion that engaged in the nonexistent risk management of its credit
default swaps trading and led to its near collapse? Were State in-
surance regulators in charge of that, or was it the Federal holding
company regulator of the OTS?

Secretary GEITHNER. I do not believe there was any competent
authority that was responsible and accountable for the broad con-
solidated entities of that very complicated global system.

Now, you are right to say that the OTS did have some—some-
what broader responsibilities alongside of the States, but I do not
believe that their authority extended to the type of comprehensive
oversight that obviously would have been—was necessary.

Mrs. BIGGERT. Who is regulating AIG right now? Earlier this
morning, the TARP Special Inspector General issued a pretty
damning report about AIG oversight. SIGTARP found that for more
than 2 years, AIG has had no consolidated banking regulator of its
noninsurance financial business, and the OCC is now responsible
for regulating the AIG Federal Savings Bank, but that is a tiny
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piece of the AIG operation, according to SIGTARP, but not the rest
of the company.

The Federal Reserve did not regulate AIG before the bailout and
has not regulated it since. But the Fed could take over if
SIGTARP—according to SIGTARP, that it would be the savings
and loan holding company, but they don’t think that is going to be
in existence too long. I take that back—that the Treasury—until
the Treasury holds less than 50 percent of the—of AIG, then maybe
the Fed could take that over.

But meanwhile, AIG is engaged in security lending and invest-
ing, among other things, mortgage-backed securities. And this cred-
it swap portfolio seeds $168 billion. So the proponents of Dodd-
Frank say that the law was about ending “too-big-to-fail” and regu-
lating the financial industry, that it has become too big. But yet
after Dodd-Frank, there is no regulator for AIG. How is this pos-
sible?

Secretary GEITHNER. What Dodd-Frank did, and this was very
important, was it gave the United States the authority to designate
a nonbank financial institution that could cause systemic—could
cause broader damage to the system, like AIG, to give the Council
the authority to designate those firms and give the Fed the ability
to provide that broad, comprehensive oversight you referred to. And
with that authority, the Council and its agencies are now carefully
examining which of the firms out there that present that potential
risk need to be brought within these broader, tougher constraints
on capital and leverage. And the Council is in the process of doing
that. It designated 2 weeks ago a set of financial market utilities
for the same reasons, and it is looking very, very carefully not just
at AIG—

Mrs. BIGGERT. But they really haven’t done anything about—
there is no oversight. Who is in charge of regulating AIG right
now?

Secretary GEITHNER. What the Congress does is give the Council
and ultimately the Fed, if the Council designates that firm, that
authority. And we are moving to put that in place.

Mrs. BIGGERT. But does that mean that there is no regulator
right now?

Secretary GEITHNER. Under the laws of the land, that is true.
That is the way our system works. That is why in Dodd-Frank we
asked for the authority to make sure that we could designate. And
we are going to make sure we use that authority carefully, but we
are moving carefully because, as you know, and many of your col-
leagues referred to this, when you think about how to apply these
rules to insurance companies, other types of institutions, you want
to do it carefully. So we are moving carefully. But AIG is a dra-
matically different entity than it was in 2007.

Mrs. BIGGERT. Okay. But in addition, SIGTARP said there is no
plan to wean AIG off of TARP. Could your team please submit the
plan to SIGTARP and to Congress?

Secretary GEITHNER. I am happy to brief you, but let me just say
it briefly. We have—our remaining financial exposure to AIG of the
taxpayer is in the form only of equity now. We have sold a large
chunk of that. We plan to sell as much as we can as soon as we
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can because we want nothing more than recovering that taxpayers’
money.

But I would say, just to remind the committee that on current
estimates—and this is a remarkable thing—the taxpayer will earn
a substantial positive return on the full scope of tens of billions of
dollars of exposure we took to AIG to protect the economy from its
failures.

Mrs. BIGGERT. Would you submit a plan?

Mr. DoLD. The gentlelady’s time has expired. If you can just get
back in writing on any questions, that would be great.

Secretary GEITHNER. Again, I am happy to respond and lay out
our broad view of how we get out of our remaining exposure.

Mr. DoLD. The Chair recognizes the gentlelady from New York,
Ms. Velazquez, for 5 minutes.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

And thank you, Secretary Geithner, for your service.

Some stakeholders have found that the LIBOR manipulation en-
riched the largest banks to the detriment of community and re-
gional banks. As you know, community banks are a significant
source of small business lending, and we have dealt with this issue
since 2008, the lack of access to capital for small businesses, and
as a result we passed the small business lending bill. Some firms
have estimated that U.S. community banks sustained $448 million
in damages for that year alone.

My question to you is: How does an artificially low LIBOR rate
hurt small banks that operate on slim profit margins and rely more
on interest income than large banks?

Secretary GEITHNER. That is an issue which a lot of people are
taking a very careful look at. And it is a matter of litigation and
ongoing review by the bunch of agencies that should be taking a
look at it. And I think it will take a little time for them to give
you a good answer to that basic question, but I am sure they would
be happy to do that.

Ms. VELAZQUEZ. Roughly $10 trillion in loans are indexed to
LIBOR, affecting the cost of many financial products including
mortgages and small business loans. What impact will the LIBOR
scandal have on access to credit for small businesses?

Secretary GEITHNER. I don’t think it will have any material im-
pact on access to credit for small businesses.

Ms. VELAZQUEZ. So, Mr. Secretary, how do we restore public con-
fidence in the financial sector?

Secretary GEITHNER. We do it by making sure we put in place
tough rules. We give people the resources and authority necessary
to enforce those rules, and where the responsible agencies find evi-
dence of bad behavior, they should be punished for it.

That is what it is going to take, and I would just say the obvious.
We, as the financial market of the United States, and those institu-
tions that dominate it, obviously have a long way to go in restoring
the trust and confidence of the American people and their ability
to protect consumers and manage the risks they face.

Ms. VELAZQUEZ. Okay. Thank you, Mr. Chairman.

Mr. DoLD. The Chair recognizes the gentleman from California,
Mr. Miller, for 5 minutes.

Mr. MILLER OF CALIFORNIA. Thank you.
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Secretary Geithner, welcome. It is good to have you with us
again.

FSOC asked the Office of Financial Research to conduct a com-
prehensive study on the asset management industry, analyzing the
extent to which such firms might pose systemic risk, and we sent
you a letter in mid-June, and you haven’t had time to respond to
that, but I would like to ask some of the questions that we put to
you in the letter.

What process is the OFR using to receive formal input from the
asset management industry and other groups, and when do you an-
ticipate the OFR will conclude the study?

Secretary GEITHNER. I don’t know where they are in the process.
I know they are making a lot of progress on it, and it is an impor-
tant thing to do, in part because the Council has to figure out what
to do with their designation authority for that mix of institutions,
if anything. And what they are doing right now is taking advan-
tage of all of the public information available about the risks, in-
struction in those institutions, what it means for the system, and
they are going to be able to take advantage relatively quickly of the
new disclosure requirements, reporting requirements, that the law
passed in that context.

But they are making progress, and I welcome your attention to
it, and we would be happy to—

Mr. MILLER OF CALIFORNIA. Maybe you can respond to it in a let-
ter. We don’t have time today.

Section 175 of Dodd-Frank requires the FSOC to confer with for-
eign regulators regarding global SIFI regulations. And global SIFI
regulations crafted without effective international coordination will
likely increase costs, confusion, and complexity. Even worse, they
may be contradictory or harmful to the purposes of systemic risk
which you have to deal with.

What are you doing to ensure that global SIFI oversight is co-
ordinated with foreign regulators and does not become worse, con-
tradictory to foreign regulations; and if there is not global coordina-
tion, what impact could that have on the U.S. economy?

Secretary GEITHNER. Briefly what this—what your colleague is
referring to is the requirement that we have negotiated globally to
put on the largest firms higher capital requirements against the
risks they hold. So they are forced to hold more capital against risk
than a smaller institution. That seems sensible and fair given the
risk they pose to the system.

Now, what we did is negotiate uniform rules. That is not enough,
because you want to make sure they are enforced on a common
basis, and that is a very challenging process to have a level playing
field. So what the Fed is doing is trying to work out, with other
supervisors and central banks, are ways to make sure that the
rules are enforced in a consistent way.

Mr. MILLER OF CALIFORNIA. Are you applying that to foreign reg-
ulators also?

Secretary GEITHNER. Exactly, and they are part of that process,
;E'O(i’d because, of course, everybody wants there to be a level playing
ield.

Mr. MILLER OF CALIFORNIA. If we don’t, it is going to be a det-
riment to our economy.
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Secretary GEITHNER. Exactly. Like in this area and many others,
if you end up raising standards in the United States and leaving
them lower and weaker outside the United States, then risks will
just shift to those markets, and that will ultimately hurt us, too.

Mr. MILLER OF CALIFORNIA. Recent rulemakings by the Fed that
apply to insurers include the Fed’s recently proposed capital stand-
ards implementing the Basel III and Collins amendment. The big
criticizers consider it to be bankcentric and unworkable. What ac-
tions do you think the Fed potentially needs to take to ensure that
they are treating insurers as insurers and not banks?

That is a tremendous concern from the insurance industry today,
that they are getting into an area the Feds were never authorized
to get into. Yet, it looks like the way the language is coming out,
it is going to splash over, and it should not.

Secretary GEITHNER. I am aware of that concern, and what the
Federal Reserve has said in response to that concern is that they
recognize that if they were in a position where they had to apply
these broad standards on capital and leverage to a financial insti-
tution, that includes an insurance company, they would have to
make some changes to it to recognize the specific differences in the
insurance business from banking, and that makes sense.

So they understand that, and they are taking a look, a careful
look at it, and they have a team of people looking at how it would
need to be adapted if in the end, as your colleague just referred,
the Council decides to designate, for example, AIG, as just one ex-
ample.

Mr. MILLER OF CALIFORNIA. I guess the question—if I can be di-
rect, it will probably relieve a lot of concern by the industries—do
you agree that capital standards need to be appropriately recog-
nized, and the difference between banks and insurance companies
absolutely needs to be defined where they don’t splash over and
one encompasses the other? Because I have been meeting with
more and more bankers and insurance companies, but the insur-
ance sector is extremely concerned that this splash-over that they
are seeing out there is going to have a hugely detrimental impact
on their organizations, and they are absolutely unprepared for it.

Secretary GEITHNER. I agree with you that they have to be
adapted and modified, probably not just in the capital area, too,
and I think the Fed shares that view, too.

I am actually much more confident, though, that they are going
to be able to—if they are faced with that need, that they are going
to be able to do it in a way to mitigate those concerns.

Mr. MILLER OF CALIFORNIA. And you agree those concerns need
to be mitigated?

Secretary GEITHNER. Absolutely, and I think they can be.

Mr. MILLER OF CALIFORNIA. I would like to see that implemented
beyond—I understand your statement, and I agree with that, but
I would like to make sure that it is implemented.

I yield back, thank you.

Mr. DoLD. The gentleman yields back. The gentleman from
North Carolina, Mr. Watt, is recognized for 5 minutes.

Mr. WATT. Thank you, Mr. Chairman, and I thank the Secretary
for being here.
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Mr. Secretary you have gotten a lot of questions about LIBOR,
and I think that is important because it obviously affects rates at
which individuals are able to get loans, so I don’t want to minimize
the importance of it. But I don’t want to dwell on that. I actually
want to deal with two other things that are significantly important
in my community, one of which you referenced on page 4 of your
testimony where you said the Council recommends a set of reforms
to address structural vulnerabilities, particularly in wholesale
short-term funding markets, such as money market funds.

A lot of my constituents have funds invested in money market
funds, so I am wondering if you would just send me or tell me
where I can access what these recommended reforms are so that
we can take a closer look at them. I won’t dwell on that either, but
that is important also.

What I do want to dwell on is automobile dealerships because
the Special Inspector General for the Troubled Asset Relief Pro-
gram came out with a report. I understand that you all are dis-
puting some of the conclusions that they reached, but the facts are
hard to dispute, and those facts suggest that by June 10, 2009,
Chrysler had terminated 789 dealerships, and General Motors had
wound down 1,454 dealerships.

That has a significant impact in all of our congressional districts.
I want to approach it from the minority perspective, because the
statistics indicate that the number of ethnic minority dealers was
disproportionate in the number who were terminated, and that Af-
rican-American-owned automobile dealers were hit the hardest
with a decline of 50 percent, from 523 dealerships owned to 261.
A number of those were in my congressional district. When I was
practicing law 20 years ago, I had five African-American-owned
dealerships in my congressional district that I represented. They
don’t exist anymore.

So my question to you is what leverage, if any, do we still have
with these automobile companies to leverage them into being more
aggressive in rebuilding those minority-owned—or at least in the
new dealerships that are being opened, giving some preference, as
they had been historically, to minority dealerships?

Secretary GEITHNER. I would be happy to think about that ques-
tion more and come back to you on it, and I understand your con-
cern with it. I would say that we have been, and the President has
been very clear that even though as part of our effort to save this
industry in the crisis, we ended up owning, and still own GM, so
a significant amount of common equity, we have been very careful
not to get in the business of running those institutions.

Mr. WATT. I understand that. I am not criticizing. I think it was
wonderful that we bailed out the automobile industry. We wouldn’t
have a domestic industry if we had not done that, in my opinion.
So I am not questioning that.

The Inspector General says the government has had quite a role
in pushing the termination of these things. I guess what I am ask-
ing for is you to give some thought to how we can now go back and
help to restore. And we can talk more offline. I think my—I have
10 seconds left in this 5-minute interval here.

So we can talk more. I just want your commitment to brainstorm
with us about how we might be able to address this problem.
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Secretary GEITHNER. You have my commitment.

Mr. WaATT. I yield back.

Mr. DoLD. I thank the gentleman.

The Chair recognizes the gentleman from New Jersey, Mr. Gar-
rett, for 5 minutes.

Mr. GARRETT. And I thank you, Mr. Chairman and Mr. Sec-
retary.

Mr. Secretary, I hear all of the whispers on the LIBOR situation.
You really can’t have your cake and eat it, too. You have been be-
fore this committee countless times since 2008, and if this is the
crime of the century, as so many people are reporting it to be,
never once did you ever come and mention it as being a problem.
Never once did you come here and say this is what you are going
to do about it. Never once did you say these are the new regula-
tions that you would propose for Congress to take.

You worked with this Administration during the last Administra-
tion with the ranking member trying to pass a 2,300-page Dodd-
Frank piece of legislation. Never once during that entire discussion
did you say this was a huge problem or a medium-sized problem,
and we think this should be included in there. You never did that
during the last 4 years, and now it comes out that this is the crime
of the century, and something needs to be done about it.

Chairman Bachus raised the issue and asked, why did you,
knowing these problems, knowing the falsifications, go on working
with the Fed, and set up these bailout programs with the AIG situ-
ation, where the—where you use LIBOR in there, and work with
the benchmark in TALF?

In essence, what your answer in all of those areas is, we are just
like every—what did you say exactly? We did what investors did
elsewhere. We are just like investors around the world.

Mr. Secretary, you are not like investors around the world. You
are the Secretary of the Treasury of the United States of America.
You had the authority for 4 years to come to us, lay out the prob-
lem, and lay out the solutions. And for 4 years, you didn’t do any-
thing about it.

Now, the banks may have made problems, and I am not defend-
ing them for 1 minute, but we are looking to the Secretary of the
Treasury not to come in after the fact and do what every other reg-
ulator has done, and that is to point the finger at someone else.

You also said, when people do wrong things, they should be pun-
ished. In the private sector, that occurred. If a private bank did
something wrong, they have been punished in this situation to the
tune of hundreds of millions of dollars. Someone lost their job be-
cause of this. When is something going to happen with the regu-
lators who did something wrong here? When is something going to
happen to the regulators who didn’t catch this, didn’t do anything
about it, didn’t change regulations, didn’t tell anybody in Congress.
Will they be fined? Will any regulator from the top down lose their
job, Mr. Secretary?

Secretary GEITHNER. Congressman, in my judgment the regu-
lators did the necessary, appropriate thing in this context, and they
started that process very early.

Mr. GARRETT. You told Congress about this?
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Secretary GEITHNER. No, well, let me explain what we did.
Again, what we did—and, again, these concerns were in the public
domain, a matter of public record.

Mr. GARRETT. Okay. I understand.

Secretary GEITHNER. No, that is not what I am saying. I am say-
ing that we did not take full responsibility for this having looked
into these concerns and believed they were a problem, we took the
initiative to brief the broader regulatory community, so they had
that information even though it was in the press, and we pushed
the British to resolve it. We did that very early. We did that very,
very quickly.

Mr. GARRETT. Did the regulators implement any changes on the
banks in this country with regard to their reporting this informa-
tion, or their divisions, between their trading and their reporting
information, did the banks take any action to make sure that this
information, when you set up these new programs, that you were
guaranteed, that you were assured that now the problem has been
solved?

Secretary GEITHNER. Again, the two things that happened—and
as I said in my other remarks, there is going to be more that is
%omg to have to happen—is the British set in motion a set of re-
orms.

Mr. GARRETT. I am not asking about the British.

Secretary GEITHNER. I am coming to that.

And the CFTC initiated at that time a very far-reaching, con-
fidential investigation that ultimately included the SEC and Jus-
tice, and as you have seen, it resulted in a very tough, appro-
priately tough, enforcement action. That is the way our system
works, and that is the way it should work.

Mr. GARRETT. By the way, that is the same Justice Department
that the chairman asked you whether you notified, and you indi-
cated that they were not at the table, so you did not notify them.

I am just taken aback by the fact that there is always so much
finger pointing by the regulators after the fact.

But let me now just turn to what you are here for today, and
that is the nonbank SIFI designation. So we have the SIFI designa-
tion with regard to the banks. What are we seeing as the result?
So we have the—those with over $50 billion of assets have been
designated “too-big-to-fail.” We have seen a doubling down in size
of this, the consolidation of the industry. Why does that occur? Be-
cause they know with the designation of “too-big-to-fail,” they are
going to find their funds are cheaper. There is going to be consoli-
dation in the industry. Why in the world would we want to extend
this consolidation, this problem, to the nonfinancial sector?

And I will just close with this: I think it is the wrong way to go.
I will be dropping legislation in to try to prevent this. There is no
reason to look at asset management firms, insurance companies, fi-
nance companies and designate them as “too-big-to-fail” and spread
the problem that we have in the banking sector over to this sector,
and allow them to get cheaper funding because of this, allow them
to swallow up their lesser entities. Why would you want to do that?

Secretary GEITHNER. We have no intention of doing that. The law
does not allow us to do that, and we would not want to do that for
the reasons you said. And I don’t think you are—I respect your con-
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cerns, but I don’t think you are right to believe that designation
itself will confer a financial advantage, and let me just explain
why. The purpose of this authority is to make sure that institutions
that could threaten the broader economy are required to hold cap-
ital against risk, and hold more capital against risk than other in-
stitutions than the market would force them to hold.

I think if you listen carefully, if you look carefully at the markets
now—there is a debate about this right now—you will find it hard
to justify the view that designation is something firms would wel-
come, that it will come with an advantage. In fact, many of your
colleagues are spending a lot of time trying to prevent us from des-
ignating firms because they are worried it will come with con-
straints that will be tough on them.

But I understand your concern, respect your views on it, and we
can debate this a long time. I am sure we will in the future.

Mr. GARRETT. I yield back the balance of my time.

Mr. DoLD. Thank you.

The Chair recognizes the gentleman from California, Mr. Sher-
man, for 5 minutes.

Mr. SHERMAN. I am trying to understand what is going on here.
British banks lied to the British Bankers’ Association. The Bank of
England and other British regulators screwed up and didn’t catch
them even though they got extraordinary outside help from an
ocean away. And so since the British, some British bankers, lied
and some British regulators screwed up, the solution is obvious: We
have to blame America. In particular, we have to find some Amer-
ican we can blame, preferably one of the opposite political party.

I, for one, am not part of the “blame America first” crowd. What
happened in London has caused an awful lot of private contracts,
mortgage—adjustable-rate mortgages, et cetera, to be off by per-
haps a half a dozen or a dozen basis points. That is not a huge out-
come for any one individual consumer, and in many cases the con-
sumer benefited. And some consumers and ordinary investors were
hurt.

But today we have attorneys, American attorneys, who have
forms. They have mortgage forms, they have contracts, and they
have all got plugged in there LIBOR, one or another kind of
LIBOR. And it is natural for them to want to have a dollar-denomi-
nated, interest-rate-sensitive adjustment mechanism in their con-
tracts, but I think now most of them would prefer to have one that
is not a result of a few private actors acting privately. They would
prefer to have a government-released rate, or maybe one that is
tied to a public market, auction market, that is so broad that it
can’t be manipulated.

A few in my own party have suggested that I return to the prac-
tice of law, and therefore, when I get—go back to my old forms, and
they say “LIBOR,” what alternative benchmarks are available?

Secretary GEITHNER. We are, and everybody else is, taking a
very good look at just that question, and there are lots of potential
alternatives to this. The challenge, though, is not finding a rate
that captures the government’s cost of funds; the challenge is try-
ing to figure out what is the way to capture the credit risk and ex-
posure to a bank.
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The right people are taking a look at just that question, and they
are going to do it carefully and look at all of the alternatives, and
they will brief us and brief you as they go through that process.

Mr. SHERMAN. I would hope very much—one of the things they
like the Federal Government to do is weights and measure, and it
would be great if you could release this. And there are going to be
court cases where people go in and seek modification of contracts,
prospectively or retroactively, and it would be great if judges can
turn to the Secretary of the Treasury and say, when the parties
agreed to LIBOR, they didn’t agree to something private and sub-
ject to manipulation. And the thing that isn’t subject to manipula-
tion, that is closest is a report that I look forward to getting from
your Department.

In your opening statement you said, as we move forward, we
must take care not to undermine the housing market, which is
showing signs of recovery, but is still weak in many areas. A few
have suggested that one of the great things we could do for the
Federal Treasury is to eliminate the home mortgage deduction and
eliminate the property tax deduction. That would no doubt drive
housing prices down, and I wonder whether a decline in housing
prices would be bad for the economy, bad for the deficit, but par-
ticularly bad given the fact that today we are not just a govern-
ment. You happen to own a couple of large companies, Fannie Mae
and Freddie Mac, and obviously, if home prices go down, fore-
closures go up, and the loss on each foreclosure goes up.

So obviously, home mortgage, losing the home mortgage deduc-
tion would bring in some money, but what effect would it have on
the Federal Government through its effect on the economy, and
Fannie and Freddie?

Secretary GEITHNER. I think you were right in describing the ef-
fect, and I think that it is important to remind people that we have
a very long way to go to repair the remaining damage in the hous-
ing market. And I think our overwhelming obligation now still is
to be doing everything we can to give people a chance who can af-
ford to, to just stay in their homes, transition to other types of
housing opportunities, take advantage of short sales, and repair
and heal the terrible damage still out there.

That has to be our overwhelming responsibility still, and we are
going to continue to use all of the authority we have, but also to
encourage Congress, like we have, in considering legislation to
make it easier to refinance if you are underwater, do things which
would help our broader objective. We need to be very sensitive to
it still. And, of course, as we do those things, we want to make sure
we are not making the long-term problems worse for the country
and the taxpayer, and we will be very attentive to that, too.

Mr. SHERMAN. Thank you.

Mr. DoLD. The Chair recognizes the gentleman from Texas, Mr.
Neugebauer, for 5 minutes.

Mr. NEUGEBAUER. Thank you, Mr. Chairman.

Mr. Secretary, it is good to have you back.

Mr. Secretary, I want to go back to April of 2008, and I think
that is when you were President of the Federal Reserve Bank in
New York, you first addressed or started addressing the issue of
LIBOR. Now, were you aware in the fall of 2007 that some infor-
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mal emails were coming into the New York Fed saying that there
was something up with LIBOR?

Secretary GEITHNER. Congressman, I do not believe that I was
aware of those specific concerns before that period, roughly in the
spring of 2008. But in response to your request and others, the
New York Fed, my colleagues are going back and looking at the full
range of things available, and we will share that with you, make
sure you have that.

Mr. NEUGEBAUER. And I was looking at your response back to
the Bank of England about this disclosure, and basically I thought
what you made in I think it was five or six bullet points there,
some structural recommendations of how maybe LIBOR could be
more reflective.

But here is my issue with that. If they were having structural
problems, I thought your email was appropriate. But what was
being disclosed here was fraud, that this rate was being manipu-
lated. Mr. Dzivi, who is the—I guess he was the Special Counsel
for the Federal Financial Crisis Inquiry Commission—said the reg-
ulator has an obligation to make a criminal referral if he suspects
a crime may have occurred, and how manipulating LIBOR didn’t
rise to that level is a little puzzling to him, and it is a little puz-
zling to me.

Secretary GEITHNER. I think you should think about—I thought
about this in two different ways. One is you had a rate set in Lon-
don overseen by the British Bankers’ Association, which, because
of its design, created not just the incentive to underreport, but the
opportunity to do that.

That was a problem for a lot of different reasons, including the
opportunity it created for fraud and manipulation, not just under-
reporting. So it was very important that there be an effort to fix
those problems in the rate, and, of course, our first instinct, as you
might expect, at that point was to go to the British, and they said,
we agree with you. We are on it.

Now, we didn’t know whether that was going to be sufficient or
not, so we also did, I think, the appropriate thing. Again, we did
it at an early stage, even though these concerns were in the press.
And we went and briefed the relevant authorities with enforcement
authority and responsibility for fraud and manipulation so that
they would have the ability to choose whether to act on those con-
cerns. And we thought the combination of the concerns in the pub-
lic domain and the efforts we took directly with them provided
more than enough basis for action. So not just reform the structure
of the rate, but to pursue the behavior that was obviously so con-
sequential.

Mr. NEUGEBAUER. I talked to Mr. Gensler, and he said really
where they got their information to proceed was not from the New
York Fed, but basically from The Wall Street Journal article that
prompted them to open up an enforcement action.

But, it wasn’t just a British problem. You know well, and you
have been involved in the financial markets for a very long time.
You are very knowledgeable. You had to know that manipulating
LIBOR wasn’t a small impact. There were people on the buy side
and the sell side. Some people benefited, but some people were los-
ers because of that. And a lot of financial transactions, as one of
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my colleagues mentions, are tied to that and indexed off of that.
And the outcome of that transaction is based on that. So, there are
domestic U.S. banks that are a part of that.

Secretary GEITHNER. Absolutely, I agree with you. This rate had
implications for not just the United States, but for financial mar-
kets around the world and currencies.

Mr. NEUGEBAUER. The world.

Secretary GEITHNER. And that is why we did what we did. We
did not view this as something that was some small, life-related
problem with the impact limited to London in that context, and you
are exactly right.

So, again, what we did was try to push them to fix it, reform it—
“fix” is a bad word in this context—and to make sure that the U.S.
enforcement agencies and authorities were able to focus on—

Mr. NEUGEBAUER. I am going to interrupt you there just a
minute, because—after the June memo, did you ever follow up and
say, hey, what have you guys done since our last conversation or
our last memo?

Secretary GEITHNER. We did, and my colleagues did. And the
British Bankers’ Association at three separate points, I think, after
we acted in this context announced some changes to that process.
But obviously, we don’t think they went far enough.

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

The Chair recognizes the gentleman from New York, Mr. Meeks,
for 5 minutes.

Mr. MEEKS. Thank you, Mr. Chairman.

Mr. Secretary, I want to go back to something in the area of
what Mr. Sherman was talking about. I understand and agree that
LIBOR is very important, but what I have found to be a continuing
divide between—is Wall Street and Main Street. And you touched
on it previously, in answer to Mr. Sherman’s question, that there
is a lot to be done for those individuals who are underwater in
mortgages and that whole area.

I believe we did the right thing when we did TARP, but there
are a lot of questions now with reference to—and here is what
Main Street says: “Well, we helped out others; what happens to
me? Why can’t we get a hand up on this stuff?”

Recently, I saw in the New York Times there was some, I think,
out-of-the-box type of proposals, one of which where governments
have used the legal doctrine of eminent domain. And people look
at it generally in real estate or in property, but using eminent do-
main to purchase underwater mortgages at a fair-market value,
then work with private investors to reissue new mortgages with
smaller balances to homeowners. In so doing, homeowners would
no longer be underwater and would be able to repair their credit
rating so that they would not be—not likely default, and thus new
investors would be repaid, and the taxpayers won’t be involved.
There won’t be anything added to the budget.

So my first question is, to me, that sounded like somewhat out-
of-the-box thinking. Have you, or the Administration or Treasury
thought about—what do you think about that kind of proposal?
And if you are not thinking about this in particular, what kind of
out-of-the-box thoughts do you have to help homeowners?
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Secretary GEITHNER. We are carefully looking at exactly that
proposal. It raises a lot of complicated legal and policy questions,
but we have to look at those carefully in this context.

I do think it is important to recognize that there is a broad range
of other tools available for States, probably because we have helped
them by providing them money through the Hardest Hit Fund,
available to the GSEs themselves, Fannie and Freddie, within ex-
isting authority, to provide principal reduction to homeowners who
are deeply underwater, but can afford to make payments if their
mortgages are modified in that context.

We have been very supportive of those programs and the pro-
grams we administer under HAMP, and we have encouraged the
other agencies to take advantage of those things, and we are going
to continue to do that. But we will carefully look at those proposals
and look at all of their implications.

Mr. MEEKS. Because clearly, and you mentioned HAMP, which
has been a good program, but too many people have not been able
to take advantage of it. And, too many are still suffering. And part
of that same piece, Wall Street, Main Street, is banks lending
money.

There was another article that was in The Wall Street Journal,
I think it was by Alan Blinder, where he was talking about an ef-
fort to get banks to lend money again. And he talked about the cen-
tral banks in Europe cutting their interest they pay on excess re-
serves to zero; that the Danish cut it to a negative 0.2 percent,
meaning banks have to pay the central bank to keep reserves with
them; and that this was a powerful incentive to either lend or—
have the bank to either lend money or put money into the markets.

Now, you work closely with the Federal Reserve. Do you think
a policy or something like that would be beneficial if it was imple-
mented here, and would it help our economy?

Secretary GEITHNER. Congressman, I want to be very careful not
to comment on the authorities the Fed has or how to use them just
in respect of the independence of the Fed. But I will tell you my
general view on this. The economy is not growing fast enough. Un-
employment is very high. There is a huge amount of damage left
in the housing market. Americans are still living with the scars of
this crisis.

The institutions with authority should be doing everything they
can to try to make economic growth stronger. That is an obligation
we all share. Congress, under the Constitution, has the authority
for the most powerful tools we have available to help economic
growth. We would like Congress to use those tools now in this con-
text. And, again, we will keep supporting anything practical, sen-
sible that would make growth stronger; help get more people back
to work; help make credit more available to people, not just to buy
a home or to refinance a mortgage, but to make sure businesses
can expand to meet growing demand for their products.

We made a lot of progress doing that. Lending to small busi-
nesses is growing. Lending to the overall economy is growing. It is
shrinking in Europe still. It is growing in the United States be-
cause of the things we did. But we have a lot of work to do, and
I think that given the damage remaining from this crisis, the obli-
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gation we all share still would be to do as much as we can to make
sure we are getting growth stronger.

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

The Chair recognizes the gentleman from North Carolina, Mr.
McHenry, for 5 minutes.

Mr. McHENRY. Thank you, Mr. Chairman.

Mr. Secretary, thanks for being here today.

Just to note for the record, about Vice Chairman Hensarling’s
and Congressman Garrett’s line of questioning about the LIBOR
issue, it was about 3 months later that—after you, the LIBOR
issue came to note, and you shared this information that you
agreed to the AIG credit line that was tied to LIBOR. I just want
to note that for the record. The taxpayers are on the hook for that,
$85 billion.

So, Mr. Secretary, the unresolved eurozone debt crisis obviously
had a severe consequence for the global economy. Do you agree?

Secretary GEITHNER. Oh, absolutely.

Mr. McHENRY. That has an impact on the American economy;
does it not?

Secretary GEITHNER. It has already had a significant impact in
slowing growth here and around the world, yes.

Mr. MCHENRY. A significant impact.

Secretary GEITHNER. Yes.

Mr. McHENRY. So in the FSOC report you say concerning the
Spanish fiscal performance—concerns about the Spanish fiscal per-
formance have persisted, fueling doubts about the prudence of ad-
hering to strict budget targets amid deepening recession. And as a
result, euro area finance ministers agreed to a relaxation of Spain’s
fiscal targets and assistance to recapitalize its troubled banking
sector. Market reacted adversely to this.

It seems to me that Spain is proof positive that relaxing fiscal
targets and spending more money just doesn’t work. So would
Spain be better off had they maintained or adhered to more austere
fiscal targets?

Secretary GEITHNER. My own view is that the actions the Span-
ish Government is taking and the strategy that the Europeans sup-
port in that context is moving in the right direction. Let me just
explain why. You are right to remind us all that if you have
unsustainable deficits over time, and you leave them unaddressed,
it is going to hurt you economically, absolutely. We agree with that.
But when you are in recession, as Europe is, or even if you are in
a period where growth is still slow, you want to be very careful
that when you are putting in place reforms to address those long-
term questions of sustainability, you do so where they are phased
in gradually over time, and they aren’t making the growth chal-
lenges worse.

Mr. MCHENRY. Sure.

Secretary GEITHNER. The balance is going to differ across coun-
tries. What is appropriate for Spain now would be very different
than what is appropriate for Italy, and certainly no comparison to
what is appropriate for us.

Mr. McHENRY. Do you believe that the issues in the eurozone are
going to get worse before they get better?
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Secretary GEITHNER. It depends on the choices they make going
forward. Again, they are doing a set of important, necessary, tough
things on the reform side to make their economies work better,
more competitive, but also to make sure that the institutions of Eu-
rope over time create better fiscal disciplines and better manage-
ment of their financial systems, which got very big and very risky,
very leveraged. But in the near term, they are going to have to do
more to make sure there is confidence in their markets and bank-
ing systems, and those countries that are doing these right things
face lower borrowing rates.

Mr. MCHENRY. Of note, though, of interest, which is there might
be a parallel, there may not be, but U.S. public debt as a percent-
age of the GDP is greater than it was in Spain, when their 10-year
Spanish sovereign jacked up to 7 percent when all of this action
took place.

So do you think that the market is already discounting sort of
the adverse consequences of the eurozone crisis on the world econ-
omy?

Secretary GEITHNER. There is no way to know that. You just
can’t tell. You know what markets do, and you know markets get
things wrong.

Mr. McHENRY. You only can tell in looking back, right?

Secretary GEITHNER. And even then you can’t really tell. What
you can tell is the market every day is making a new assessment
about whether the European leaders are going to do enough to hold
it together. They have committed to do that. They have said that
]ios their intention, their plans. They have the ability to do that,

ut—

Mr. McHENRY. But my question to you with the time remaining
is what is the Obama Administration’s plan that you are putting
forward for the eurozone debt crisis? I know there have been nu-
merous summits. You are frequently there. You are spending a sig-
nificant amount of time on a significant problem; are you not?

Secretary GEITHNER. I am.

Mr. McHENRY. Okay. So do you have any plans, like a Bretton
Woods-style large action by the world to take on this issue? What
is the Obama Administration’s plan? You said it has a significant
impact on our economy. What is the significant plan you are put-
t%lng?forward to take on and to actually show some leadership on
this?

Secretary GEITHNER. As you know, and as the European leaders
have said in public, we have played a very active role in encour-
aging them to move much more aggressively to contain the damage
from this crisis. And we have been careful to help where we had
the ability to help in that context, mitigate the pressure on us, we
have done that. The Fed swap lines are one example of that. We
have also been very supportive of the IMF in some circumstances
coming in, and on tough conditions for reform, providing some as-
sistance in that context, and we will continue to do that.

But fundamentally this is—the solutions to this problem are
going to have to come from the Europeans. They are the ones who
are going to have to finance it. They are the ones who are going
to have to agree on it. It has to fit with their politics and their eco-
nomics.
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We can’t want this more than them. What we can do is what we
are doing was try to put—pressure is the wrong word—to put—I
will use it—to put as much pressure as we can on them to move
more quickly and credibly to address this because of the implica-
tions for us.

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

The Chair recognizes the gentleman from Massachusetts, Mr.
Capuano, for 5 minutes.

Mr. CApUANO. Thank you, Mr. Chairman.

Thank you, Mr. Secretary, for being here.

Mr. Secretary, we have heard a lot of people now who obviously
think—some people think you didn’t do enough in 2008, and that
is great. But it kind of strikes me that these are the very same peo-
ple who thought you were doing too much probably most of the
time. They don’t like any regulation. They are currently undercut-
ting and defunding the SEC and the CFTC and others who do reg-
ulation. They argue against every regulation on everything, no
matter what it is, particularly in the financial services industry,
and they learned nothing from 2008.

Do you think that is really the best way to move forward? What
would you say to people who say that now that—we are not happy
with what you didn’t do before, but now we don’t like what you are
doing now?

Secretary GEITHNER. I don’t know what to say to them except to
say, as you did, that we have had compelling, overwhelmingly com-
pelling evidence in the financial crisis of the damage you can do to
the average American when you allow a system to outgrow any
sensible set of protections and safeguards for consumers, et cetera,
and that is what happened to our country. And the responsibility
of this body and of the Executive Branch is to make sure we put
reforms in place that prevent that from happening, and that is
what we are working so very hard to do.

And as you said, we are facing enormous opposition to doing
that, and we are going to work against that because we are going
to make sure these reforms are tough. But, again, you need to not
just have good design, tougher rules and protections; you need to
have agencies—

Mr. CAPUANO. Do you think the word “hypocritical” might be ap-
propriate here?

Secretary GEITHNER. I would leave that to others to say. But,
again, as I said in my opening statement, we need the support of
this committee and this Congress to put these rules in place and
to make sure these agencies have the resources they need to en-
force them.

Mr. CAPUANO. On another matter, Mr. Secretary, I am just curi-
ous, do you agree with Moody’s comments that they made on June
21st of this year when they downgraded 15 financial institutions?
On page 14, and this is a direct quote from the page, “We believe
the FDIC—and I assume they mean others—remains committed to
achieving the goals set out in Title II of Dodd-Frank, including end-
ing bailouts of too-big-to-fail institutions.”

Do you agree with the Moody’s assessment?

Secretary GEITHNER. I will say it this way. I try to never com-
ment on those reports, for obvious reasons. But what they point
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out, as your colleagues have done today, is to remind people that
under these reforms, Congress has limited very significantly the
ability of the Government of the United States to in the future
come in and protect an institution from its failures.

And for that reason, if you look at the financial markets today,
there is much less confidence in markets—and this is a good thing,
fundamentally—that Congress or the Administration in the future
would come in and protect them from their mistakes. And that is
a good thing, and you are right to highlight it.

Mr. CAPUANO. It also strikes me, on another matter, that some
of the very same people who voted to repeal the Glass-Steagall Act
are also the ones complaining that some banks are getting bigger
today. I happen to agree with them; I voted against that repeal.
And I wish they had voted against that repeal, as well, but they
didn’t.

Obviously, the LIBOR matter can’t be ignored today, and I don’t
intend to ignore it. But I am not interested in rehashing history be-
cause that will come out over the next several months as to what
was done and what wasn’t. This isn’t the place for it.

But, nonetheless, I will tell you that since we passed Dodd-
Frank, in just the last year or so, we have had the MF Global
issue, we have had Capital One having a significant fine, and now
we have seen Barclays has agreed to a $450 million fine. All those
numbers are big, but $450 million to Barclays is about 1 percent
of their annual revenue. So it is interesting, it is a good number,
but it is not the kind of number that is going to change anything.

And yet, on page 9 of the executive summary of FSOC’s report,
you, I think quite properly—or the drafters quite properly point
out, “The vulnerabilities in the financial system can be grouped
into three broad classes.” They do one and two. The third class
states, “and behavioral vulnerabilities, the incentives to take too
much risk.” I understand you are working on that, and we will con-
tinue to do that. But, obviously, those are not in place yet; other-
wise, these instances wouldn’t have happened. They took too much
risk—maybe a different type of risk, the risk of manipulating a
market.

But I would ask a simple question. I know this is not your place,
as the Secretary of the Treasury. But as a member of FSOC, more
importantly, do you think it would be appropriate for FSOC to stay
in touch or be in touch with the Justice Department to inform
them—and I guess I would first ask you the question, do you think
the markets would be well-served if individuals were held liable for
criminal activity, if there is criminal activity here?

Now, certainly, Barclays and the Justice Department have indi-
cated that there might be criminal activity in this LIBOR situation.
Many of us think so. But if people are doing something wrong, at
some point, some individual has to be held responsible. At least,
that is my opinion, and I guess I would like to hear your opinion
on the matter.

Secretary GEITHNER. I want to be careful not to respond directly
to the question you raised about these enforcement actions, but I
will say the following: It is very important to this country that we
have in place a very tough enforcement regime so that people who
violate the law are held accountable for their actions, so that they
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are not just held accountable but that we are deterring others from
engaging in that behavior.

We have a huge interest as a country in trying to restore a suffi-
ciently powerful enforcement mechanism. And part of that is good
rules against manipulation and abuse, but a big part of it is to
make sure that there are adequate resources available to enforce-
ment agencies. If we starve them of resources, they will not be able
to do an adequate job of protecting investors and consumers in this
context.

So I am very supportive of that basic imperative, and we are
going to keep working very hard to meet that test.

Mr. CApuaNO. Thank you, Mr. Secretary.

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

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

Mr. PEARCE. Thank you, Mr. Chairman.

Thank you, Mr. Secretary, for being here.

As you respond to Ms. Maloney on the questions about the sepa-
ration of the investment banks from the independent community
bankers, I would like to be included in that written response.

I have to say that you have an impressive resume: Dartmouth,
Johns Hopkins, started young in the Department of the Treasury,
worked for five Secretaries of the Treasury, Chairman of the New
York Fed, Secretary of the Treasury. Notwithstanding one of my
friends on the other side of the aisle trying to make you sound like
a choir boy in the room with these terrible Bush appointees who
were kind of overwhelming you, you have a really strong resume
and you have accomplished a lot.

I think you recognize there are critics who said you didn’t have
enough experience when you went with the New York Fed. There
are critics who—you all said that—I think the estimation is that
you worked with the Bush Administration, Mr. Paulson, to mini-
mize the effects in 2008. And there are people who strongly ques-
tion whether or not the actions actually did that or they didn’t. And
so, we can accept the fact that there are discussions.

I don’t know fancy policy. I am just a Congressman from New
Mexico. We don’t have big banking institutions. I am not going to
sit here and dazzle you with some question that is going to reorient
your thinking about the country. But I have an obligation to those
people who elected me to represent them.

Now, the whole idea the Administration came in with was a defi-
nite change for the country, and it was pitched that this is the hope
for the future. And we have sustained 8 percent unemployment, we
have financial difficulties that are erupting everywhere, you have
pension systems that are going to fall trillions of dollars short that
is going to make the debt in Europe look small.

And it looks like you are not going to stay. If you don’t believe
in the pathway that you have laid out—I am just going by what
our friends on the other side of the aisle said, that this is probably
the last time. I don’t know, I haven’t read any reports, I am not
on the inside of that room.

So if you are going to go, or even if you stay, why should the peo-
ple of New Mexico, who are all 99 percent—I doubt we have any
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of the 1 percenters in New Mexico—why should they believe and
trust you or the policies that you have set in place?

hSecretary GEITHNER. Let me just say a few things in response to
that.

I believe very strongly that this country, this economy, is in a
much stronger place than it was when the President took office. I
think by every measure, we are in a dramatically stronger place
and a much better position to deal with the many challenges still
ahead of us. And we face many challenges still, not just on our fis-
cal deficits and the remaining problems people face getting a job
or keeping a home.

I also believe that the policies we have laid out, have put before
the Congress, are the best way to make the country stronger, not
just to go back to living within our means, but to make sure we
are protecting the safety net for Americans and that we are making
the economy more competitive in the future in that context. So I
am strongly committed to those things.

Now, you are right that, like you, I am in public office. I have
the privilege, in that context, of making lots of decisions. Those de-
cisions are going to be controversial decisions. I have taken a lot
of criticism for judgments I have had to make from both sides. All
I can do and what is my responsibility is to do what I think is in
the public interest and to help the President deal with the prob-
lems facing the country.

Those judgments are going to be viewed by everybody, looked at,
appropriately. And I fully respect the process of oversight you guys
undertake in this context. It is the right thing to do, and you guys
should do that process. But all I can do is make sure I am doing
things that I think are in the public interest.

Mr. PEARCE. Okay, I appreciate that.

On page 4, the FSOC report talks about the fact that budgetary
trims are unsustainable. In your written testimony, you talk about
the fact that the budgets are being cut, that government spending
is being cut, which is causing a weakness of the economy.

So when the report talks about how the budget trims are
unsustainable, is that talking about the debt and the deficits, or is
that talking about the cutting and spending that is occurring, in
your opinion?

Secretary GEITHNER. It is true that government spending is fall-
ing across the American economy, and that is making growth
weaker than it would otherwise be. It is also true, of course, that
our long-term deficits are unsustainable, and it would be good for
the country for Congress to enact—

Mr. PEARCE. Why are they unsustainable? What is the problem
with those? What is the problem with debt?

Secretary GEITHNER. The deficits are too high, and if left
unaddressed, then our debt will grow to be too large, and ulti-
mately—

Mr. PEARCE. Let me finish up here. I just have a second.

I noticed that you spent a lot of time in very strong words talk-
ing about the debt discussion, the debt-ceiling discussion—

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

Mr. PEARCE. —but almost no time talking about debt. And I
think that is a huge indication of where you are.
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Mr. DoLp. If you could just give that to us in writing, that would
be great.

The gentleman’s time has expired.

The Chair recognizes the gentleman from Massachusetts, Mr.
Lynch, for 5 minutes.

Mr. LYNCH. Thank you, Mr. Chairman.

Mr. Secretary, I want to thank you, as well, for helping the com-
mittee with its work.

There is a document that has been referred to a number of times.
Let me first ask you—this is regarding your response back in 2008,
when—I believe it was in April of 2008—there was a series of arti-
cles that came up in the British press, also in the Financial Times,
about the possible manipulation of LIBOR by some of the British
banks. And then you had an opportunity, you responded, if I under-
stand your earlier testimony, you informed the President’s Working
Group on Financial Reform.

And just to be clear on that, back then it was Secretary Paulson,
it was Ben Bernanke at the Fed, it was Chris Cox at the SEC, and
who was the fourth member? The CFTC? Do you remember?

Secretary GEITHNER. The CFTC. And there were other agencies,
too, represented on that, but it was the heads of all the agencies.

Mr. LyNcH. Okay.

So, after you informed them, you also—I have a document that
has been mentioned a few times. It is a memo. It is dated 6/1/2008,
5:00 p.m., and the cover page says it was actually delivered the
previous Tuesday. It is addressed to Mervyn King. Was he the gov-
ernor of the Bank of England at that time?

Secretary GEITHNER. Yes.

Mr. LYNCH. And then, it is from you.

So can I have somebody—I want to put a fine point on this, be-
cause you have talked about your response, but in subsequent
questions it seems to be ignored. So I just want to make sure this
goes into the record and that we have a clear understanding of
what you actually did when you were at the Federal Reserve Bank.

It has here a—it says, “Recommendations for Enhancing the
Credibility of LIBOR,” FRBNY Markets and Research and Statis-
tics Group. Do you recall what the recommendations that you
made—this is unfair. I have the document and you don’t.

That would help. Thank you.

I think, to save time, maybe you could just look at the document
and say exactly what it is, rather than me asking you these ques-
tions one at a time.

Secretary GEITHNER. The six specific recommendations read as
follows: strengthen governance and establish a credible reporting
procedure; increase the size and broaden the composition of the
U.S. Dollar Panel; add a second U.S. dollar LIBOR fixing for the
U.S. market; specify transaction size; only report the LIBOR matu-
rities for which there is a net benefit; and eliminate incentives to
misreport. Under each of those subheadings, we gave a series of
specific suggestions for how to do that.

And, again, that goes on to explain, in pretty significant detail,
the range of potential vulnerabilities in the way this thing was
being run.

Mr. LYNCH. Exactly.
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Mr. Chairman, I would ask unanimous consent that this memo
from Secretary Geithner—actually, back then, the head of the Fed-
eral Reserve Bank of New York, to the governor of the Bank of
England be accepted into the record.

Mr. DoLD. Without objection, it is so ordered.

Mr. LYNCH. Thank you.

Mr. Secretary, there is also an article that came out yesterday
in the press, and I can’t lay my hands on it, but it talked about
the fact that a lot of the requests for manipulating LIBOR came
from traders who were asking to lower LIBOR, as opposed to com-
ing from lenders asking to raise LIBOR to enhance their loan port-
folios.

In this particular article—and I wish I had it with me—it talked
about the fact that for Barclays and a number of these other banks,
two-thirds of their depository assets were actually invested and
used in their trading portfolio, and only one-third of their deposi-
tory assets were used for making loans. So there was a bigger up-
side if they could lower LIBOR and enhance their trading positions,
as opposed to raising the interest rate to enhance their loan per-
formance.

This goes back to really what the Volcker Rule is trying to get
at. And I just want to know, do you think that fact, that banks—
and this goes to Mr. Weill’'s—I know Mrs. Maloney talked about
Sandy Weill this morning on “Squawk Box,” talked about the fact
that maybe we have to go back and look at what banks are doing.
And if we are going to have the taxpayers supporting—

Mr. DoLD. The gentleman’s time—

Mr. LYNCH. —their conduct and the performance of their basic
businesses—

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

Mr. LYNCH. —is it better to separate the risk-taking versus the
traditional lending?

Secretary GEITHNER. Good question. And, again, in response to
that general set of questions about how to think about the Volcker
Rule in this context and what other things we can do to mitigate
risk, I will be happy to respond more to the Member’s questions.

Mr. LyNcH. Thank you, Mr. Secretary.

I yield back.

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

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

Mr. FrrzPATRICK. Thank you, Mr. Secretary, for your testimony,
your time today, and for the report.

I wanted to follow up on the questions that Mr. Pearce was ask-
ing regarding annual budget deficits and the growing national
debt. In the report, on page 8, entitled, “Potential Emerging
Threats to United States Financial Stability,” you write that,
“Threats to financial stability, like threats to national security, are
always present, even if they are not always easy to discern in ad-
vance.”

A couple of years ago, Admiral Michael Mullen, at the time the
Chairman of the Joint Chiefs of Staff, said that the greatest threat
to our national security is our national debt, which shocked a lot
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of people. Do you agree that a growing national debt is a signifi-
cant threat to our economic and financial security going forward?

Secretary GEITHNER. If left unaddressed, our long-term fiscal
deficits would damage the American economy. I agree, if left
unaddressed, that would be true.

Mr. FirzrATRICK. Henry Morgenthau, Jr., was, of course, Sec-
retary of the Treasury under President Franklin Delano Roosevelt,
and he has been often quoted recently. One particular quote I just
want to highlight here. He said, I think it was in the late 1930s,
“We are spending more money than we have ever spent before, and
it does not work. I want to see this country prosperous. I want to
see people get a job. We have never made good on our promises.
I say after 8 years of this Administration we have just as much un-
employment as when we started and an enormous debt to boot.”

What is different between the late 1930s and what is happening
right now, in light of Secretary Morgenthau’s comment?

Secretary GEITHNER. That is a good question and a good context,
and it is worth looking back to that point.

Chairman Greenspan and others have said that this crisis was
caused by a shock, a storm much larger than what caused the
Great Depression, but because of the things we did, we were able
to get the economy growing again much more quickly. And the
economy is really much stronger than it was at that period in his-
tory that you referred to and much stronger than it was when we
came into office.

The fiscal challenges we face—you are right to say that those
deficits are unsustainable, but these are very manageable chal-
lenges for our country at this time in history. They are much more
manageable than the challenges that are faced by any other coun-
try around the world.

And I think the challenge we face is not just to recognize they
are unsustainable and to work to bring them down to earth, but
we have to decide how to do it. Because in doing that, we have to
balance the obvious concern, we need to have growth stronger, but
also we have to protect our national security interests and we have
to make sure we protect the basic safety net for retirees and for
low-income Americans. So we are going to have to make some
tough choices about what do we do for education, what do we do
for infrastructure, what do we do for incentives for investment so
we are making growth stronger over the long run, as we figure out
a way how to make sure that we make those commitments to retir-
ees and to low-income Americans more sustainable over time.

And I think that is the challenge. I think that is what separates
us. What separates us is not a recognition that these fiscal deficits
are unsustainable. What separates us is a debate about what is the
best composition of spending, savings, and tax reforms to restore
sustainability.

Mr. FrrzpATRICK. Normally, what follows a debate is a budget
resolution. Would you agree, in order to bring this back down to
manageable levels, wouldn’t passing a budget resolution in both
houses of the Congress put us on a path toward getting those defi-
cits under control?

Secretary GEITHNER. I know where you are coming from on that
question, but I would just make the obvious point that you are
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right that Congress has to act. It won’t happen on its own. It is
not enough for us to propose things. Congress has to come together
and negotiate a framework that brings these reforms—

Mr. FITZPATRICK. So you are aware it has been over 3 years since
the Senate Democrats have passed a budget resolution. We passed
one this year, we passed one last year; that hasn’t stopped the Fed-
eral Government from spending $10 trillion since the Senate has
passed a budget resolution.

Section 112(b)(2) of Dodd-Frank requires that each voting mem-
ber of the FSOC submit a signed statement indicating what reason-
able steps such member believes the government should be taking
to ensure financial stability. Yet neither the annual report nor any
individual member has recommended that the Senate Democrats
pass a budget resolution.

Any comment on that?

Secretary GEITHNER. That is true, but, again, I think it would be
strange if we were to ask the SEC or the CFTC to tell Congress
how it should restore fiscal sustainability. And, again, there is
nothing standing in the way of Congress taking more action—it has
taken some action—taking more action to reduce the deficit, except
that you need both sides to come together and reach some agree-
ment.

Mr. FrrzpATRICK. I yield back.

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

The Chair recognizes the gentleman from North Carolina, Mr.
Miller, for 5 minutes.

Mr. MILLER OF NORTH CAROLINA. Thank you, Mr. Chairman.

Secretary Geithner, you have said today and previously that you
and others at the New York Fed became aware in 2008 that there
were concerns about LIBOR, that LIBOR was vulnerable to manip-
ulation, it was essentially an honor system, there were incentives
to misreport. And there were rumors; there were reports in the
public domain that that was, in fact, happening, that the New York
Fed conducted an investigation, decided that there was a basis for
those concerns, and passed along the concerns to the FSA and the
Bank of England, as well as to the members of the President’s
Working Group on Financial Reform.

But among the documents released by the New York Fed is a
transcript from a telephone conversation on April 11, 2008, be-
tween an employee of the New York Fed, Fabiola Ravazzolo, and
an unnamed Barclays trader, in which the Barclays trader said
that, yes, they were reporting about 20 basis points lower than
what it would really cost them to do it; that when they had posted
an honest, a correct LIBOR rate, there was an article that they
were coming in higher than the other banks. There is an implica-
tion the other banks were also misreporting. But he said, yes, that
when that happened, there was an article in the Financial Times
that raised questions about Barclays, or the other banks knew
something about Barclays that was not known generally; Barclays’
stock went down, and so they decided they weren’t going to report
an accurate LIBOR anymore. In fact, he said, “So we know that we
are not, um, posting, um, an honest LIBOR.” And the reason that
they did it was not to have questions about Barclays’ financial con-
ditions.
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And this was a month after Bear Stearns and—JPMorgan Chase
bought Bear Stearns in a fire sale that the New York Fed was in-
volved in.

Did you know of this conversation?

Secretary GEITHNER. Congressman, I do not believe I was aware
of that specific conversation—made aware of that specific conversa-
tion. But I didn’t need to be made aware of that because—

Mr. MILLER OF NORTH CAROLINA. Why not?

Secretary GEITHNER. —because the concerns about the structure
of the rate and the broad concerns across the market about what
could be potentially happening we thought were a sufficient basis
on which to do the things I said I did, which is to, again, try to
get—

Mr. MILLER OF NORTH CAROLINA. But, Mr. Secretary, this con-
versation is not just about the vulnerability of LIBOR to manipula-
tion, but, in fact, an admission that it was, in fact, being manipu-
lated, that there were false reports being filed by someone who was
involved in it.

And is there any—I asked Chairman Bernanke this last week—
element of criminal fraud that isn’t admitted to in this transcript?

Secretary GEITHNER. There is a set of lawyers who will answer
that question, and you can be confident they are going to do that.

But, again, on this basic point, we had a sufficient basis, based
on what the market was saying was happening and the way this
thing was designed, on which to take the actions we took.

Mr. MILLER OF NORTH CAROLINA. Yes. I understand that. But did
the employees of the New York Fed who were involved in market
surveillance tell you of this conversation or perhaps others like it,
that it was not just theoretically possible but participants in
LIBOR admitted that they were, in fact, misreporting—did they—
were you told that it was not just a theoretical vulnerability, that,
in fact, it was happening?

Secretary GEITHNER. I believe that—and this is why we did what
we did—that we were not concerned this was just a theoretical vul-
nerability. We were concerned about the range of different reports
that were out there we thought were credible that banks were ac-
tually misreporting, underreporting.

So it was not on the basis of a theoretical concern that we did
the things we did. It was on the basis of concern that those reports
were plausible and credible. And, again, that is why we took the
steps we did.

Mr. MILLER OF NORTH CAROLINA. Okay. But Chairman Bachus
asked you if you reported to Justice. You said, no, that Justice was
not part of the President’s oversight, or the President’s Working
Group. So you did not report this conversation or any others like
it to the Justice Department. You did not, did you?

Secretary GEITHNER. I want to be careful about this, but—and
my colleagues at the New York Fed are going back over the full
records in this case.

I do not know what the New York Fed staff did in terms of who
else they informed about specific—I don’t know that, but—

Mr. MILLER OF NORTH CAROLINA. But you did not.

Secretary GEITHNER. No, I did not.

Mr. MILLER OF NORTH CAROLINA. You did not. Okay.
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Mr. Secretary, you also said earlier that litigation was certainly
possible, it was being contemplated. Various lenders who had—or
now have either filed suit or are contemplating litigation against
the LIBOR banks for having gotten paid too little in interest.

There was probably no greater lender during that period than
the United States Government. Are we considering filing litigation,
pursuing claims to get back some of the money, some of the inter-
est that we did not get because LIBOR was artificially low during
that period?

Secretary GEITHNER. I do not know whether we were disadvan-
taged by this practice. Obviously, we will take a careful look at
that.

We also don’t know what the net effect was of this behavior on
those prices at that point. As many of your colleagues have said,
there are some people who believe that people who borrowed money
generally benefited, and people who lent money generally did not
benefit. It is not clear that is the case. But, again, that is going to
be the subject of a very careful, extensive review by a lot of people
in this context, and it is going to take some time for them to figure
that out.

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

In an effort to try to honor our commitment to make sure the
Secretary gets out on a hard stop and also to try to make sure we
are getting as many questions as possible, the Chair is going to rec-
ognize the gentleman from Michigan, Mr. Huizenga, for 3 minutes.

Mr. HUIZENGA. All right. Thank you. I appreciate that, Mr.
Chairman, and Mr. Geithner, as well, for being here.

I would like you to expand a little bit and maybe revisit—I was
watching “Squawk Box” this morning when Sandy Weill made his
comments. I then saw the crawler about Glass-Steagall, and I was
like, okay, did he really specifically say that? And he did kind of
go back and revisit it.

But I don’t know if you have had a chance to see it or read it.
I certainly would like to then get your reaction, both here but then
more in depth, as I am sure you will be looking at it.

So if you have any reaction or comment?

Secretary GEITHNER. Again, I haven’t seen those reports, so I
don’t know exactly what he said, don’t know what he meant.

But on the broader question about laying out to this committee
the extent of the actions Congress has authorized and taken to
limit this risk, I would be happy to walk you all through that in
as much detail as you would like. I would be happy to—

Mr. HUIZENGA. It struck me that maybe he was kind of getting
at the too-big-to-fail element and the question of whether just some
of the organizations are too big. Do you—can you comment on that?

Secretary GEITHNER. That is a widespread and common subject
of concern, and it is something that people are going to be looking
at for a long period of time. But I do think it is important to recog-
nize that we did force these banks to hold much, much more capital
against the risk they take. We forced a dramatic restructuring of
the financial system. Congress put in place limits on how large
they can get and deprived the government of the ability to come
in and rescue them from their mistakes in very significant ways.
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And if you look at the net impact of those actions on how the
market perceives the risk of “too-big-to- fail,” that market percep-
tion is diminished significantly. But I am not saying that is the end
of the story; it is just worth noting.

Mr. HUIZENGA. I do want to touch on the reserves here in the re-
maining time. You had talked about a $400 billion increase in re-
serves and the fact that the cost of credit has fallen. It does strike
me, though, that whether it is Denmark, Switzerland, countries out
of the eurozone, or the euro market, the United States, in a way
it is sort of Gulliver among the Lilliputians. It is not that we are
doing so great or that maybe they are doing so great; it is just that
maybe everybody else is such a mess and the flight to credit is
coming to here.

But I had a very prominent economist out of Chicago, Dr. Bob
Genetski, who actually put out an email today to his clients—I
happen to be on that list—regarding those reserves. And he was
saying that reduced access of reserves by the Fed was $100 billion
and that means that there is $100 billion less. And I have emailed
him back, looking to hear his answer.

But it does seem that—his argument is basically that it runs
counter to a lot of the goals, some of those reserve requirements
that on one hand were requiring additional reserves, yet on the
other hand were lowering interest rates through quantitative eas-
ing and other things to try to stimulate more liquidity.

Is it truly a liquidity problem, or do we have some other issues?

Secretary GEITHNER. I would be happy to look at his concerns if
you want to share them with me, and I would be happy to try to
respond, although that might be for the Fed.

But I think those are combining two different things. There is
$400 billion more capital in the financial system than there was be-
fore the crisis, which is a necessary, very important thing. It makes
the system safer—

Mr. HUIZENGA. Is that because of the reserves?

Secretary GEITHNER. And that is a different thing. Some people
use those words interchangeably, but I think you are referring to
a question about excess reserves in the banking system, the incen-
tives to hold them and what that does. But I would be happy to
take a look at his concerns.

Mr. HUIZENGA. I appreciate that. And we will maybe put that
down in writing, and I would love to get that response. So, thank
you.

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

Secretary Geithner, there has been a request from some of my
colleagues to see if we could have an equal number of Members on
each side ask questions. So, with your indulgence, we would like
to see if we could have you stay for an additional 3 minutes.

Secretary GEITHNER. Okay.

Mr. DoLD. The Chair recognizes the gentleman from Texas, Mr.
Green, for 3 minutes.

Mr. GREEN. Thank you, Mr. Geithner. I will be as pithy and con-
cise as possible.

You indicated that the economy is in much better shape now
than when the President took office. And I am bringing this to your
attention notwithstanding LIBOR and FSOC, all of which are im-
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portant, but I am bringing it to your attention because if we are
not very careful, the fatuous will be perceived as fact.

I think that it is important for you to reiterate the condition that
this economy was in when the President took office and juxtapose
that to where we are now, such that we can move forward with a
much better opportunity to improve the economy. So I would like
to yield time to you to, please, sir, do not allow the fatuous to be-
come fact.

Secretary GEITHNER. I want to emphasize that we have a long
way to go, and it is still a very tough economy. We have to be open
and honest with that. But, just for comparison, the U.S. economy
was shrinking at an annual rate of 9 percent in the last quarter
of 2008. We were on the verge of what most people thought was
a plausible chance the American financial system would collapse at
that time. You had seen trillions and trillions of lost wealth in the
savings of Americans.

And 6 months later, because of the actions that we took, Con-
gress authorized, the Fed took, the things we took to fix the broken
financial system, the economy was growing. A remarkable turn-
around in a very short period of time. And the economy has been
growing now for 3 years since.

Not fast enough. And the reason it has not been growing faster
is because of this combination of concerns you are all aware of,
which is: Europe is hurting us; spending by the government is now
declining, not increasing; and people have been bringing down their
debt and trying to fix some of the problems that got us into this
mess.

So we have a long way to go, but, absolutely, we are in a much
stronger position than we were at that time in our history.

Mr. GREEN. To be more specific—because we have incredible peo-
ple saying some incredible things, and I am sure you are very
much aware of some of these incredible statements—we were about
to lose the American auto industry. I think you agree. And do you
agree that the auto industry is in a position now such that it is
coming back?

Secretary GEITHNER. I do.

Mr. GREEN. At the time the President came into office, the finan-
cial system was almost in collapse. Do you agree that it has been
stabilized and that it is now in much better shape than it was
when the President took office?

Secretary GEITHNER. Absolutely.

Mr. GREEN. At the time the President took office, do you agree
that economic uncertainty, while people say that there is much of
it now—and I concur, there is some—but economic uncertainty was
to the extent that banks would not lend to each other?

Secretary GEITHNER. That is true.

Mr. GREEN. Would not lend to each other. Which is why you
could not structure a deal with banks to save the auto industry, be-
cause the banks wouldn’t lend to each other. They weren’t about
to go out and try to salvage an auto industry when they were try-
ing to salvage themselves. True?

Secretary GEITHNER. True. There is no private market solution
to a financial crisis like we faced.

Mr. GREEN. And for those who want to—



51

Mr. DoLD. Time has expired.

Mr. GREEN. —lay all of this at your feet, I have heard a new
term called a “black swan event.” Is there some semblance of that
with this?

Secretary GEITHNER. Oh, absolutely, yes.

Mr. GREEN. Thank you very much.

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

Mr. Secretary, I want to thank you for your time and your testi-
mony 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 30 days
for Members to submit written questions to this witness and to
place his responses in the record.

The hearing is now adjourned.

[Whereupon, at 12:08 p.m., the hearing was adjourned.]
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CHAIRMAN SPENCER BACHUS
Statement for the Record
Hearing on the Annual Report of the Financial Stability Oversight Council
July 25, 2012

The Committee is honored to welcome Secretary Geithner to deliver the annual report of
the Financial Stability Oversight Council.

When financial reform was debated by Congress two years ago, Republicans suggested
an alternative that would have consolidated the number of regulators. Instead, the Dodd-Frank
Act passed by Congress eliminated one regulator, kept the others, added three more, and put
them on the Financial Stability Oversight Council.

We were told this “super committee” of regulators was needed to act as an early warning
system that would perceive threats far off in the distance and take action before these threats
could metastasize into crises that bring down our economy.

But two years after Dodd-Frank became law, there is little to no evidence the Council has
followed through in any meaningful way to live up to these promises.

Indeed, some of the most ardent supporters of Dodd-Frank are among the Council’s
harshest critics. Sheila Bair, the former FDIC chairman who served as a member of the Council,
told the New York Times recently the “F.S.0.C. is M.LA.”

Others have chided the Council for failing to live up to its most basic promises of
accountability and transparency.

Let me read from an article in the National Journal published on April 3rd of this year:

The Financial Stability Oversight Council likes to boast about its transparency but it
“makes the Kremlin®s Politburo at the height of the Soviet Union look open and
democratic,” says Dennis Kelleher, president and CEO of Better Markets...Case in
point: this week’s meeting — the council’s first in six months — to approve guidelines
for identifying firms that could pose a risk to the financial system. The council
approved the guidelines unanimously without debate and didn’t disclose what had
changed from the draft stage [of the guidelines].

In the regulators’ defense, perhaps these meetings are perfunctory because members
of the Council simply don’t have the time for them. After all, they must rush back to their
offices to write the hundreds of new rules required by Dodd-Frank.
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Regulators appear to be so preoccupied writing these new rules that they’re missing the
basics — like safeguarding segregated customer funds and protecting investors from Ponzi
schemes and other financial frauds. In just the past few months, we’ve seen regulators fail to
protect the customers of MF Global and Peregrine Financial Group. Now there are questions
about why regulators didn’t take concrete action to stop LIBOR manipulation.

It seems regulators are so busy trying to write rules against things like proprietary trading —
which even Chairman Volcker agrees was not a cause of the financial crisis — that they are
failing to fulfill their primary mission. Are they so busy writing tickets for jay walking that
they’re letting the robbers and thieves run loose?

Rather than pass massive new laws that require hundreds of new regulations, it’s a better
use of limited resources to make sure regulators are enforcing the rules we already have. Clear
rules and better enforcement of them will do more to protect consumers, investors and the
financial system than a “super committee” of regulators.
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United States House of Representatives
Committee on Financial Services
Hearing on the Annual Report of the Financial Stability Oversight Council
July 25,2012

Congressman Ron Paul
Statement for the Record

Mr. Chairman, | welcome this hearing to receive the report of the Financial Stability Oversight
Council (FSOC). The creation of FSOC underscores perfectly the complete intellectual bankruptey
underpinning the government's behavior towards financial markets. In the opinion of government
leaders, the financial crisis was not caused by misguided regulation, interest rate manipulation, or
government-caused distortions to the structure of production, but by a financial sector that was
completely deregulated and laissez-faire. The response of legislators, therefore, was to create a new
super-regulator with vast new powers to control the financial system.

Those who truly believe that the financial sector is deregulated might want to test their
hypothesis by starting their own bank without the government's imprimatur, assuming that they are
prepared to spend some time in a federal penitentiary. To say that the financial sector is deregulated
could not be further from the truth. No other sector of the economy is as intertwined with the
government as the financial industry.

Financial firms, especially smaller firms, suffer from costly and burdensome regulations that
create barriers to entry in the market place and diminish competition. Excessive regulation ensures that
only government-approved financial firms have a chance to enter the market. Those firms which are
able to get through the hurdles are still at a competitive disadvantage vis-a-vis established firms who
are better able to navigate the regulatory maze. .

But not all of the government involvement is negative to the financial industry. Financial firms,
especially larger ones, benefit from government bailouts, the first use of the Federal Reserve's newly
created high-powered money, and membership in a government-sanctioned and -supported banking
monopoly. Larger, well-established firms are not only better-suited to comply with the requirements of
regulators; they are also more likely to receive bailouts from the government due to the entrenched
policy of saving firms that are “too big to fail.” The moral hazard of these bailouts is obvious, yet the
government continues to subsidize large, poorly-run financial firms, to the detriment of investors, the
financial system, and the economy as a whole.

The very existence of financial regulators creates an enormous moral hazard, as regulations give
the appearance of safety and order and entice individuals into investing in ventures that are far riskier
than they appear on the surface. This skews the decision-making process of investors, causes money to
be invested in unproductive endeavors, and impoverishes ordinary Americans. The existence of
financial regulators has cast the old maxim of caveat emptor by the wayside, and the American people
and the U.S. economy suffer for it.

Despite all of this, too many in Congress still believe that more government regulation will
benefit the financial system, pull the United States out of its current economic malaise, and prevent
another financial crisis. This was the thinking behind the Dodd-Frank Act and the creation of FSOC
and the Consumer Financial Protection Bureau (CFPB). If the regulators failed to see the crisis coming
and failed to act to stem the crisis, the Washington solution is to pass even more stringent laws,
increase regulators' budgets, and create new agencies, commissions, and councils. The view in
Washington is that if a regulator fails, make it bigger; if a law fails to prevent a crisis or scandal, create
another one; and never, ever rethink your belief that more government is always the solution.
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In the financial sector we witnessed the collapse of Enron and the subsequent passage of
Sarbanes-Oxley, a ham-fisted attempt to reform accounting practices which had the effect of further
burdening firms, especially smaller financial firms, while doing nothing to prevent the scandals at
Lehman Brothers, MF Global, and other entities.

Despite the demonstrated failure of Sarbanes-Oxley to prevent the next wave of financial
scandals and the financial crisis, Congress insisted on creating FSOC in the wake of the financial crisis.
FSOC is essentially the President's Working Group on Financial Markets (a.k.a. Plunge Protection
Team) on steroids. This organization has vast powers to interfere in all areas of the financial system
under the guise of “financial stability”, yet it is far more likely that FSOC's actions will instead lead to
increased instability of the financial system. An organization that can dictate orders with impunity can
only create havoc.

Congressional oversight of FSOC, as with oversight of most other government agencies, is
practically nonexistent. A single hearing each year, with each Congressman receiving five minutes of
questioning time, is mere window dressing. Nothing substantive can be gleaned from such limited
hearings. And as we all know, getting a straight answer from a Fed Chairman, Treasury Secretary, or
any other financial regulator is next to impossible.

We now know that the New York Fed knew about problems with LIBOR four years ago, yet
nothing was disclosed to Congress. So what else are the regulators hiding from Congress? 1t is foolish
to think that regulators who knew of problems in the financial system and didn't react to them or bring
them to the attention of Congress would do anything differently with larger staffs, larger budgets, or
when meeting with other regulators as part of FSOC.

To those who say that government needs to do something to combat the financial crisis and that
we need more regulation, 1 agree wholeheartedly, but not in the way they would expect. What
government needs to do is get out of the way of the market, reduce the restrictions on competition in
the financial sector, and reduce the restrictions on what individuals can do with their money. The
regulation we need is market-based regulation, the rule of the market in which consumers, not
government, are able to pick the winners and losers. Profitable firms are allowed to prosper and thrive
in freedom from the government's chokehold, while unprofitable firms are refused bailouts and allowed
to go out of business. Government subversion of the market process is what got us into the financial
crisis, it is what is prolonging the crisis, and the only way out of the crisis is for government to get out
of the way and legalize market freedom.
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EMBARGOED UNTIL DELIVERY

The Honorable Timothy F. Geithner
U.S. Department of the Treasury
Hearing on the Financial Stability Oversight Council Annual Report to Congress
House Committee on Financial Services
July 25,2012

Chairman Bachus, Ranking Member Frank, and members of the Committee, thank you for the
opportunity to testify today regarding the Financial Stability Oversight Council’s (the “Council™)
annual report.

Each year, the Council is required to prepare a public report reviewing financial market and
regulatory developments, potential threats to financial stability, and recommendations to
strengthen the financial system. My testimony today reviews the conclusions and
recommendations made by the Council in its second annual report, which is being submitted in
full alongside this testimony.

Measures of Strength in the Financial System

The strategy adopted by the United States to repair and reform the financial system after the
crisis has helped produce a stronger and more resilient system.

*  We have forced banks to substantially increase the amount of capital they hold, so that
they are able to provide credit to the economy and absorb losses in the future. Tier 1
common capital levels at our country’s banks are up by $420 billion, or 70 percent, from
three years ago. The ratio of tier 1 common equity to risk-weighted assets at these
institutions increased from 6 percent to over 11 percent during this period.

e We have forced a significant reduction in overall leverage in the financial system.
Financial sector debt has dropped by more than $3 trillion since the crisis, and household
debt is down $900 billion.

* Banks are funding themselves more conservatively, relying less on riskier short-term
funding.

» The size of the “shadow banking system™—which had been a key source of financial
stress during the crisis—has fallen substantially, by several trillion dollars.

e The government has closed most of the emergency programs put in place during the crisis
and recovered most of the investments made into the financial system, which were
originally expected to result in a loss to taxpayers of several hundred billion dollars. The
TARP bank investments have already produced a profit for the taxpayer of over $19.5
billion, and on current estimates will generate an overall profit of approximately $22
billion.



59

o Credit is expanding, and the cost of credit has fallen significantly from the peaks of the
crisis. Commercial and industrial lending at commercial banks increased 10 percent in
2011 and increased at an annual rate of 11 percent in the first five months of 2012.

The overall impact of these changes is very important. They have made the financial system
safer, less vulnerable to future economic and financial stress, more likely to help rather than hurt
future economic growth, and better able to absorb the impact of failures of individual financial
institutions.

Threats to Financial Stability

The Council’s report identifies a number of potential threats to the stability of the financial
system. Among the most important of these is the fact that the financial system still confronts a
challenging and uncertain overall economic environment.

The ongoing European crisis presents the biggest risk to our economy. The economic recession
in Europe is hurting economic growth around the world, and the ongoing financial stress is
causing a general tightening of financial conditions, exacerbating the global slowdown.

Over the past two years, U.S. financial institutions have significantly reduced their exposure to
the most vulnerable economies of Europe, and they hold substantial levels of capital against the
remaining exposures. The combined economies of the euro area constitute the second largest
economy in the world and are home to many of the world’s largest and most interconnected
financial institutions. As a result, a severe crisis in Europe would necessarily have very
substantial, adverse effects on the United States.

Europe’s leaders are putting in place a package of long-term reforms—economic reforms to
restore competitiveness, improve fiscal sustainability, and restructure their financial systems, and
governance changes to transfer more responsibility to European institutions for oversight of
national financial systems and how much nations can borrow. For these reforms to work, they
need to be complemented by actions in the near term to restore financial stability and support
economic growth, including strengthening the stability of the banking systems and bringing
sovereign borrowing rates down in the countries implementing reforms.

Global economic growth has slowed and forecasts for future economic growth have been
reduced. Europe is responsible for much of this, but not all of it. Growth in China, India, Brazil
and other large emerging economies has slowed for a variety of reasons unique to those
countries.

In the United States, the economy is still expanding, but the pace of economic growth has slowed
during the last two quarters. In addition to pressures from Europe and the global economic
slowdown, U.S. growth has been hurt by the rise in oil prices earlier this year, the ongoing
reduction in spending at all levels of government, and slow rates of growth in income.
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The slowdown in U.S. growth could be exacerbated by concerns about approaching tax increases
and spending cuts, and by uncertainty about the shape of the reforms to tax policy and spending
that are necessary to restore fiscal responsibility. As the Council’s report discusses, the United
States faces fiscal deficits that are unsustainable over the long run. The failure of policy makers
to enact reforms in a timely and credible manner will be damaging to future economic growth.

These potential threats underscore the need for continued progress in repairing the remaining
damage from the financial crisis and enacting reforms to make the system stronger for the long
run.

Progress Implementing Financial Reform

Regulators have made important progress over the past two years designing and implementing
the regulations necessary to implement financial reform. Nine out of 10 rules with deadlines
before July 2, 2012, have been proposed or finalized. The key elements of the law will largely
be in place by the end of the year. The financial system is already in the process of adapting to
these reforms.

e  We have taken important steps to limit risk-taking at the largest financial institutions.
The Federal Reserve and other supervisors have negotiated new, stronger global capital
and liquidity requirements. As part of this effort, federal banking regulators will impose
even higher requirements on the largest banks.

* We now have the ability to put the largest financial companies under enhanced
supervision and prudential standards, whether they are banks or nonbanks, and the ability
to subject key market infrastructure firms to heightened risk-management standards.

e We are implementing the provisions of the law designed to protect taxpayers and the
financial system from the failure of a large financial firm. Regulators, led by the FDIC,
have established the new “orderly liquidation authority,” a mechanism to unwind
responsibly large, complex financial companies. This authority will help make sure that
culpable management is fired and that investors pay for the failure of a firm, not
taxpayers. Nine of the largest banks have now submitted “living wills,” providing
contingency plans for an orderly bankruptcy.

e The SEC and CFTC are putting in place a new framework for derivatives oversight,
providing new tools for combatting market abuse and bringing the derivatives markets
out of the shadows. Their recent joint adoption of a swaps definition will trigger the
effectiveness of more than 20 key rulemakings and marks a major milestone in the
implementation of derivatives reforms.

» Regulators are working to strengthen protections for investors and consumers. The
CFPB has worked to simplify and improve disclosure of mortgage and credit card loans
to help consumers make more informed financial decisions. The CFPB has also launched
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its supervisory program for very large depository institutions (in coordination with
prudential regulators) and for certain nonbanks.

s As we put in place these reforms in the United States, we are working with supervisors
and regulators in Europe, Japan, and around the world to provide a more level playing
field. In addition to the new global standards for capital and liquidity requirements, we
are negotiating global margin requirements for derivatives. On these and a range of other
issues, we are trying to improve the prospect of tougher and broadly equivalent global
standards and requirements, so that financial risk cannot simply move to where it cannot
be seen or effectively constrained.

These are complicated reforms. This process is challenging because our financial system is
complex, because we want to target damaging behavior without damaging access to capital and
credit, because we want the reforms to endure as the market evolves, and because we need to
coordinate the work of multiple agencies in the United States and many others around the world.

Recommendations to Improve Financial Stability

In addition to these important reforms, the Council has put forward recommendations in a variety
of other areas to help strengthen our financial system.

Risks in Wholesale Short-Term Funding Markets
The Council recommends a set of reforms to address structural vulnerabilities, particularly in

wholesale short-term funding markets such as money market funds (MMFs) and the tri-party
repo market. As we saw during the crisis, these sources of funding were particularly vulnerable
to disruption that can quickly spread through the markets.

The SEC adopted a number of reforms to money market funds in 2010, but they remain
vulnerable to runs. The Council supports SEC Chairman Schapiro’s efforts to address certain
weaknesses, including (1) the lack of a mechanism to absorb a sudden loss in value of a portfolio
security and (2) the incentive for investors to redeem at the first indication of any perceived
threat to the value or liquidity of the MMF. The Council recommends that the SEC publish
structural reform options for public comment and ultimately adopt reforms that address money
market funds’ susceptibility to runs. The Council further recommends that, where applicable, its
members align regulation of cash management vehicles similar to MMFs within their regulatory
jurisdiction to limit the susceptibility of these vehicles to run risk.

In tri-party repo markets, the Council supports additional steps toward reducing intraday credit
exposure within the next six to 12 months. In addition, the Council recommends that regulators
and industry participants work together to define standards for collateral management in the tri-
party repo market, particularly for lenders (such as MMFs) that have certain restrictions on the
instruments that they can hold.
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Customer Fund Protection

The Council highlights the importance of establishing and enforcing strong standards for
protecting customer funds deposited for trading. For example, the Council recommends that
regulators consider strengthening regulations governing the holding and protection of customer
funds deposited for trading on foreign futures markets. The Council also recommends that
regulators seek ways to strengthen risk-management standards for clearinghouses and to develop
and monitor best practices across their respective jurisdictions.

Risk Management and Supervisory Attention
The Council recommends continued work to improve risk-management practices, highlighting a

number of specific challenges facing firms and their supervisors. The Council supports
continued attention to strengthening capital buffers and stress testing. Firms also need to
continue to guard against potential disruptions in wholesale short-term funding markets and
bolster their resilience to interest rate shifts.

Firms need to continue to strengthen internal disciplines and safeguards in underwriting
standards, the development of new financial products, and complex trading strategies. The
report also notes that high-speed trading is an area where increased speed and automation of
trade execution may require a parallel increase in trading risk management and controls.

Housing Finance Reform

The Council continues to support progress toward comprehensive housing finance reform. The
U.S. housing finance system has required extraordinary government support since the financial
crisis, and the market continues to lack sufficient private capital. As recognized in the
framework for housing finance reform developed by certain member agencies of the Council, the
return of private capital is crucial to reestablishing confidence in the integrity of the market and
better aligning incentives.

However, in order for private capital to come back into the market, there needs to be greater
clarity from regulators and Congress on new rules for all participants in the market. Challenges
include the lack of broadly-agreed upon standards for mortgage underwriting (which are
necessary to support the valuation and liquidity of mortgage-backed instruments), non-uniform
foreclosure practices across different states, and uncertainty surrounding the potential liability of
mortgage loan securitizers.

In addition, reform should address servicer compensation models and the need for national
mortgage servicing standards, and it should strengthen protections for borrowers. Members of
the Council are addressing many of these challenges through existing authority and the
implementation of Wall Street Reform, yet comprehensive reform will require significant
legislation, and the leadership of this Committee will be central to the effort. As we move
forward, we must take care not to undermine the housing market, which is showing signs of
recovery but is still weak in many areas.
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Improving Transparency and Financial Data

One of the weaknesses in our old system of regulation was a lack of information—information
that could be used to help identify threats and more effectively understand the financial system.
Gaps in data and analysis remain a threat to financial stability, and an important part of reform

efforts will continue to be the improvement and availability of financial data and information.

This project is being spearheaded by the Office of Financial Research (OFR), which was
established by Wall Street Reform. The OFR’s work is crucial to improving transparency, our
understanding of how the financial system supports the economy, and our capacity to identify
threats to financial stability. The OFR has done tremendous work over the past year,
undertaking a number of initiatives, including steps to create a “legal entity identifier” for
financial contracts, which will help us understand exposures in the market. Last week, the OFR
released its first annual report, which analyzes threats to financial stability along with ways to
address data gaps and promote data standards.

Conclusion

The member agencies of the Council have made considerable progress over the past few years in
making our financial system safer and stronger—more resilient and less vulnerable to crisis, with
better protections for investors and consumers.

We still have a lot of work ahead of us, however. We need your support to make these rules
strong and effective. And we need your support to make sure the enforcement agencies have the
resources they need to prevent fraud, manipulation, and abuse.

1 want to thank the other members of the Financial Stability Oversight Council, as well as the
staff of the members and their agencies, for the work they have done over the past year and their
efforts to produce this annual report.

We look forward to working with this Committee, and with Congress as a whole, to build on the
substantial progress we have made to create a stronger financial system.
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Congress of the Anited States
Waslington, B 20515

June 15,2012

The Honorable Timothy Geithner
Chairman

Financial Stability Oversight Council
1500 Pennsylvania Avenue NW
Washington, DC 20220

Dear Chairman Geithner:

We are writing with respect to the Financial Stability Gversight Council’s (“FSOC”)
evaluation of asset management companies as systemically important financial institutions
(“SIFIs™). We understand that the FSOC and the Office of Financial Research (“OFR”) are still
analyzing the extent to which such firms might pose a systemic risk, and to this end, are
currently conducting a comprehensive study on the asset management industry.” We applaud
this initiative as we believe it is essential that regulators are as deliberate and thoughtful as
possible prior to rendering decisions on policy matters regarding asset managers, such as pension
fund and mutual fund managers, which are critical to the functioning of the U.S. economy.

In light of this, we urge the OFR to proceed with its study of the asset management
industry in a comprehensive, thoreugh and transparent manner, and, importantly, to provide
adequate time for public review and comment on the study’s findings before the FSOC moves
any further in the designation process. We also strongly recommend the FSOC and OFR, when
evaluating the possible systemic risk that asset managers may pose, take into consideration the
impact of those regulations, such as Title VII of the Dodd-Frank Act, that will apply to asset
managers and that are designed specifically to reduce systemic risk. Additionally, we request
that the FSOC refrain from taking action on asset management firms until the study is completed
and sufficient time has been given for the public to digest the study’s conclusions, The
information received in this report should inform policymakers, and it will be helpful in
providing counsel and guidance as the FSOC undertakes its own deliberations on whether asset
managers should be extended SIFI status, and the type of regulation that might follow in the
future.

We appreciate the steps undertaken by the FSOC to resolve the uncertainty surrounding
the non-bank STFT designation process, the most recent iteration of which was the FSOC’s
approval of the final rule (the “Final Rule”) in April. We are mindful that the FSOC “may
develop additional guidance regarding potential metrics and thresholds relevant to
determinations regarding asset managers, as appropriate.” If the FSOC decides to produce such
guidance, we believe it is important that it be developed and published well in advance of
designating an asset management company as a SIFL. As the FSOC and the OFR continue to
develop standards applicable to the asset management industry, we also encourage them to fully
utilize the resources of the recently announced Financial Research Advisory Committee and
reach out to relevant industry participants and independent trade groups for input and feedback
on its study.

177 Fed. Reg, 21637, 21644 (Apr. 11, 2012).

PRINTED ON RECYCLED PAPER
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Conducting an asset management industry systemic risk study will presumably also assist
the Federal Reserve Board in determining the appropriate methed of regulating asset
management firms, if any are designated as SIFIs. As cited in the Final Rule: “the analysis is
considering...whether these threats can be mitigated by subjecting such companies to Board of
Governors supervision and prudential standards, or whether they are better addressed through
other regulatory measures.,” We encourage this type of deliberation and study, and hope the
analysis fully examines the ramifications and potential costs associated with subjecting asset
managers to prudential regulation.

Again, we wholeheartedly support the FSOC’s and OFR’s efforts to provide a study on -
asset managers, which include managers of pension fund and mutual fund assets. We strongly
encourage the FSOC and OFR to conduct a comprehensive study, which includes input from
experts within the asset management industry, and to publish its findings in a report for public
review before any asset management firms are designated for supplemental supervision.

We thank you for your attention to this matter.

Sincerely,
.*__wé‘_’m_,w__ i~ 11 MM
John Carney Nan Hayworgh, M.D. Gary Peters
Member of Congress Member of Congress Member of Congress

Michael apu;
Member of Cohgress Member of Congress

Dol oMo

Donald Manzulle
Member of Congress Member of Congress
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- Financial Stability Oversight Council
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 purposes:

1. Toidentify risks

o the financial stability of the United States that could
arise from the material financial distress or failure, or ongoing activities,
of large, interconuected bank holding companies or nonbank financial

companies, or that could arise outside the inancial services marketplace.

2. 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 loss

3. Tovespond to emerging threats 1o the stability of the U.S.

in the event of failure.

financial system.

Pursuant to the Dodd-Frank Act, the Council cons:
and 5 nonvoting members and brings together the expertise of federal financial

of 10 voting members
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;

¢ the Chairperson of the Commodity Futures Trading Commission;

*  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 for a six-year term.

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

*  the Dircetor of the Office of Financial Rescarch;
* the Director of the Federal Insurance Office;

*  astate insurance conumissioner designated by the state insurance

commissioners;
* astate banking supervisor designated by the state banking supervisors; and
*  astate securities commi

ioner (or officer performing like functions)

designated by the state securities commissioners

The state insurance commissioner, state banking supervisor, and state securities

COMMISSIONEr serve two-year terms.

Financial Stability Ovorsight Council
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Statutory Requirements for the Annual Beport
Section 112()2)(N}) of the Dodd-Frank Act requires that the Annual Report
address the followin;

i. the ties of the Council;

il significant financial market and regulatory developments, including
insurance and accounting regulations and standards, along with an
ssiment of those developrents on the stability of the financial systeny;

il potential emerging threats to the financial stability of the

United States;

iv. all determinations made under Section 113 or Title V11, and the
basis for such determinations;

v.  all recommendations made under Section 119 and the result of such
recommendations; and

recommendations-

vi.
1. to enhance the integrity, efficiency, competitiveness, and stability
of United States financial markets;

iI. to promote market discipline; and
1L to maintain investor confidence.

Approval of the Annual Report

This Annual Report was approved unanimously by the voting members of the
Council on July 18, 2012. Except as otherwise indicated, data cited in this report
is as of July 6, 2012.

Abbreviations for Federal Member Agencies of the Council

+  Department of the Treasury (Treasury)

—  Office of Financial Research (OFR)
~  Federal Insurance Office (FIO)

*  Board of Governors of the Federal Reserve System (Federal Reserve)

*  Comptroller of the Currency (OCC)

*  Bureau of Consumer Financial Protection (CFPB)

*  Securities and Exchange Commission (SEC)

*  Federal Deposit Insurance Corporation (FDIC)
sion (CFTC)
*  Federal Housing Finance Agency (FHFA)

*  National Credit Union Administration (NCUA)

*  Commodity Futures Trading Comm

2012 FSOC // Annual Report
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1 Member Statement |

The Honorable Jobn A, Bochoer “The Houorable Joseph R, Riden, Jn
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Executive Summary

In the nearly five years since the ini emerged,
the L

and ear]

al strains of the subpriime o

- financial system has traveled from the brink of collapse in late 2008

2009 to a more resilient system with stronger capital, more liquidi

improved funding, and important progress on reform. Even with that progr
however, the Financial Stability Oversight Council (Council) believes that the
financial system in the United States and globally still faces significant challenges.

Investor confidence has not been restored to pre-c levels. The crisis in the
euro area and general weakness in global economic growth present identifiable

structural

still work 10 be done to address

threats to financial stability. There is

vulnerabilities within the financial system feself.

A key feature of the current environment is the stress in the euro area, which has
disrupted sovereign debt markets and put considerable pressare on euro area
banks. European leaders recognize the need to address near-term strains and

are continuing to elaborate a path toward greater fiscal and financial nnion that
combined economies

would garner both political and market support. Because the
of the euro area constitute the second largest economy in the world and are home
to many of the world’s largest and most interconnected financial institutions,
problems in Europe could have very real consequences for financial stability in the
United States.

The potential threats from the crisis in Europe and continued economic weakness
in the United States and globally underscore the need for regulators 10 continue
Such

reforms are essential to ensure that financial markets contimue to serve the real

strengthening the financial system and addressing structural valnerabili

economy even during periods of stress. Reducing amplification mechanisms and

strengthening shock-absorbing capacity make the financial system more resilient,

whether shoc

s originate from inside or outside the system. This increased

resilience in turn can reduce, though not eliminate, the impact these shocks

deliver to economic activity and employment, More broadly, a sound financial

system is a necessary foundation for sustained growth.

Both our financial health and our reform efforts ave inextricably linked to
rstem makes

the rvest of the world. The very

» complexity of the global financial

designing and implementing effective reforms an inherently challenging process
if we acted aloue.
International coordination is necessary, however, as there are key areas where the

that at times moves meore slowly than would be the ¢

effectiveness of the U.S. reforms will depend on a level playing field with strong

and consistent regulatory regimes internationally.

Macroeconomic Environment
Three
Depression, the U.S. economy is expanding at 2 moderate pace, but growth has

vears after the end of the deepest and longest recession since the Great

not accelerated to the rate required to make rapid progress replacing lost jobs
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and meeting the employment needs of a growing workforce. Consequently, while
unemployment has trended down, it remains at unacceptably high levels.

Investment spending in the first half of 2012 appears to be growing at a restrained

pace, likely reflecting continued subdued confidence and elevated uncertainty.

Corporate balance sheets are generally strong, and large businesses have access to

st continne to

ample financing in the capital markets. Smaller businesses, in conty
face a more challenging operating environment that has constrained their recovery.

Consumption continues to expand, but U.S. households still see only modest
growth in income. Housing remains a drag on household balance sheets

and weighs on broader economic activity, as housing wealth has declined by
50 percent or $6.8 willion from its peak in 2006:Q1 to 2012:Ql. Aggregate
household debt is declining gradually, but remains well above historical levels
ined for many
can benefit from low interest

a percentage of GDP. Access to mortgage credit is still constr;

households, limiting the extent to which they
rates. Overall, the mortgage market remains dependent on the Federal Housing
Administration and the government-sponsored enterprises (GSEs). Housing

activity remains weak, but there are some positive signs emerging in recent data.

Fiscal policy is no longer providing support to growth as it did in 2009-2010, and
the federal deficit is declining as a share of GDP. In addition, states and localities
are a drag on demand and employment as they struggle to repair their finances.
However, the U8, government has benefited from very low interest costs, a factor
that will reverse over time as monetary policy normalizes.

In the long run, TS, budgetary trends are unsustainable and must be addressed
in a manner that is consistent with supporting the ongoing recovery. The aging of
the population and the rising costs for health care will add to long-term deficits.

States and localities remain challenged by unfunded pension obligations.

Abroad, growth in Europe has slowed sharply as GDP has declined in a
number of nations. Growth in most emerging market economies (EMEs)
remains high relative to the industrialized world, but has been slower of late,
with more variation in performance. EMEs, particularly China, have taken an
increasingly important role in the global economy. However, dependence on
xport and investment-led growth leaves many of these economies exposed to

weaker prospects in the developed world, Weak global growth limits the self
healing capacity of financial institutions and can put stress on parts of the

financial system.

Financial Developments

Market volatility increased sharply in the summer and fall of 2011 around the
V.8, debt ceiling debate, and intensified at the end of 2011 and in the spring
and early summer of 2012 amid concern over Europe. The debt limit debate and
questions about the political will to resolve U.S. fiscal challenges led Standard
and Poor’s to downgrade the long-term sovereign credit rating of the United

States from AAA to AA+ in August 2011 However, demand for U.S. sovereign

debt remains strong. As sovereign bond yvields in the euro area peripbery
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incres

sed, sovereign yields in the United States, Japan, the United Kingdom
and Germany declined further and are now at historically low levels. These
ow yields reflect both safe-haven inflows

s well as expecrations that global
economic weakness may warrant prolonged monetary policy accommodation,
Extraordinarily low interest rates provide essential support to growth and
jobs, but this low-growth, Jow-rate environment represents a challenge for life
insurers, pension funds, money market funds (MMFs), and some banks and
credit unions, which invest the savings of many Americans.

ited States has
sion of liquidity within

Financial stre

in Europe and consequent spiltovers to the Us

been mitigated to some degree by the aggressive prov

the euro area. In the initial stages of the crisis, the European Central Bank

(ECB) purchased peripheral sovereign debt directly. U.S. dolls
extended and their fees reduced, and the ECB conducted two large longer-term
red further financing under the Emergency

swap lines were

refinancing eperations and autho;

Liquidity Assistance process for banks in the hardest-hit countries.

L
their capital levels and by accumulating more liquid assets. They also have more

3. financial institutions have strengthened their balance sheets by augmenting

stable funding profiles than in recent years, with greater use of deposits and less
reliance on short-term wholesale funding, The number of bank failures has been

decreasing since 2010, and the FDIC’s list of problem ban shrinking.

Within the euro area, a number of banking systems remain under stress.
Recently, the Spanish government announced plans to strengthen its bank
recapitalization fund with EU support. In late June 2012, eurc area heads of
government proposed to allow the European Stability Mechanism (E5M) to
recapitalize banks divectly, rather than through national governments, and to
establish a single European banking supervisor. At a subsequent meeting on July

9, euro arca finance ministers welcomed the European Commission’s intention

to present proposals in early September for a single supervisory mechanism
involving the ECB, with the European Council expected to consider these
proposals by the end of 2012,

Meanwhile, European financial institutions are reducing their share of lending
activity—including sovereign debt purchases—in other euro area states. Cross-
border financing of current account deficits by private sector financial institntions

in core Europe has declined. Official sector funding, notably in the form of ECB

Ioans to banks in peripheral Europe, is making up for this decline.

Periods of risk aver:

on in short-term funding markets, particularly in the fall of
2011, have ouly reinforced the need to promptly address sources of vulnerability
in these markets, such as weakness

es in the tri-party repo infrastructure and
among money market funds. Over the past year, the U.S. tri-party repo market

continued 1o shift away from non-traditional, riskier collateral towards Treasury
and agency obligations. However, limited progress has been made in substantially
reducing the reliance of this market on intraday credit or improving risk-
management and collateral practices to avoid fire sales in the event of a large
dealer default. Money market funds continue to maintain short weighted average
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maturities and have shifted their portfolio composition more toward government
debt and repurchase agreements, although they retain some exposure to riskier
assets. As highlighted last year, money market funds semain susceptible w

destabilizing runs because the commitment to a stable net asset value, without
the requisite buffers to absorb losses, gives investors, particularly institutional

investors, an incentive o be the first movers in redeeming shares.

Meanwhile, advances in technology continue to transform the business of
trading, providing financial markets with enhanced speed and cfficiency while
potentially enabling increased ransparency. The market infrastructure has
generally functioned well over the past year. Still, the trend towards high-speed
algorithimic trading, and the resulting increases in market complexity, may create
vulnerabilities like those witnessed in the “flash crash” of 2010

Dodd-Frank implementation and Activities of the Financial Stability Oversight Council

Over the past year, financial regulators have focused on strengthening the

financial system agait

t potential threats and eliminating incentives o take
excessive risk. These efforts are most notable in steps to implement the Dodd-
Frank Act. The financial reforms in the Dodd-Frank Act are designed o create a

more resitient financial system that is better able to absorb a wide range of shocks,
whether they originate within the financial system (as with the subprime crisis of
2007), outside it (for instance in the event of an oil price shock), or a combination
of the two (as is the case with the problems in the euro area). Regulators are

making progress in implementing the Dodd-Frank Act in a consistent and
coordinated manner. The reform effort has proceeded along four broad

dimension: nd soundness of core financial institwtions;

trengthening the safety

making financial markets more resilient and transparent; implementing new
authorities to resolve large, complex financial institutions; and enhancing investor

and consumer protections.

As aresult of this effort, federal banking regulators have imposed tougher
standards on the largest, most complex financial institutions. The Federal
Reserve has proposed enhanced prudential standards for large bank holding
andards that will also apply to nonbank financial companies

companies—

designated by the Council for Federal R

> supervision, Through the
Comprehensive Capital Analysis and Review (CCAR) process, it evaluated bank

holding companies’ capital planning processes to ensure that they would remain

well capitalized 1n a stressed economic scenario. In addition, the Federal Reserve,
FDIC, OCG, SEC, and CFTC proposed substantively identical proposals to
implement the Volcker Rule, which prohibits banks from engaging in proprietary
trading, and (subj
certain relationships with, a hedge fund or private equity fund. In June 2012,
federal banking regulators finalized changes to the market risk capital rule to
better reflect the risks faced by an Institution and 1o help ensure the adequacy
of capital related to an institution’s trading positions, Concurrently, they invited
comment on three joint proposed rules to implement Basel T and the Dodd-

ct to certain exemptions) from owning, sponsoring, or having

Frank Act that will increase the amount of high-quality capital banks are required
o hold relative to their risk exposures.
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Regulators led by the FDIC have also taken important steps to build a framework

under the “orderly Hquidation authority” (OLA) that could be used to resolve a
Jarge failing financial company in cases

where normal bankruptey wounld have
serious acdverse effects on financial stability in the United State:

The purpose of

f
borne by its sharcholders and creditors and not the U.S. taxpayer. Establishing

OLA is to ensure that in the event of a big financial company’s failure the costis

the framework under OLA and progressively working through the many practical

issues required to implement this authority is essential to end the perception
that some financial companies are “too big to fail” and to address other moral
hazard problems. The Dodd-Frank Act also requires the largest bank holding
companies to produce resolution plans or “living wills” to explain how they could
be resolved in an orderly manner if they failed. In July 2012 the first such plans

were submitted to the Federal Reserve and the FDIC.

A stable financial system also requives resilient and transparent markets. To this
end, the CFTC and
provide, for the first time, a comprehensive regulatory framework for the over-

C have proposed and begun to finalize rules that will

the-counter derivatives market, The CFTC and SEC have

adopted final rules that
provide precise definitions of the instruments and entities 10 be covered. The
CFTC has adopied rules that increase market transparency for both the public

and regulators; provide for centralized reporting of trades; require swap dealers

to establish risk-management policies; and require swap dealers to interact fairly

with customers in their

les practices. In addition, the CFTC has completed

rules related to designated contract markets, which will be able to list and trade

swaps, and position reporting rules for pk al commodity swaps. Regulators
ties (FMUs)—the

infrastructures that transfer, clear, and settle financial trades—to enhance their

are also working together to strengthen financial market uti

ability to withstand the failure of participating firms. To this end, the Federal
Ress
including rules establishing ris

erve and the SEC have proposed, and the CFTC has finalized, rules for FMUs,

“management requirements for these entities. In
addition, the Council has made its initial designations of systemically important
FMUs. The Office of Financial Research (OFR) is making substantial progr
improve the quality and availability of financial market data,

Regulators continue to bring greater transparency to the financial markets. The
SEC has
hedge funds and certain other private funds

implemented the Dodd-Frank Aet’s requirement that advisers 1o most

egister with the SEC. As of March
31, 2012, public reporting of the identities of these advisers is required, as well as

information about the private funds’ size and key service providers. In addition,
in October 2011 the SEC and CFTC adopted a joint rule that requires non-public
reporting by certain advisers 1o hedge funds and other private funds to facilitate
the assessment of systemic risk. This non-public reporting includes information

about the operations and risk profiles of these private funds, which will enable

regulators to review risk trends over time.

Regulators are working to strengthen protections for consumers and investors.
Notably, the CFPB has adopted and proposed a variety of rales required
under the Dodd-Frank Act, including the adoption of new rules to provide

protections to consumers who make remittance transfers and the proposal of
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rules w consolidate morigage loan disclosure forms to make loan information

more useful to consumers and to reduce burdens on lenders. In addition, the

CFPB launched its supervision program for very large depository institutions
It

has established its consuraer response function, and assumed rulemaking

{in coordination with prudential regulators) and for certain nonban

for federal consumer financial laws

responsibility

Because {inancial markets are global, U.S. authorities are closely engaged
in international regulator
Dodd-Frank Act. The effectivene
ifrisk isdi
essential to have internationally consistent regulations on capital and liquidity,

¢ negotiations as they continue to implement the

s of reform at home could be undermined

tions with weaker standards. Therefore, itis

able to migrate to jw

resolution regimes

derivatives markets and regulation of Jarge, complex financial
institutions, while acknowledging that individual countries may require diffexent

approaches based on structural differences in their financial systems. The task of
achieving strong and consistent global standards is essential because the ultimate

outcomes of U.S. and international reform efforts are intimately connected.

While much progress has been made, U.S. regulators are operating with

Himited resources to implement reforms that apply to very complex markets and

institutions and are essential for the national economic interest. Ultimately, for

these reforms to be succes

ful, regulators must have the necessary resources to
undertake their policymaking, supervisory and enforcement responsibilities.

The Council—which brings together our many different regulatory agencies—
has convened 12 times since Jast years report to share information on key
financial developments, coordinate on regulatory inrplementation, and monitor

s on recommendations from the first annual report. The Courncil finalized
al

progres

a rule outlining the process it will use for determining which nonbank financ

companies will be supervised by the Federal Reserve and subject to enhanced

prudential standards, including resolution planning requirements. As previously

discussed, the Council has also designated an initial set of systemically important

financial market ntilities that will be subject to enhanced riskananagement

standards. It remains focused on both identifying near-term threats and

addressing structural vulnerabilities in the financial system.

Potential Emerging Threats to U.S. Financial Stability
Threats to financial stability, like threats to national security, are always present,
even if they are not always easy to discern in advance. The euro area poses an

obvions risk to U8, financial stability. To date, euro area authorities have been

able to prevent a major dislocation by providing large quantities of liquidity to
their banking systems, and by providing official sector funding on a case-by-
case basis, conditional on fiscal and structural reforms, for nations that have
Jost market access. The nations under stress have taken painful steps to reduce

structural fiscal deficits, and have undertaken some economic liberalization

in an effort to boost growth and competitiveness. Eure area leaders have also
taken actions towards recapitalizing roubled banks. However, the uncertainty

surrounding euro area developments remains high.
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Many argue that the eure area needs a more §

stemewide solution that deepens

financial and fi

gration and completes economic and monetary union,
titutional

Such a solution might include a roadmap to strengthen the i
foundations of the euro, with appropriate governance and incentives, as well as a

credible cris

s-fighting bridge to that future set of arvangements.

Moreover, the challenges surrounding Greece have focused market attention

on the sus ability of countries’ euro membership and the costs of a potential

euro breakup. The establishment of the single currency was a remarkable step

towards greater European unity, and dissolution of the euro would come at

great cost. Specifically, market participants highlight credit visk, legal risk, and

redenomination —the

sk that obligations due in euros will be repaid in an
alternative, less valuable, currency.

ed euro area

L1

The direct net exposures of large TS, banks to the mos

sovereigns arve very small relative to capital, However, a systemic crisis in Europe,

in which contagion and spillover effects spread widely among euro area couniries

and markets. represents a significant risk for U.S, institutions. In addition, asset

price declines due to shocks originating in the euro area would likely have an

adverse impact on the balance sheets of U.S. institutions, as would a generalized

deterioration in market sentiment due to increased European volatility.

While Earope is the principal financial stability risk facing the U.S. financial

tem today, it is not the only source of potential threat. The U.S, recovery has

not yet transitioned from moderate 1o self-sustainable growth. The “fiscal ¢liff”
around year end—including expiration of the tax cuts originally enacted in
2001 and 2003, the expiration of payroll tax cuts and extended unemployment

benefits, and the Budget Control Act-mandated sequester—represents a threat to

the recovery and financial stability i not addressed.

Structural and cyclical weaknesses persist in the housing sector, including the

large number of households with low or negative equity in their homes. As

a
rvesult, the housing market could face increased pressures should there be a
slowdawn in economic growth, Meanwhile, cybersecurity remains a constant area
of concern and potential vulnerability.

Risks could also arise from uncertainty about the vigor of global growth outside
Europe, including in the emerging markess. Authorities in China and a number
of other EMEs lace the challenge of supporting demand and employment ata

n the industrial

time of weakne: zed world while attempting to avoid fuelling

domestic real estate bubbles. Ching

substantial contribution to global growth

and its purchases of advanced economy debt mean that a hard landing there

would have important implications for the U.S. economy.

1t is essential to enhance the resitience of the iinancial system against both the

threats that we can identify today and opes we cannot. Vulnerabilities in the

financial system can be grouped into three broad classes or types: inherent

vahierabilities (features of our financial system that will always make financial

markets and institutions fragile), potential control weaknesses (failures in
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operations, risk management, and governance), and behavioral vulnerabilities
{incentives to take wo much risk}).

One area that merits ongoing scrutiny is the potential interaction between reliance
on short-term wholesale funding (an inherent vulnerability) and incentives to
“reach for yield” {a behavioral valnerability} in a low interest rate environment,

ve dur

for instance, by taking on exce: tion or credit risk or by shortening the
tenor of funding. Some nonbank linaucial companies already rely heavily on

short-term market financing, which could represent a source of instability if

borrowers were to have difficulty rolling over liabilities in a time of stress, For
example, while short-term funding markets were not disrupted by the recent
downgrades of internationally active financial institutions, these events are causing
market participants to reevaluate both concentration and duration of exposures

in these markets. While the use of short-term Habilities to fund long-term assets

is central to financial intermediation, the risks associated with this practice wmust
be carefully managed and subjected to appropriate oversight. Events over the
past year have also highlighted the importance of potential control weaknesses

particularly for concentrated exposures or complex trading st

rategies.

While member agencies of the Council are engaged in implementing the Dodd-
Frank Act, much of the Council’s attention has also been on vulperabilities

ed
in last year's report, the instability of short-term wholesale funding markets is

that require additional focus beyond Dodd-Frank rulemaking. As empha

exacerbated by ongoing structural vulnerabilities in the tri-party repo market and
in the money market fund industry. These vulnerabilities cannot be adeqguately

address:

<t only at the firm level and must be tackled at the system level.

Consistent with the recommendation of the Council last year, the Federal
Reserve has now taken a more direct supervisory approach to pursuing the
ket. Similarly, the SEC continues to
work through policy options for much needed reform of money market funds.

necessary changes to the tri-party repo ma

Section 3 of this report sets out the Council’s 2012 recommendations in these and
other areas.

The Council remains vigilant against potential shocks and vulnerabilities in

financial markets. Regulators cannot eliminate risk nor provide guarantees that

in the event of a major disruption in the euro area or elsewhere, there would
be no impact on U.S. financial stability. However, thanks in part to prog

on

financial reform, the financial system is stronger and better able to absorb

shocks than was the case even a year ago. Moreover, the member agencies of the
Council have important tools to combat contagion and mitigate its effects on our
national economy, and will not hesitate to use these tools should the national

interest require them.
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Annual Report Recommendations

The Dodd-Frank Act requires the Council to make annual recommendations

to: (1) enhauce the integrity, efficiency, competitiveness, and stability of T8,
financial markets; (2) promote market discipline; and (3) maintain investor
confidence. In this section, we discuss the ongoing work of the Council, its
members, and the private sector to address these important mandates and lay out
conerete recommendations.

31 Reforms to Address Structural Vulnerabilities

Reforming Structural Vulnerabilities in Wholesale Short-Term Funding Markels
Stable wholesale short-term funding markets are a critical component of a well-

> markets can

functioning financial system, but if they suffer disvuptions, the

oss financial nstitutions, The Council continues to be

rapidly spread shocks ac
particularly focused on structural vulnerabilities in money market funds (MMFs)

and the tri-party repo market, as follows.

Money Market Funds

The Council continues to support the implementation of structural reforms

to mitigate the run risk in MMFs. Specifically, these reforms are intended to
address the structural features of MMFs that caused a run on prime MMFs and
the freezing of the short-term credit markets after the Reserve Primary Fund was
unable to maintain a stable net asset value {NAV) in September 2008. In 2010,
the SEC adopted MMF reforns designed to make MMF portfolios more resilient
by improving credit quality standards, reducing maturities, and-for the fivst
time—instituting liquidity requirements. The 2010 reforms appear to be working
as designed and meeting the intended goals. However, the SEC’s 2010 reforms
did not address—and were not intended to address—two core characteristics of
MMFs that continue to contribute to their susceptibility to destabilizing runs.
First, MMFs have no mechanism to absorb a sudden loss in the value of a portfolio
security, without threatening the stable $1.00 NAV. Second, there continues to be

a “first mover advantage™ in MMFs, which can fead investors to redeem at the first

indication of any perceived threat to the value or liquidity of the MMF.

SEC Chairman Schapiro recommended two alternative reforms to address these
remaining structural fragitities. They are (1) a mandatory floating NAV, and/

or (2) a capital buffer to absorb losses, possibly combined with a redemption
restriction to reduce the incentive to exit the fund. The Council supports this
effort and recommends that the SEC publish structural reform options for public
comment and ultimately adopt reforms that address MMF5’ susceptibility to runs.

In addition, the OCC issued a proposed rulemaking in April 2012 that would
partially align the requirements for short-term bank common and collective
investment funds (STIFs) with the SEC's revisions to Rule 2a-7 under the
Investment Company Act, In an effort to impose comparahle standards on
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comparable financial activities, the Council further recommends that, where

applicable, its members align regulation of cash management vehicles similar
to MMFs within their regulatory jurisdiction to Hmit the susceptibility of these

vehicles to run risk.

Tri-Party Repo Market
The elimination of most intraday credit exposure and the reform of collateral
practices in the ri-party repo market continues to be an area of intense focus for

ructure Reform Task Force was formed

the Council. The Tri-Party Repo Infras

in Seprember 2009 in response to the financial crisis. Before being disbanded in
February 2012, the Task Ferce accomplished a number of changes in proces
practice that Jaid a foundation for furure risk reduction, including: (1) moving

and

the daily unwind of some repos from 8:30 am. to 3:30 p.m., which shortens the
period of credit exposure; (2) introducing automated collateral substitation; and
(3} introducing three-way trade confirmation functionality. While important,
these changes do not meaningfully reduce reliance on intraday credit from the
clearing banks.

The industry has indicated that elimination of intraday credic associated with
tri-party settlement will be a multi-year effort. The Courncil views this proposed
timeline as unacceptable to achieve timely substantive reductions in risk. The
Council recommends that the industry implement near-term steps to reduce
and an iterative

intraday credit usage within the next 6 o 12 mont} ategy over

six-month increments to continue both to reduce intraday credit substantially

and to implement improvements in risk-management practices across all market
par md industry
participants work together to define standards for collateral management in

ipants. I addition, the Council recommends that regulators

tri=party repo markets, particularly for lenders, such as MMFs, that have legal or
operational restrictions on the instruments that they can hoid.

Customer Protection Standards and Segregation of Customer Assets

Financial intermediaries hold customer assets for a variety of purpos nch as

maintaining cash balances prior to investment and as margin. Intermediaries
are able to increase efficiencies and lower costs for their customers by investing,
and earning a return on, these customer assets. However, appropriate limits

on the ways in which intermediaries can use these

ets, including customer

segregation rules, are a necessary part of strong customer protection standards

that contribute to market integrity and confidence. Customer protection
standards also help ensure the prompt return of assets to customers in the event
af a financial intermediary’s insolvency. Recent developments highlight the
importance of such standards, including protection standards for trading in
foreign markets, that are well-understood by market participants and enforced

by regulators.

The CFTC and SEC recently took a number of actions to maintain strong
standards for customer protection. Specifically, in December 2011, the CFT
es whereby
customer funds may be invested by derivatives clearing organizations and futures

amended its rules to add additional safeguards to the proce:

commission merchants. In addition, in February 2012, the CFTC adopted new
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standards ta protect the collateral posted by customers clearing swaps through

futures commission merchants on derivatives clearing organizations. Further, the

SEC recently reopened the comment period on a 2007 proposal to amend certain

customer protection ril

The Council recommends that regulators continue to take steps to enforce
existing customer protection standards and to enhance such standards going
forward, particularly in light of the reforms to the swaps market introduced by
the Dodd-Frank Act. The Council further recommends that regulators consider
strengthening regulations governing the holding and protection of customer
funds deposited for trading on foreign futures roarkets.

Clearinghouse Risk Management
The Dodd-Frank Act mandates central clearing of standardized swaps to mitigate

risk inherent in bilateral, over-the-counter (OTC) transactions.

the counterparts
Although central clearing decreases counterparty risk, it also increases the
concentration and operational risks presented by a clearinghouse standing
berween the two sides of numerous trans

The Dodd-Frank /
increased concentration risk. For example, the Council is authorized to designate

ct provides various tools that can be used to address this

financial market utilities as systemically important, which subjects such utilities

sed in more detail in Section
6, the Council recently designated a mumber of financial market utilities. The
CFTC and SEC also took actions to further strengthen clearinghouse risk-
management standards. For example, in November 2011, the CFTC adopted

to heightened risk-management standards. As discus;

new risk-management standards for derivatives clearing organizations and

the SEC continues to work to finalize rules on risk-management standards for

clearing agencies.

The Council recommends that regulators continue to seek ways to strengthen the

k-management standards for clearinghouses and to work together to monitor

clearinghouse practices acr

ss their respective jurisdictions to determine industry
best practices that could be followed more broadly.

3.2 Heightened Risk Management and Supervisory Attention

Robust Capital and Liquidity Planning

Capital and liquidity buffers form the most fundamental protection for the
broader financial systerm and the cconomy against unexpected risks or failurves

of risk management at financial instirutions. Consistent with the Council's

2011 report, considerable progress has been made over the past 12 months on
robust capital and Hguidity planning at U.S. financial institutions. In addition
ying out the 2012 Comprehensive Capital Analysis and Review (CCAR)
exercise, the Federal Reserve proposed enhanced prudential standards, inchuding

o can

capital and Bquidity planning requirements, for the largest bank holding
companies and for nonbank financial companies designated by the Council.
Jointly with the FDIC and OCC, the Federal Reserve released supervisory
guidance on stress testing for all banking organizations with total consolidated
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assers over $10 billion in May 2012. In June 2012, the Federal Reserve, FDIC, and
OCC invited public comment on three proposed rules that would implement

in the United States the Basel 11 and other regulatory capital reforms and

the changes required by the Dodd-Frank Act. Concurrently, the agencies also
approved a final rule to implement changes to the market risk capital rule.

The Council recommends continued interagency coordination on regulation o
help ensure enhanced capital planning and robust capital buffers for financial
stitutions, The Gouncil also recommends continued research and development

of stress

methodologies o reflect evolution of the financial markets.

On liquidity planning, supervisors and private sector risk managers should
closely monitor the risks inherent in short-term funding of longer-terny assets.

Although this practice is an essential function of the financial system, institutions

should refrain from over-reliance on wholesale short-term funding where it could
create additional vulnerabilities in extreme but plausible stress scenarios. In
2010, the federal banking agencies, state bank regulators, and the NCUA issued
a policy
importance of cash flow proje

taternent on funding and liquidity risk management that addressed the
SLress (e

tions, divi

ied funding sources ng,

a cushion of liquid assets, and a formal, well-developed contingency funding
plan as primary tools for measuring and managing liquidity risk. In late 2011,
the Federal Reserve proposed a rule to require enhanced risk management of
funding and liquidity risk by U.S. bank holding companies with total consolidated
el 11 iquidity framework

augments these expectations and proposes thresholds for short-term and longer-

assets of $50 billion or more. In addition, the Ba

term funding resilience. The Council recommends that financial institutions take
particular care to construct thelr funding models to be resilient to disruptions in
wholesale short-terms funding markets.

Effective Resolution Plans
Effective resotution plans for the largest financial institutions are important

sory tools to addr of these

supery

the operational and legal complexity
firms on an ongeing basis, as well as fo implement the new orderly liquidation
authority. Last fall, the Federal Reserve Board and the FDIC approved a final rule
that requires bank holding companies with total consolidated assets of $50 billion
or more and nonbank financial companies designated by the Counail to develop,
maintain, and periodicaily submit resolution plans, also known as “living wills.”
The FDIC also issued another rule requiring FDIC-insured depository institutions

with assets of $30 billion or more to file resolution plans. Taken together, these
resolution plan requirements will improve efficiencies, risk management, and
conlingency planning. The Council recommends that firmas use these plans

10 reduce organizational complexity to facilitate orderly resolution under the

bankruptey code.

Boister Resilience to interest Rate Shifts
ile the ongoing environment of low interest rates supports the economic

titutions

Tecovery, it can also pose particular challenges for financial ins

by compressing net interest marging and inducing losses on products with

guaranteed returns, leading such institutions to pursue riskier investment
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strategies in an effort to “reach for yield.” Often, such strategies only show their
negative consequences when a shift occurs in interest rates or credit conditions.
Banking regulators and the NCUA, working with the Federal Financial
Institutions Examination Council (FFIEC), veleased an advisory on Interest
Rate Risk M
on this advisory through the issuance of an FAQ in Januar;

anagement in January 2010 and provided additional clarification
2012. This guidance
ing for: (1) instantaneons and significant changes in the

recoramends stress

level of interest rates; (2) substantial changes in rates over time; (8) changes in
the relationships among key market rates; and (4) changes in the slope and the
shape of the yield curve. The NCUA also issued 2 final rule in January 2012 aimed
at mitigating interest rate risk in credit unions.

The Council recommends that regulatory agencies and private sector risk
managers continue their scrutiny of how potential changes in interest rates could
adve

scly affect the risk profiles of financial firms and recommends using extreme
but plausible interest rate scenarios in stress testing,

Maintain Discipling in Complex Trading Strategies, Underwriting, and New
Financial Products

Events in the past vear, including the publicly announced trading loss at
JPMorgan Chase, demonstrate the importance of robust risk management

when addressing complex trading strategies, ifliquid positions, or concentrated

exposures o areas of heightened risk. Such risk-management practices inchude:

g and clear lines of authority, reporting, and oversight: rigorous and
ongoing validation of models used to design, execute, and control trading
strategies; a formal process for changes to approved models; appropriate risk
timits and metrics; and strong capital buffers, The Council recommends that
financial institutions

enior management establish, and directors approve,
strong risk-management and reporting structures to help ensure that risks are
assessed independently and at appropriately senior levels. The Council further
recommends that institutions establish clear accountability for faitures of

risk management.

While these examples highlight the importance of risk management in
trading strategies, similar dynamics operate in maintaining disciplined credit

underwriting standards and in veiting emerging financial products. Tn its 2011
Report, the Council noted the importance of maintaining discipline in credit

underwriting standards and responding appropriately when theve are signs
that loan terms may allow borrowers to take on excessive risk. The 2011 Report

also highlighted leveraged lending as an area for continued monitoring. While

there was a pull-back in leveraged lending during the crisis, vohumes have since
increased while underwriting practices have deteriorated. In response to these
trends, the federal banking agencies in March 2012 issued for comment revised
and strengthened supervisory guidance to govern leveraged transactions financed
by banks. The Council recommends that oversight of all of these activities
continue to form an ongoing focus of supervisors’ efforts and the Council's

monitoring of the financial system,
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High-Speed Trading

High-speed trading activities, combined with automated mechanisms for the
generation, transmission, and matching of orders, represent technological
developments that require particular attention. Speed and automation confer
important advantages to financial markets. However, potential operational, credit,

transmission, and other require careful monitoring. This is particniarly
true for markets that have limited experience with high-speed and algerithmic

wading or where regulatory circuit breakers are not in place. In its 201 Annual

Report, ihe Council stressed the importance of keeping pace with competitive
The SEC and CFTC have

taken a number of steps to address potential risks, such as facilitating improved

and technological developments in financial market

audit trails for surveillance use by regulatory authorities, and requiring risk
controls that pause or halt trading in securities and futures markets, including a
new “linit up-limit down” for equity securities {described further in Section 6).
For example, in July 2012, the SEC adopted a rule requiring the self-regulatory
organizations (SROs) to develop a plan to create a consolidated audit trail that

would provide for a centralized order tracking system-—capturing customer
and order event information for orders in exchange-listed equities and equity
options, across all markets, from the time of order inception, through routing,
cancellation, modification, or execution. This single tracking system would
enuble regulators to monitor trading that is widely dispersed across a variety of

market centers, The Council supports these efforts by the two Commissions. More

s that accele

generally, the Council recogniz

ation in the speed and automation
of trade execution requires a parallel acceleration in trading risk management
and controls. The Council recommends that the CFTC and SEC consider error
control and risk-management standards for exchanges, clearing firms, and other
market participants that are relevant for a high-speed trading environment.

The Council also recommends that the CFTC and SEC continue to track
developments in current and evelving market structure and analyze the need for

policy responses when appropriate,

issues Related to Cybersecurity
The quickly evolving cyber threat environment requir

strengthening the
ongoing collaboration and coordination among financial regulators and private
entities in the financial sector. The Council recommends continued engagement
by financial regulators with both public and private sector organizations to
identify and respond 1o emerging cyber threats against the financial system.

The development of mechanisms for sharing information refated to cyber
threats and vulnerabilities should continue to be explored. Regulators should
continue to take steps to help ensure that information security standards for
financial institutions arc appropriaic to the current threat environment, and that
examinations assess institutions’ performance against those standards.

3.3  Housing Finance Reforms
Reforms to the Housing Finance System

The U
support over the past several years. Since September 2008, Freddie Mac and

housing finance system has required extraordinary federal government

Fannie Mae (the government-sponsored enterprises, or GSEs) have been in
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conservatorship under FHEA. Even today, nearly four years later, approximately

90 percent of newly issued mortgages carry some form of government support,

and the market continnes to Jack sufficient private capital to back residential

mortgage credit i

During the past yeat, certain member agencies of the Council worked on

a framework for housing reform that facilitates increased private sector
involvement, while protecting consumers from abuses and reducing taxpayer
exposures. In exrly 2012, FHFA released a Strategic Plan for the GSEs to develop

approaches to mortgage finance infrastracture that could support any potential
path towards broader housing reform going forward. The Strategic Plan is
designed to reduce the GSEs” risk profile and to increase incentives for the private
sector to absorb mortgage credit risk through improved pricing and enhanced
arole for the GSEs in mitigating credit

risk sharing. At the same time, it preserv

losses from the legacy book and providing foreclosure alternatives to borrowers

In addition, the CFPB is working toward implementing important Dodd-Frank
Act rules to help ensure that lenders make a reasonable determination, based

on verified information, thata consumer has the ability te repay a loan. Such

provisions can help protect consumers from many of the abuses that led up to the

crisis and can improve transparency and confidence in the mortgage markets,

Member agencies of the Council are also working to promote more efficient
markets for residential mortgage-hacked securities (RMBSs). In particular, the
SEC continues to consider appropriate disclosure rules for RMBSs, forming part
of its Regulation AB, which will provide private market participants with more
ng RMBSs. Enhanced clarity
including securitization of residential

ets under]

trapsparent information about the a

and guidelines for asset-backed securities

mortgage along with

also the goal of work by five Council meraber agenci

the U.S. Department of Housing and Urban Developnient (HUD), on the Dodd-
Frank Act’s risk retention rule.

All of these efforts are important near-term steps to encourage private capital

onethele

to take on additional mortgage credit ris additional certainty

ary about the future of housing finance infrastructure and related policy

nece:
issues to further promote the return of private capital. In particulay, there do
the quality and
consistency of mortgage underwriting. Such standards are necessary to support

not yet exist broadly agreed-upon standards to character

the valuation and liquidity of mortgage-backed instruments, There continue to
be non-uniform foreclosure practices across different states. And there remains
ecuritizer should a loan fail

uncertainty about the legal liability of a mortgage s

to conform to representations and warranties that were made about specific

loan characteristi

Treasury and HUD, in their joint white paper on longer-term housing

finance reform released in February 2011, put forth a range of options for the
government’s role in a privatized system of housing finance. Treasury continues to
evaluate these options and continues to pursue working with Congress on these

issues to support a safer and more robust long-term housing finance s
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The Council recommends continued work to develop a long-term housing
fir
the emphast

¢ reform framework that supports the central role of private capital and

on consumer and inveslor protections in any future howsing finance
1o continue

system. It is critical for the Council members, HUD, and Congres

their work to develop standards and best practices, In addressing these issues,

Council members should be mindful of the important role of housing in the

and household finances and act to balance these

economy, the nascent recovery,
concerns. As the Council members, HUD, and Congress continue their work to

o

tablish a new and lasting system for housing finance, it is critical to address the

weaknesses that became evident in the recent housing crisis.

Mortgage Servicing Standards and Servicer Compensation Reform
The Council continues to focus on the need for national morigage servicing

standards and se

vicer compensation reform to strengthen confidence in the
mortgage market. The lack of clear servicing standards in the period leading up
to the housing crisis led o problems in assisting borrowers to avoid foreclosure,
inappropriate servicing practices, and additional losses for investors,

In early 2011, the federal prodential banking regulators, along with HUD, FHFA,

and Treasury, formed an interagency working group to address the need for

fair, clear, and uniform national servicing standards. This followed an earlier
review by the Federal Reserve, OCC, and FDIC of major servicers that resulted

in supervisory consent orders that are now being implemented by the kargest
mortgage servicers. Also in April 2011, FHFA announced the Servicing Alignment
Initiative for Fannie Mae and Freddie Mac, which produced a consistent set of

om the onset of delinquency. o February

protocols for servicing mortgages f
2012, the federal government (led by the Department of Justice, together with
Treasury and HUD) and 49 states reached a $25 billion settdernent with the

rvicers to address mortgage loan servicing and

nation’s five largest mortgage
foreclosure abuses. The CFPB joined the interagency working group in July 2011,
and in April 2002 provided a public outline of its plans for mortgage servicing
regulations, with formal rules expected to be proposed for comment this summer.

In addition, in September 2011, the Joint Mortgage Servicing Compensation
ion document secking comments

Initiative, Taunched by FHFA, released a discus
on two alternative servicing compensation structures for servicing single-family
mortgages. The current structure of mortgage servicing compensation could
ing capacity and greater

have contributed to an underinvestment in serv
concentration in the mortgage servicing industry. One proposal would establish a
reserve account within the current compensation structure that could be used to

increase servicing capacity in times of stress. The other proposal would create a

new fee-for-service compensation structure to better align incentives and reduce

the capital intensity of mortgage servicing assets.

Mortgage servicing standards can contribute to long-term servicing improvements

for all borrowers and other participants in the mortgage market. The Council
recommends that the FHFA, HUD, CFPB, and the other agencies, as necessary,
develop comprehensive mortgage servicing standards that require consistent

and transparent processes for consumers and promote efficient alternatives to
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foreclosure where appropriate. In addition, the Council recommends continued
efforts to implement compensation structures that align the incentives of
mortgage servicing with those of borrowers and other participants in the
l]l(?l‘(g&g{‘ market.

3.4  Progress on implementation and Coordination of Financial Reform

The Dodd-Frank Act

In the two years since the Dodd-Frank Act became law, members of the Council
and their agencies have proposed and finalized a substantial number of rules
implementing provisions of the Act, and they continue to work on additional rules
in a coordinated manner. The reforms in the Dodd-Frank Act strengthen the

it

community to addi

T nece of the financial system and provide a clear agenda for the regulatory

As described

valnerabilities exposed in the recent crisi
in Section 6, the Dodd-Frank Act establishes new protections for financial
consumers and investors. It improves financial markets through designation of
and enhanced risk-management standards for systemically important financial
market utilities. It provides for private fund adviser registration and reporting
and imposes constraings on risk as well as transparency requirements for
derivatives markets. In conjunction with international agreements on consistent
global prudential standards, the Dodd-Frank Act will require financial firms to
operate with Jarger capital and liquidity buffers and better risk controls, and it
and the

requires firms 1o submit resolution plans to the FDIC, Federal Reser:
Council. Finally, the Dodd-Frank Act provides important new authority to resolve
a large, complex financial institution in an orderly manner.

Finalizing the rulemakings under the Dodd-Frank Act and implementing the
required changes effectively will require close coordination among the regulatory

community and open dialogue with the public and industry. To meet the

challenges of des

igning and enforcing these new rules, the resources dedicated
1o financial oversight must increase, Regulatory agencies must have sufficient
resources to attract and retain talented individuals, acquire needed data, develop
the requisite analytic capabilities, and invest in systems to monitor market activity
and enforce the new rules. The Council recommends complete and expeditious
ank Act, along with the provision of the resources

implementation of the Dodd-F
needed to accomplish this essential task.

International Coordination
In its 2011 Annual Report, the Council stressed the importance of international

financial regulatory coordination. Financial markets are global in scope, while

regulation proceeds at the national level. To promote a level global playing field

and to diminish the risk of having capital flow to the jurisdiction with the least
restrictive regulatory regime, it is essential to have internationally strong and
consistent regulations that form a coherent and effective whole, while allowing an
appropriate degree of autonomy for individual countries to accommodate their
own particular needs. It is particularly important for international regulators to
consistently apply strong, well-calibrated standards for the critical aveas of capital,

liquidity, derivatives, central clearing, and failure resolution.
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Considerable progress has been made over the past year on coordinating
regulatory principles internationally. National regulators continue to implement
the Basel IH srandards; and in June 2012, the Federal Reserve, OCC, and FDIC
Jointly issued the finalized market risk capital rules, as well as three notices of
proposed rulemaking (NPR), that would replace the agencies’ current capital
requirements with requirements consistent with aspects of Basel If, Basel 2.5
and Basel HI The vanslaton of these international agreements to domestic
regulation is a key step in the regulatory reform efforts and is critical for

s and the financial

enhancing the re

liency of reguiated financial iv
system more generally.

Furthermore, the Basel Committee established the assessment methodology and
ally important banks (G-SIB)
in Noversber 2011 to enhance their loss absorbency capacity

a capital surcharge framework for globally systemis

and reduce the

probability of their failure. This methodology comprises five broad categories

of size, interconnectedness, lack of readily available substitutes for the services

jurisdictional) activity,

provided, global {cros
month, the Financiaf Stability Board (FSB} issued the Key Attributes of Effective
Resolution Regimes for Financial Institutions, which was endorsed by the G-20

and complexity. In the same

leaders and is intended to provide international standards for national recovery

ically, it addre

and resolution planning regimes, Spe es the "too-big-to-fail”
problem by making it possible 1o resolve any financial institution in an orderly

manner without exposing the taxpayer to the risk of lo:

In addition, the final version of the Principles for Financial Market
Infrastructures (PFMI), is
Systems {CPSS) and the International Organization of Securities Commissions

ued by the Commitiee on Payment and Settlement

(10SCO), was published in April 2012. The PFMI covers payments systems,
central counterparties, sceurities settlernent systems, and other financial

wilities, and provides an updated set of international standards on issues such

as governance, risk management, financial resources, liquidity, and operational
robustiess

These principles are especially important as the international

community moves to implement the G-20 commiument to central clearing and
reporting of OTC deriv
Insurance Supervisors updated the Insurance Core Principles in October of

tives. In insurance, the International Association of

last year. These principles provide a global framework for the supervision and
regulation of the insurance sector.

The Council recommends continued international coordination of Basel HI
implementation. with an aim towards consistent and rigorous definitions of

apital and risk weights across countries. The Gouncil also vecommends the
continued development of international standards and national implementation
for margin, ceniral clearing, and reporting of OTC derivatives; and that
supervision and regulation of financial market utilities (FMUs) embody the
principles articulated in the PEMI. In addition, the Council recommends
continued efforts to develop strong and internationally consistent procedures
for the supervision and regulation of global systemically important financial
institutions, including appropriate capital and liquidity requirements and
internationally accepted resolution regimes for such institutions. The Council
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strongly encourages international implementation and enhanced international
coordination among home and host jurisdictions regarding recovery and
resolution planning.

Data Resources and Analyll
The Council recommends that improvement in data standards should be a

Y

high priority for financial firms as part of their risk-management process and
for the regutatory community—unot just in the United States but globally. The
development of the Legal Entity Identifier is a valuable first step, one that will

help to identily precisely the parties o particular financial transactions. Tt
will also enable a more accurate and consistent understanding of legal entity

hierarchies, which is essential for effective counterparty risk management. The

Council recommends that the Office of Financial Research (QOFR) continue to
work with the membe

ary, data

grencies to promote and establish, where nece
standards for identification of legal entities, financial products, and transactions,
and to improve the access to and aggregation of data by the regulators. Finally,
the Council recommends that cross-border exchange of supervisory data among
supervisors and regulators continue to be facilitated in a manner that safeguards
ide

the confidentiality and privilege of such information, in order to help pro
comprehensive oversight of financial institutions with a global reach and lmprove
coordination on financial stability.
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41 U.S. Economic Activity

The economic recovery that began in the second
half of 2009 condinued in 2011 and early 2012,
Nonetheless, the pace of activity and employment
growth vemained quite modest compared with previows
economic expansions, as a wmber of factors have
continued lo weigh on growth in spending and
production. These factors include a deprressed housing
effects of the fiscal and financial
difficultics in Ewrope, continued fiscal retrenchment

market, the spillov

of state and local governments within the United
States, wncertainty abowt the federal budget and
reluted policies, and less credit availability for many
howseholds and small businesses compared to frre-

Crisis narms.

411 Real Gross Domestic Product

Economic growth continued at a modest to
moderate pace in 2011 and early 2012. Real
GDP increased less than 1 percent at an annual
rate in the first half of 2011, as econemic
activity was held down by temporary factors,
part

Tarly supply chain disruptions stemming
[rom a major earthquake and tsunami in Japan
and the damping effect of a sharp run-up in
energy and commodity prices on consumer
spending (Chart 4.1.1). Growth picked up in
the second half of the year to an annual rate

of nearly 2.5 percent, as the effects of these
temporary factors waned. Real GDP expanded
atan annual rate of L9 percent in the first
quarter of 2012, and available indicators suggest
a continued moderate pace of growth in the
second quarter.
hampering growth are a depressed housing
pillover effects of the fiscal and

Among the factors that are

market, the

financial difficulies in Europe, continned fiscal
retrenchment of state and local governments
within the United States, uncertainty about

U.S. federal budget and policy, and credit
availability that is significantly tighter relative
10 pre-crisis norms for many households and
small busines.
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Chart4.1.1  Change in Real Gross Domestic Product
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Chari4.1.2  Change in Real Personal Consumption Expenditures
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Cor ion and 1
Real personat consumption expenditures (PCE
increased 1.6 percent in 2011 (Q4/Q4) and 2.5
percent (annualized rate) in the firse quarter
of this year (Chart 4.1.2). Real disposable
income rose more modestly, held down by the

weak labor market. The weak pace of income
growth over 2011 and early 2012, combined
with increases in consumer outlays, brought the
personal saving rate down from 5.2 percentin
Tate 2010 to 3.7 percent in the first quarter of
2012 (Chart 4.1.3).

In additon to the weak gains in income, a
number of other factors also restrained the pace
of improvement in consumer expenditures,
Household wealth (relative to income) remains
well below the elevated Jevels that prevailed

in the mid-2000s, when itwas supported by
house prices

and household equity holdings.
, unde)

Similar’

andards remain tight

rwriting s

for many potential borrowers—particularly

for mortgage credit, which continues to weigh

down hous

ng demand and refinancing activity
despite historically low interest rates. In part,

these factors have been reflected in readings on
consumer sentiment, which remain low relative

to levels before the financial cris

s, despite
having retraced much of the decline that
occurred in the summer of 2011 as difficalties
in Europe flaved and the debate over the U.S.
debt ceiling became heated.

The housing market remains strained. In 2011,
sting home s remained

both new and ex al

near the low levels that have prevailed, on

average, since 2008, Residential construction
activity and housing starts remained tepid,
especially for single-family homes, given weak
demand, the abundant stock of vacant homes,
and low housing prices (Chart 4.1.4). However,
recent indicators have been somewhat more

encouraging. Home prices have begun to

stabilize, with some measures showing an uptick
in early 2012, In addition, multifamily housing
starts have been trending upward since earty

2010, albeit from low levels.
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Business Fixed Investment

Real husiness fixed investment (BFI) posted
a solid ins
2 Q4/0Q4 basi

stower so far in 2012, and BFI as a share of GDP

in 2011, rising 8.1 percent on
However, growth has been

remains considerably below its pre-recession
Tevel. Much of the deceleration in BFI this year
has been in expenditures on equipment and
software (E&S}, which rose at an annual rate of
just 3.3 percent in the first quarter afier vising
9.6 percent {Q4/Q4) in 2011; this step-down

in E&S investment mmay be related in part to

renewed concerns among businesses about

the global economic and financial situation.
Meanwhile, investment in nonresidential
structures has increased somewhat, on net,

in recent quarters after a period of very steep
declines, but conditions in the sector remain
difficult vacancy rates for commercial space are
still high, prices of existing structures are low,
and financing conditions for builders are still

tght despite some signs of recent easir

Government Purchases

Real government expenditures at the federal,
state, and local level continue to contract. Real
state and local government purchases fell by
2.5 percent on a Q4/Q4 basis in 2011 due 0
ongoing budgetary pressures, continuing the
pattern seen since the onset of the recession

and financial crisis. Real federal government

purchases fell throughout 2011 and early 2012
following the withdrawal of the fiscal stimulus

provided during the crisis and large declines
in federal defense spending in 2011:Q4 and

202:QL.

Imports and Exports

Real exports of goods and services rose 4.7
percent over 2011, boosted by continued growth
in overall foreign economic activity. The
increase in export demand was concentrated

in the emerging market economies {(EMEs}),
while exports to the euro area declined toward
the end of the year. As U.S. economic activity
grew modestly in 2011, real imports of goods
and services rose by 3.6 percent. Altogether, the
contribution of net exports to growth in real

Macroeconomic Environment
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Chart4.1.5  Net Change in Payrolt Employment
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GDP was essentially zero last year and in the
first quarter of this year.

412  The Labor Market

The labor market strengthened over the course
of 2011 and the first several months of 2012
Nonetheless, the improvement in employment
and other labor market indicators since the end
of the recession has been modest, and the labor
market has a considerable distance to go before
returning to the conditions that prevailed prior

to the recession aud financial ¢

Nonfarm payroll employment increased at an
average monthly rate of 153,000 jobs in 2011
{Chart 4.1.5). The private sector added an
average of 1

5,000 jobs monthly last year, while
government payrolls dropped at an average

rate of 22,000 per month (mostly at state and
local governments). During the first half of
2012, private payrolls advanced about 159,000
per month, just below the average pace in 2011,
and the pace of job loss at governments has
moderated somewhat. Overall through June
2012, the level of payroll employment remains
about five million below its peak in January 2008,

The unemployment rate has declined
significantly, from its peak of 10 percent in
October 2009 to 8.2 percent in June 2012,
although it remains far above levels that
prevailed prior to the recession (Chart 4.1.6).
Some of this decline in the unemployment
rate is attributable to reduced labor force
participation (Chart 4.1.7). While part of the
reduction in participation reflec

s demographic
shifts associated with an aging baby boomer
population, the weak economy has played an
important role by discouraging many workers
from continuing to search for positions. In
addition, long—durzltionjobktssness continues o
account for an especially large share of the total.
In June 2012, 5.2 million persons among those
counted as unemployed—about 42 percent of
the total—had been out of work for more than
six months (Chart 4.1.8). The number of workers
employed part-time for economic reasons has
fallen somewhat over the past year, though it
remains high by historical norms,



4.2  Private Nonfinancial Balance Sheets
and Credit Flows

421 Nonfinancial Corporate Sector

The ratio of debt to net worth in the nenfinancial
corporale seclor, which had spiked duwring the
downturn, continued lo decline in 2011. Credit
Slows lo this sector have remained velatively sirong,
with robust bond issuance and an increased puce of
Credit
quadity indicators remain solid, with low delinquency

lending from bank and nonbank companies.

and defanll rates.

Nonfinancial corporate balance sheets

deteriorated significantly during the vecession,
with measures of balance sheet leverage reaching
historical highs. Corporate balance sheets
improved markedly in 2010 and a bit more in
2011, The ratio of debt to net worth in this sector
is now in lne with its average level over the past
20 years (Chart 4.2.1). Profits at nonfinancial
corporations increased sharply in 2010 and
remained high in 2011, driving equity market
values for nonfinandial corporations back to
near pre-crisis levels and allowing nonfinancial
corporations to boost capital through

retained earnings. Tn particutar, nonfinancial
corporations have accurnulated a substantial
buffer stock of fiquid assets (Chart 4.2.2).

This improvement in corporate profits
and credit quality supported high levels of
borrowing by nonfinancial corporate fivms,

In bond markets, which comprise the largest
source of credit to the corporate sector, gross

issnance by nw

stinent grade nonfinancial firms
has been very strong (Chart 4.2.3), although
issiing firms appear to have mainly used these
bonds to refinance existing debt, Issuance of
high-yield bonds dropped in the second half

of 2011, but the pace of issuance through May
2012 remained above the 2001-2012 average
anmual pace. Corporate bond spreads widened

during fall of 2011 as investors became more

cautious in the wake of the U.S. debt ceiling
talks in August 2011 and developments

in European markets (Chart 4.2.4). As of
July 6, 2012 corporate spreads still remained
elevated relative to early 2011, The amount of
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Chart4.2.3  Bond issuance by Nonfinancial Firms
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Chart4.2.5 Bank Business Lending Standards and Demand

Net Percent £nd Date: 2012 01 Net Percent

100 100
Reporting Stronger
Desnand from Large and
Madium-Sized Firms
50 50
9 [
50 50
Kt - 100

(0 = .
2000 2002 2004 2006 2008 2010 22012

Source; $LOOS Note: Gray bars signify NBER recessions.

2012 FSOC // Annual Repart

commercial paper issued by businesses edged
ver the past
y stable cost of issuance.

up only slightly ¢

ar despite

relativ

The net amount of Joans to the nonfinancial
corporate sector, which includes loans from
bank and nonbank sources, rose at an annual
rate of $132 billion in 2011, with the same
pace of growth contimiing in the first quarter
of 2012, Bank lending to commercial and
industrial ({C&T1) borrowers continued to rise
between fune 2011 and April 2012, reaching
$1.4 trillion. While the bulk of this in
been organic, charter conversions by thrifts
ector by
about $16 billion over this period. Over the

e has

boosted C&I loans in the banking

same period, respondents to the Senior Lean
Officer Opinion Survey (SLOOS) generatly
continued to report less stringent underwriting
standards and Jower spreads on C&I loans o
large and medium-sized firms (Chart 4.2.5).

Available indicators of credit quality remain
solid: the default rate on nonfinancial
corporate bonds is at a fow level by historical
standards {Chart 4.2.6); C&I lean delinquency
rates continued to decline through the first
quarter of 2012 (Chart 4.2.7); and expected
ar-ahead default rates for nonfinancial
KMV maodel

fivms as me:

sured by Mood

remain steady.

4.2.2  Commercial Real Estate Sector
Financing conditions in the commercial weal estate
sector remain strained following a long peviod o

banks repe tighter underwriting Is
and subdued commercial mortgage-backed security

{CMBS) issuance,

In contrast to the relatively sanguine credit
conditions for corporate borrowers, financial
conditions in the commercial real estate
(CRE) sector remain strained amid weak
underlying economic fundamentals and tight

underwriting standards by banks. Prices for
some segments of commercial properties
have remained at Jow levels, and vacancy and

delinquency rates continue to be elevated.

After a sustained period of tightening, recent



SLOOS data show that lenders have generally
refrained from further tightening standards
on CRE loans. At the same time, moderate
fractions of respondents indicated stronger
demand for CRE loans in recent quarters.
Consistent with these results, the decline

in CRE loans on banks’ balance sheets has
slowed over the past year. Nonetheless, credit
conditions for CRE remain tight by historical

standards. o particular, respondents o a
special question in the July 2011 SLOOS
reported that CRE standards were at or near
their steictest levels since 2005, and the survey
results have shown little change in standards,
on net, since July 2011,

is issuance of

After relatively strong post-cri
CMBS in the first half of 2011, the amount of
new CMBS issuance has been more subdued
recently, and issuance in earty 2012 was shightly
hielow the pace set in the first hall of 2011
{Chart 4.2.8). CMBS delinquency rates and
spreads remained high as borrowers struggled
1o refinance much of the approximately $38

ar Joans that were

billion in mataring five-y
originated at the peak of CRE prices in 2007,

423 Noncorporate Business Sector

Small business lending remains subdued, in part
becase of the ongoing low real estale prices that
have reduced the value of potential collaieral for
small business loans. There are same signs, however,
that cvedit conditions for small business are
gradually improving.

Net worth in the noncorperate sector, which

is composed primarily of small businesses, fell
sharply during the downturn but furned up in
2010 and grew a bit more in 2011, Real estate
comprises a large share of the assets held by the
noncorporate sector {Chart 4.2.9), so changes
in real estate values tend to have a very large

impact on small business balance sheets. The

value of real estate assets fell 12 percent in the
noncorporate sector from 2007 to 2009, leading
10 a significant increase in the ratio of debt 1o
net worth {Chart 4.2,10}.
some in 2010 and 2011, as net worth improved

his ratio recovered
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Chart4.28 Noncorporate Assets

Share of Totat Assets Share of Tolst Assets

End Date: 2012 Q1

a0
1980 1894 1908 2002 2008 2010

Source: Flow of Funds, Haver Analytics

Chart4.2.10 Noncorporate Credit Market Debt to Net Worth

Percent End Date: 2012 Q1 Percent
70— = T

- — 30
2000 2002 2004 2008 2008 2010 2012

Note: Gray bars sigrify

Source: Flow of Funds, Haver Analylics NBER recessions,

Chart 4211 Net ing by i i ate
Businesses
Giffions of US$ End Date: 2012 Q1 Bitfons of USS

400 ¢ 400

200 200

460 :
2000 2002 2004 2006 2008 2010 2012
Note: Seasonally adjusted,

Source: Flow of Funds, Haver Analytics annual rate.

2012 FSOG // Annual Report

and debt contracted slightly, but it remains well

above pre-recession levels.

Small businesses generally have access to a

narrower range of financing options than
corporations and thus depend more on bank

loans, frequently secured by real estate. Since

the beginning of the financial crisis, lower
real estate collateral values and strains in
the banking sector have constrained credit

availability for many small businesses. However,

there are signs that credit conditions for

small businesses ave gradually improving.

Net borrowing by nonfinancial noncorporate
businesses turned positive in the second half
of 2011, after declining substantially during
{Chart 4.2.11). Furthermore, after a
sustained period of tightening of standards and

the crisis

terms on loans to small busine:

sses, respondents
to the SLOOS noted some easing on loan

standards and spreads in recent quarters (Chart

4.2.12). In addition, since the beginning of
2012, the fraction of banks reporting stronger
demand for C&I loans from small businesses
has cdged up. While the stock of small loans to
businesses on bank balance sheets at the end

of last year was more than 15 percent below its
peak before the crisis, these loans ticked up in
the fourth quarter of 2011, registering their first
increase since 2008, and continued to inc

in the first quarter of 2012,

Business lending by credit unions, which
predominantly lend to small businesses,
increased by 6 percentin 2011 to reach nearly
$16.5 billion. Similar improvements in credit
conditions are evident in the small business
surveys conducted by the National Federation
of Independent Business. The fraction of firms
reporting that credit had become more difficul

o obtain declined through the f
2012 (Chart 4.2.13),

t quarter of

Notwithstanding these improvements, the
fraction of firms reporting difficulty obtaining
credit remains elevated refative to the pre-crisis
period. Owners of new businesses, who might
have tapped into the equity in their homes

or used their homes as collateral for small



business loans, have found conditions especially
challenging in recent years. In addition,
business receivables at finance companies, an
important source of small business financing,
continued to decline through February 2012
and were down nearly 30 percent from their
peak in July 2008.

4.2.4  Household Sector

Howsehold net worth improved slightly, en net, from
the end of 2010 to the first quarter of 2012, The
fraction of houschold income needed to cover debt
service payments decreased further, though morigage-
related debl remains high velative lo home values.
Consumer credit has grown sieadily, mosily owing lo

7

an ion in non ing credit, inch

g a
significant increase in the mmownt of student loans to
Jinance higher education,

Aggregate household net worth rose almost
$1 tritlion in 2011 to $60.0 wrillion (nominal)
82.8
willion in 2012:Q1, This large increase in

in 2011:04, then jumped an additional

household net worth in the fivst quarter
primarily reflected gaing on corporate eguity
{directly and indirectly held), although gains on
real estate assets and net saving also contributed
e in net worth {Chart 4.2.14).

As discussed earlier, bome prices continued to
decline in 2011 but appear to have stabilized,
and some measures of home prices have shown

ta this increas

upticks recentdy. Owners’ equity in housing has
remained near a record low of approximately
40 percent since mid-2008 through March
2012, roughly 20 percentage points lower than
its average over 1990 to 2005 (Chart 4.2.15).
All told, the ratio of household net worth o
disposable personal income is now around

its postWWII average level, although it is far
below the level reached in 2007, However, not

all houscholds bav

experienced a significant
improvement in their balance sheet positions.
For example, lower-income households with
smaller exposures to the stock market have not
benefitted much from the recovery in equity
prices over the past several years.

Houschold debt outstanding, about three-
quarters of which is accounted for by home
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Chart 4.2.15 Share of Owners’ Equity in Household Real Estate
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morigages, declined further in 2011, This
e, efforts
by households to pay down their existing
debt, 3
originations. It also reflects the effects of

decline represented, to some degre

well as a low volume of new mortgage

foreclosures and “short sales,” which have,

in the aggregate, reduced mortgage debt on
household balance sheets. Moreover, access
to residential mortgages remains constrained
by tight underwriting standards, discussed
further in Section 5.1.4. Deleveraging by
households, along with low interest rates,

jous government tas

and transfer programs,
and rising employment and income, have
helped households manage their monthly

debt burdens. The household debt service
ratio—the fraction of disposable income
needed to cover household debt payments—
continued to fall last year (Chart 4.2.16). The
financial obligations ratio, which measures a
household’s burden from a broader measure
of commitments, including rent payments and
homeowners' insurance, also moved down last
year for homeowners (Chart 4.2.17).

As of the first quarter of 2012, non-mortgage
consumer credit outstanding increased nearly
5 percent from a year earlier to $2.5 trillion,
Most of this increase in consumer borrowing
is in non-revolving credit (Chart 4.2.18), which

a

counts for nearly two-thirds of total consumer
credit as of the first quarter in 2012, Among
non-revolving credit, student and auto loans
have been the fastest-growing categories, with
new student loans primarily originated by the
federal government.

Growth in revolving credit, on the other hand,
has continued to be weak, even contracting
recently after posting gains in the fourth
quarter of 2011. The reduction in revolving
credit is in part driven by the fact that all but
“super prime” borrowers continue to face
tight underwriting standards for credit cards
as lenders pursue higher-quality borrowers.
While the credit card limits for super prime
borrowers with credit scores greater than 750
have been increasing since 2011, limits for
“prime” borrowers with credit scores between



650 and 749 picked up only slighty. In contrast,
credit card Himits for “subprime” borrowers

with credit scores less than 650 continued

to edge down until the end of 2011 (Chart
4.2.19). Data on credit card solicitations show
a similar preference by banks toward higher
quality borrawers.

Delinquency rates for consumer credit remain
tow. Student loan delinquencies and defaults
are above pre-crisis level, but are below the
peaks seen during the reces

sion. Relatively low
delinquency rates for revolving creditand auto
loans likely reflect, in part, the composition
shift toward higher-quality borrowers. In
particular, the increases in delinquency rates
on credit card and auto loans during the

crisis were largely driven by a sharp rise in the
delinquency rate of subprime borrowers, which
remains significantly above historical levels
{Chart 4.2.20). In contrast, the delinquency
rates on credit card and auto oans to super
prime and prime consumers were more stable
through the crisis and are currently at their
historical averages.

At the same time, demand for credit by most
constuners continues to be modest refative to
the pre-crisis period as households continue
to recalibrate their balance sheets in the wake
of la:

ge wealth

s during the crisis, tepid
gains in Iabor markets, moderate economic
growth, and economic uncertainties. Only a
small fraction of respondents to the SLOOS,
on net, veport stronger demand for credit

by consumers, Looking across the credit
spectrum, credit applications increased
slightly over the past year but, through the first
quarter of 2012, remained largely subdued
relative to the pre-crisis period (Chart 4.2.21).

43  Government Sectors

Goversment finances in the United States

deterioraled sharply during the recession, as
prublic: sector borrowing largely replaced private
borrowing in credit markets (Chart 4.3.1). So fur,
global financial markets have been able to abserh

the substantial increase in U.S. federal debt, but
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Chart 4.2.18 Nonmortgage Consumer Credit Fiows
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Chart4.2.21 Applications for Gredit concerns about the prospects for meaningful deficit

reduction in coming years persist.
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reflects the usual cyclical response of revenues
and spending to a weak economy, as well as the
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recession and aid the recovery.

Chart4.3.1  Net Debt Outstanding as a Percent of GDP
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the effectiveness, stability, and predicrability
of American policymaking and political
institutions had weakened at a time of fiscal
and economic challenges. (See Box A: Impacts
of Downgrade of U.S. Treasury Securities.)

Moody's and Fitch have T1.S. sovereign debt
on negative outlook. These rating actions do
not appear to have affected the demand for
Treasury securities, as market patticipants
continue to purchase U.S. debt for its relative

afety and liquidity. Bid-to-cover ratios at

Treasury security auctions remain at the top

end of historical ranges, and indicators of
foreign participation have remained on trend

with recent years.

Despite the sizable increase in public debt
outstanding, net intervest costs amounted to
only about 1.5 percent of GDP in recent years,
consistent with trends of the past decade but
lower than average values during the 1990s
of about 3 percent of GDP (Chart 4.3.4). This
decline reflects the fact the interest rates
have fallen to historically low levels even as
debt outstanding has increased. The average
maturity of public debt outstanding has

risen sharply since late 2008 and is above its
30-year average.

4.3.2  State and Local Governments

State and local budgets were strained during
the recession, and municipalities continue

to struggle to repair their fiscal positions.

From the middle of 2008 to April 2012, these
governments cut roughly 650,000 jobs {more
than 3 percent of their workforces) and
wrimmed other operating expenditures to satisfy
balanced budget requirements. They have also
reduced capital expenditures, which, in real

terms, have fallen to their Towest levels since the
late 1990s. In part because of the weakness in
capital spending, state and local borrowing has
decelerated noticeably since the onset of the
recession, and posted a small decline in 2011

and in the first quarter of 2012 (Chart 4.3.5).

State and local government tax revenues, in

agg
2010 afier declining in the aftermath of the

ate, began to register mild growth in
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Chart4.3.3 Federal Debt Held by the Public
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Chart4.3.6 Change in State Tax Revenue
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financiat ¢ (Chart 4.3.6). Much of the
improvement has been at the state fevel, where
personal income tax receipts in particular
have picked up as the economic recovery has
proceeded. In contrast, tax collections at

the local level have exhibited essentially no
growth over the past two years, mainly because
property tax collections, which account for
roughly three-fourths of local tax revenues,
have been depressed by the downturn in home
prices and a reluctance to raise {ax rares at a
time when real incomes of constituents are
sure {Chart 4.3.7).

under pre:

Overall, the resources available to state and
local governments to finance their spending
remain tight. The sector’s tax revenues are
only slightly higher than they were in 2008,
The federal stimulus grants provided under
the American Recovery and Reinvestment Act
of 2009 have largely wound down, and other
initiatives (e.g., the Build America Bonds
program) have expired. Many states have cut
back on assistance 1o their localities in order to
shore up their own budgets. Finally, balances
in reserve funds, which provide an important
tress, have

safety valve in times of budgetary
been depleted in many cases.

As a result of these budgetary issues, net credit
flows to state and local governments have been
mixed over the past year. While the amount

of revenue bonds issued continues to exceed
the amount of general obligation bonds, the
share of general obligation bonds among the
o substantially in 2012
(Chart 4.3.8). Net issuance of municipal bonds
has been slow as of Jate, in part reflecting the

toral issuance incre

weakness in infrastracture investment and
ratings downgrades by Moody's over the past
12 months, which have subs

stantially outpaced

upgrades. At the same time, the cost of

municipal bonds—as measured by the yietd
ratio to similar maturity Treasury securities—
bas risen, with investors demanding higher

returns from issuers facing fiscal challenges
{Chart 4.3.9). The issuance of Variable Rate
Demand Obligations (VRDOs), an important

source of funding for municipalities, has
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also been declining since the financial crisis Chart43.9  Municipal Tax-Exempt Bond Yield Ratios
{Chart 4.3.10). A primary reason is the gradual

retraction of Exnropean banks from providing Z:‘ge " End Date: G4 2012 Pe;eﬂm
liquidity to this market. 240 : 240
220 ; 220
Budget trajectories will remain challenged 200 200
in coming years, as many state and local 180 180
governments will need to increase their 160 80
contributions to their employee pension funds, et 140
both to rebuild assets after experiencing = 20
e . . 100 100
significant financial losses and to address % 5
chronic underfunding during the past 50
decade. In addition, many governments are Febi07  Feb:i08  Feb08  Febitd  Febitl Febi12
not setting aside money to fund their ongoing Source: Bloomberg N"‘;’Qﬁ:’;‘:;‘;‘éso:’:‘i?gﬁ;’;:?&fﬂx‘-‘x}zﬁ

obligations to provide health care to their

retired employees, Unfunded liabilities remain

substantial. Estimates of aggregate unfunded

pension liabilities span a wide range, in part Chart 4.3.10 ARS and VROO Funding of Long-Term Muni Bands

because of differences in how labilities are

valued, but may be in the range of §2 trillion Pi(:em End Date: 2012 Q1 Pemi'g
to $3 trillion. (For an additional discussion !
of accounting issues related to state and local j]
pension funds, see Section 5.3.5.) Estimates 0 i B
for the cost of providing retiree health benefits f
are subject to even greater uncertainty, in part 20 12
because of the difficulty of projecting health ;
care costs decades into the future, but one 1 ; 0
estimate put the states’ collective unfunded
liability as of 2010 at over $625 billion. Auction Rate Securities (ARS)
02000 2002 2004 2006 2008 2010 26120

4.4 External Environment Note: Maturiy at issuarice

Source: Thomson Reuters greater than 13 months.

Quiside of the United States, both realized and
prospective growth rates have been mixed over the past
sear, The primary financial stability focus has been on
the developments in Europe. Despite ongoing efforts

by Ewropean authorities lo contain the crisis, debt

sustainability concerns, fiscal comsolidation efforis,

bank deleveraging, and funding markel stresses on
banks and sovereigns continue to weigh on Furopean
growlth prospects. Outside of the ewro area, foreign
growth picked wp in 2012:Q)1, with lower growth

i the euro area and China parily offset by more
positive developments in other regions. The tone of the
incerming data in 2012:02 is decidedly weaker.

441  Advanced Foreign Economies
In the aggregate, the advanced economies

maintained positive growth through 2011 and

tacroeconamic Environment
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Chart4.4.1  Real GDP Growth
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early 2012 (Chart 4.4.1). The growth rates

across advanced cconomies reflect a mix of

more positive outcomes in the United States

and Japan, among others, and the challenges
within European countries in managing fiscal
problems, bank funding stress and deleveraging,

S
and structural change (Chart 4.4.2),

Eurg Area Economic Conditions and
Policy initiatives
Over the last 12 months, the euro area

sovereign debt erisis intensified as concerns
about the sustainability of public finances and
the robustness of banks in some countries
soared. Some European financial institutions

faced reduced acc

to funds, reflecting in

part their large exposures to stress

ed sovereigns
as well as their reliance on wholesale funding
markets, including short-term dollar funding
provided by money market funds, European
leaders recognize the need to deepen their
economic and monetary union, as exemplified

by the new fiscal compact treaty signed by most

in March

European Union (EU) membe
2012 and by the proposal to establish a single
European banking supervisor put forth in June

2012, Work continues on elaborating a system-

wide solution capable of commanding both
political and market support.

The euro area ecanomies experienced a
widespread slowing of economic activity due

to the intensification of the crisis, the effects

of banking problems and the refated bank
deleveraging on lending to the real economy,
and the impact of fiscal consolidation efforts.
Despite various measures implemented by the
European authorities to combat the crisis,
discussed below, the euro area GDP contracted
by 1.2 percent {annual rate) in the fourth
quarter of 2011, and the GDP growth rate

for the first quarier of 2012 was ncar zevo.
Similarly, labor market conditions deteriorated
further, as the unemployment rate reached
111 percent in May 2012, the highest level
since 1995,

Growth prospects in the euro area differ across
countries {Chart 4.4.3). Germany, France, and
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Treland continue o grow, although at a more
subdued pace, while lta

Spain. Portugal.
and Greece are projected to contract, with

upemployment rates rising substantially.
Vulnerable European countries continue to
face important challenges as they strive to
improve fiscal positions, strengthen vulnerable
banks, and carry out structural reforms to
improve their long-term growth outlook, even
as short-term growth is weak or pegative. The
stresses in the sovereign debt markets of euro

area countries are discussed in greater detail

in Section 5.1,

European authorities responded 1o these
developments with a number of policy
measures. In respouse to Greece's plunging

output and challeny al targets,
EU and IMF ofl

and private creditors finalized an enhanced

meeting fis

als, the Greek government,

cue package in Fehbroary 2012, This package
included a more ambitious private-sector debt
exchange involving a significant principal
write-down, together with additional official
financing throngh early 2016. (See Box B:
Greek Sovereign Debt Restructuring.)

Additionally, European authorities took actions

to improve the fiscal governauce in the region

and to enhance their ability to provide financial

SUPPOrt to euro area countries under s
EU members, excluding the United Kingdom
al

res

and the Czech Republic, signed a new fi
compact treaty designed to strengthen fis
rules, enhance sarveillance, and improve
enforcement. This treaty, if ratified, would
rvequire countries to legislate national fiscal
rules and should generally litit structural
fiscal deficits 1o 0.5 percent of GDP. Author:
moved up the introduction of the European
500

Stability Mechanism (ESM), a permanent
billion lending facility, to July 2012—about

a year earlier than originally planned. In
addition, they agreed to increase the combined

lending capacity of their rescue facilities from
€500 billion to €700 billion, of which £500

billion remains uncommitted. Moreover,

Furopean authorities augmented the scope and

flexibility of the existing fa , empowering

sconomic Environment
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Chart4.4.4  ECB Liquidity Providing Operations
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them to purchase sovereign debt in primary and

secondary markets and offer debt guarantees.

European policymakers also took steps to
strengthen the capital positions of euro area
financial institutions. In October of 2011, the
European Banking Authority (EBA) announced
that farge banks would be required to build

up “exceptional and temporary” capital

buffers to meet a core tier one capital ratio

of 9 percent and cover the cost of marking to
market their sovereign debt exposures by the
end of June 2012. According to a December
2011 EBA report, 62 banks intended to create
capital buffers equivalent to €98 bitlion,

about 25 percent larger than required. (This
does not include the Greek banks and three
other institutions that would be recapitalized
separately by national authorities.) More
recently, in June 2012, Spain requested EU

a

istance to recapitalize its banking sector.
{See Box C: Recent Fiscal and Banking
Developments in Spain.) Finally, in an effort to
address the link between banks and sovereigns,
euro area leaders agreed in late June 2012 to
establish a single supervisory mechanism for
banks in the euro area and to grant the ESM
the possibility of recapitalizing banks directly.

Meanwhile, the European Central Bank (ECB)
adopted various policy measures to support
liquidity conditions in financial markets. First,
in August 2011, the ECB resumed purchases
of euro area marketable debt, including the
debt of laly and Spain, in order to improve
the functioning of sovereign debtm
and facilitate the transimi;

kets

ton of monetary
policy in the region. Then, in December 2011,
the ECB eased rules on collateral for ECB
refinancing operations and scheduled two
longer-term refinancing operations (LTROs)
to improve banks' funding conditions. With
the LTROs, the value of outstanding ECB
liquidity providing operations has increased to
over €1.25 wrillion (Chart 4.4.4). Moreover, in
November 2011, the Bank of Canada, the Bank
of England, the Bank of fapan, the ECB, the
Federal Reserve, and the Swiss National Bank
engaged in coordinated actions to enhance
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their capaci

v to provide liquidi

 support Chart4.4.5 Euro-Doilar Implied FX Swap Basis

to the global financial system, In particular,

. Basis Points End Date: 8-Jul-2012 Basis Points

the reduced fees applied to draws on dollar 200 ]
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liquidity swap lines provided by the Federal LTROS

Reserve, as well as the extended expiration of 160 160
these facilities, were intended to ease strains }

in financial markess and thereby mitigate the 120 1 120
effects of such strains on the supply of credit to |
households and businesses, i 8
o . . A

T'hese measures comributed to improvements o @
in ewro area financial conditions during
N o - o

the first few months of this year, with dollar Jan:10 JE10 Jan11 Juktt Jan12 12
ad . stantiallv diminishe Source; Bloomberg,
funding pressures substantially diminished. ERENY catoiations “Note: LTRO = longer-term refinancing operation.
The net result was a considerable narrowing of
euro-dollar foreign exchange (FX) swap basis

spreads, reflecting veduced short-tevm dollar

funding pressure for euro area institutions Chart4.46 Total Swap Line Amount Outstanding

{Chart 4.4.5). Recent utilization of the dollar

S . g - Biffions of US$ End Date: 4-Jul-2012 Bifions of US$
Hquidity swap lines peaked at over $100 billion 00 800
in February 2012, with the outstanding amount

for the Federal Reserve’s dollar liquidity swap 500 500
lines at $28 billion as of July 4 {Chart 4.4.6).

o 400 1 400
Growth and financial stability conditions in 300 300
the euro area remain under pressure. Market
. X L . 200 200

participants are attentive to the limited capacity

of the ewro area financial backstop in the 100 - 100
context of its multiple possible uses. Although

N Y N
the Greek debt restructuring and subsequent
s 1 Dect? Dec:08 Dec:09 Pecit0 Deci1t

triggering of credit default swap (CDS) Sourcs: Foderal Reseree

contracts, discussed [urther i Box B: Greek

Sovereign Debt Restructuring, passed without
broad market disruption, much uncertainty
remains in the region. Uncertainty about fiscal
consofidation and structural reform highlight
the challenges of adjustment within a monetary

union. Meanwhile, concerns about other

European peripherals (including Portugal,
Ireland, ltaly, and Spain), especially around
fiscal sustainability, health of their banking
sectors, and general competitiveness of their
economies, continue to weigh on real growth
and financial activity in these countries.

4.4.2 Emerging Market Economies

In the second half of last year, economic growth

in many EMEs slowed slightly, as earlier policy
dghtening, a weakening of external demand

Magcracconomic Environment
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Chart4.47 Emerging Market Economies GDP Growth owing to the fiscal crists in Kurope, and supply

chain disruptions stemiming from floods in
Percent change End Dater 2012 Percent change
15

Thailand weighed on growth (Chart 4.4.7).

At the beginning of this year, growth in EMEs
10 rebounded, reflecting a restoration of the

normal supply chain and some improvement in
5 demand from advanced economies. However,

the indicators for the second quarter of 2012

suggest significantly weaker activity in EMEs,

ot

Russia On balance, EMEs have received substantial
0 . "0 votumes of netintlows of capital since Tate 2009,
2005 2008 2007 2008 2008 2010 2011 2012 which also contributed to currency appreciation
Source: IMF, World Economic “Note: Year-over-year percent change. pressures. These inflows decelerated in the
Outiook Database, April 2012 2012 data is an IMF estimate.

second half of fast

r, reflecting both a

general flight to safety and concerns about
growth spillovers from the deteriorating

Chart44.8  NetInternational Financial Fiows to EMES siaation in Europe (Chart 4.4.8). Declining
commaodity prices are also a concern for

B;g:ﬂs ofuss End Date: 2012 Q1 Bifons of ;J;S some emerging economies, particularly in
Latin America. Overall, while growth across
o0 " major EMEs, inchuding Brazil, Mexico, India,
50 50 Russia, and China, stayed firmly in positive
[} [} territory, these global headwinds weighed on
50 50 local prospects.
-100 100
3 Bank Lending and Total Net Financial Flow Chinese growth prospects remain relatively
-150 Other investment -150

solid by international standards. Year-over-

260 SIS Portfolio fnvestment ? "
h . year growth slowed in 2012:Q1 1o just above 8§

BERHE Direct Investment [
25 250 reent, reflecting weaker investment spendi
20 0 w07 28 2008 2t0 2t a0 percent, reflecting weaker investment spending,

with macro-prudential restrictions weighing
Source: Haver Analytics, FSOC calcufations
on the property sector, and slower export

growth,

pecially o Europe. A possible hard
landing of the Chinese economy is a risk that
8 Y

could spill over to other EMEs and the global
economy, which has created some anxiety in

financial market

There are growing concerns
that weaker external demand in the advanced
economies, combined with a deceleration in
domestic investment, could lead to amore
prolonged economic slowdown in China than
was previously expected. Another source of
concern is the movement of s

vings into less-
well-regulated nonbank financing channels
inan effort to obtain higher yields. Finally,
additional ris
the banking sector, steraming from the massive

ks could emerge from stresses in

increase in credit to the domestic economy
{"social financing” in the official Chinese

2612 FSOC 7/ Annnal Report




terminology), deploved as part of China's policy
response to the global linancial erisis in 2008~
2009 (Chart 4.4.9). To contain a potential

, and debt

run-up in inflation, property pric
Tevels vesulting from this credit expansion,

Chinese authorities began taking a tighter

monetary stance in late 2010, with some success.

But with the Jatest data pointing to weaker-
than-expected economic activity in China in
the first five menths of 2012, authorities began
implementing 2 number of fiscal and monetary

measures to support growth.

111

Chart4.49 Change in Total Chinese Social Financing
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51  Major Financial Markets
511  Sovereign Debt Markets

Developments in sovereign debt wmarkets during the
last year weve hewuily influenced by the sscalation

of unceriainty in ewro area sovereign and banking
sectors and by continued concerns about the domestic
and global growth outlook. While sovereign debt
Jromi the evro area periphery remains stressed, yields
Jor sovereign debt from the Uniled States, the United
Kingdom, Germany, Switzerland, and Japan are

at vecord or near-ecord lows, reflecting flight to

of 1

quadity and continued

monetary policy.

1.8, Soversign Debt

The totat amount of outstanding U.S. sovereign
debt has risen to $11.0 urillion as of May 81,
2012 {Chart 5.1.1). Despite this increase in
supply, the U

sovereign yield curve flattened
considerably since mid-2011, with a decline

in longer-term yields driving this change
{Chart 5.1.2). The historically low levels of
longer-term yields are a reflection of both
flight to quality and continned monetary policy
accommodation associated with the weak

pace of economic growth and the elevated
unemployment rate.

Foreign holdings of U.S. debt remain
substantial, with over $2.2 trillion of U.S.
Treasury securities held by China and Japan
and almost $3 triltion across other foreign
holders in April 2012 compared 1o about $2
withon and $2.4 trillion, respectively, in April
2011 {Chart 5.1.8). Nearly three-quarters of

these holdings are by foreign official entities.
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Chart51.1  Federal Debt Outstanding Held by Public
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On August‘s, 2011, Standard & Pool’s (S&F) lowsred their-
lohg-tarm soversign credit rating ‘on the United States of
America to AAY from AAK and reaffirmed theif short-term

<rating of A1+ &P stated that the downgrade reflected

their opinion that the Budgat Control Act, which was
signed into law on August 2; fell short of what would be
“riecessary to stabilizé the government's rmedium-term.
debt dynamics.” They furthier stated thal; “Mare broadly;
e downgrade reflects ourview that the effectiveness,
stability and predictability of American policymaking and
political institutions had weakened at a time of ongoing
fiscal and economic challenges.™ B

Before the downgrade; thers was sigrificant market
fociis on thie débt ceiling debate in Congress. As the ™
deadline approached, there weré dislocations in the front

“and-of thie Treasury yield curve; and some T-Bil yields

rose dramatically then normalized-after. the debt limit:-
was raised. R L

Becatse of widespread specuiation in the market that
S&P would take action, and the relatively minor scale
of the downgrade, Treasury market participants were
prepared; and there were no feports of forced selling:
Also, many institutions! porticlio restrictions specifically
carved ot “obligations of the U.S: government” rather
than specifying a level’or degree of Gredit rafing.. -

Treasury vields fell immiadiately following the downgrads; -
wihile major stock ndices declined, ndicating that
investors were less concerried with the inhierent. -
riskiness of Treasury securities than with the potential
z;ohsequences of fiscal retrenichiment for the near-term
rmacrosconomic recovery. Specifically; on Monday Auguist
8 {the business day immediately following tﬁe;do‘wngrade),
the 10-year. Tréasury vield closed down 24 basis points,”
The cumulative yield changes through August: 11-for the
two—yéar‘ five-year, and ten-year yisids were <10 Basis

points; +23 basis points, and =22 basis paints, respectively:

(Chért A): Risky securitiés lost valiie following news of
the downgrade, with the S&P 500 index registering a 6.8
percent decline and the Nikkei Index faling by 2.2 percent
by close of trading August 8 (Chart A:2).
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In addition to the U.S, sovereigh rating, several other
entities were dowrngraded shortly after August 5; These
Included clearinghouses; highly rated insurers, and various
government related entities and thelr debt, ;

Thére was little" market reaction to-a move by the Chicago

| Mercantils: Exchange (CME) o ncrease haircuts on US:

Treasury securities just before the downgrade; and‘most
clearinghouses. did nof adjust their haircuts on Treasury -
securities even after the. downgrade.



114

wropean Sovereign Debt +
Eurapean So ' b i Chart51.4  Euro Area 10-Year Yield Spreads to German Debt
Over the last 12 montbs, the European
N L e Percent End Dale: 6-Juk2012 Peroent
fiscal crisis intensified as concerns about the 18 %
sustainability of public finances in peripheral 15 | Sresce ght axis) 2
. s Portugal {ieft axis}
European countries escalated and banks 14 28
struggled to obtain financing. (See Section 4.4} f . 2
In July 2011, euro area authorities proposed a France (left axis) 2
voluntary debt exchange on Greek sovereign 3 15
bonds. This, along with weakening growth A 12
prospects and fiscal slippage, led to asurge in 4 8
Greek government bond yields (Chart 5.1.4). 2 4

o i
As discussed in Section 4.4, European 2010 2011 2012
authorities re s el s Note: After Oct-2011, Irefand swilched to a B.y7 benchmark
authorities responded to these developments Source: Boomberg bond, Other series are 10-yr benchmark yields,

with a number of policy measures. The private
sector exchange of Greek sovereign debt, which
was largely concluded in March of this year,
invalved a significant principal write-down

and additional official disbursements of aid
financing through early 2016, The insertion
and triggering of collective action clauses for
the purpose of the debt exchange caused eredit
itten on Greek

default swaps {CDS) contracts
sovereign debt to be triggered, which occurred
without any significant market disruptions.
The participation rate in this exchange was
over 95 percent. (See Box B: Greek Sovereign
Debt Restructuring.)

More recently, market pressure on Spain
intensified. On May 11, the Spanish government
announced a series of measures to address
vulnerabilities in the Spanish banking sector,

including enhanced proy
on real estate related loans, clear separation of

sioning requirements

problem real estate assets into independently
managed asset management vehicles, and plans
te have independent external auditors evaluate
the quality of bank assets. This was followed

two weeks later by an unexpectedly large

capital support request from Bankia, Spain’s
fourth largest bank, and on June 9 by Spain’s
announcement of its intent to request European
support for bank recapitalization (for which
European authorities agreed to provide up to
€100 billion). (See Box C: Recent Fiscal and
Banking Developments in Spain.)

Financial Developmonts

e
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I March and April 2012, Greece restruictured :
approximately €199 bilion in governmerit ahd government:
guarantesd debt through a discounted exchange of -
instrumenits. Dueto thie Use of collective action procedires;
the restriuctuning was subsequently deemed a credit event
by the International Swaps and Derivatives Association
(ISDA; triggéring payouts on Greek credit default swaps
{CDS), In the aftermatty of the Greek réstructudng ex}ent, the
CDS market largely functioned as intefded; Despite sarly
attermpts to achieve & purely volirtary restiucturing that
would have circimvented a CDS trigger, low preliminary
particibaﬁor\ rates indicated a need to trigger. collective
action Clauses to force higher participation, which in turn
tiiggered CDS payouts (Chait B.1).

ChartB.1 Greece: Average Bond Price and CDS
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The excharige reduced Greece's debt held by the private
sactor by €108 bilion, equivalent to 53.5 percent of the
tendered debt. Créditors participating in the exchange
received & combination-of new Greek government bonds
(31:5 percent for & total of €63 billion) and short-tefin -
European Finaricial Stability Facility (EFSF) notes {15
percent for & total of €30 billion) (Chart B.2}. Participating

protection selers subsequently paid out onfy an estimated
$2.5 billion o protection buyers, reflecting the relatively
small net EXposure o outstanding CDS contracts.

Chart B.2.". Greece: Debt Exchange

< €199 biligh.
eligible: dobt

€63 bilior new
govesnment bonds -

€30 biljon EFSF notes

Source: Greek Public Debt Management ‘Agency; FRBNY calculations

As with all International Monstary Fund (IMF) programs,
sustainable debt dynamics were a pre‘cohdiiion for
European Union (EUY and IMF lenders to disburse furids -
“Under a second official sector aid program, Gresce's debt”
restrucmring helped to schisve this; putting Greece’s

high puiblic debt burden (165 percent of GDP i 2011} on:

- path toward 120 pércent by 2020, Althotigh the debit

exchange substantially reduced Grésoe's outstanding
debt 1o pri\?ate sector creditors; Greece’s overall debt
burden is expetted o remain quiie heavy, reflecting -
continued borrowirg from official sector creditors o
finance the debt exchange, bank recapitalization costs
refated 1o logses résuiting frorh the debt exchange ahd
deteriorating asset quality;-and continued deficit finaricing.
As & result, public sector creditors are projected 16

hald nearly three-tuarters of Greek sovereigb debt by
end of 2012: The new Greek bohds trade at distressed
levals; yields hovering near 20 percent reflect Greece's -
heavy indebtedness and the high degree of Lncertainty
about the outlook for implementation of Greece’s reform

¢reditors also received detachable GDP warrants, which

- pay.up 161 percent of the cutstariding bonds' face

afnolint i years when real GDP growth and nominal

- GDP exceed specified targets: Taking into consideration

the tower coupons and extendéd maturities of the new.
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bonds, the exchange entafled net present value losses for
participating creditors estimated-at. 75-80 percent: CDS‘

prograrm: On-June 17 parties supporting the EU/IMF aid
progran won enough seats in the Greek Pariamenit to
form a governing majority, sasing fears about a rear-term
exit from the euro and confirming Gresce's cormitrrignt -+
to reforim.. :




The strains in the peripheral euro area

sovereign debt and bank funding markets

also caused additional pressure in some core
countries, such as France. In August 2011, the
central banks of the euro system recommenced
purchasing euro area sovereign bonds,
including Spanish and ltalian bonds, in the
context of the Securities Markets Programme
{SMP}, to address the severe tensions in some
market segments that had been hampering

monetary policy transmission. This acti

ty
occurred in the context of intensified

strains in peripheral sovereign debt markets,
widening credit spreads and bid-ask spreads,

particularly for Spanish and Iralian sovereign

debt, and sharply higher Hquidity risk premia.
As Tunding markets tightened {urther, euro
area governments announced plans for
enhanced fiscal and structural reforms, while

announced the extension and

central banks

repricing of T
European Central Bank (ECB) implemented
two unprecedented three-year longer-term

tons {LTROs), a

. dollar swap lines, and the

discussed

refinancing opera
in Section 4.4

These various measures helped stabilize

markets in late 2011 and carly 2012, as new
governments were elected in Spain and lialy.
However, general uncertainty over conditions

i1 the euro avea has incres

secl once again over
the past few months, as the sustainability of the
strategies currently being undertaken in the

hard

est hit countries is called into question.
Sovereign debt and bank credit spreads
increased for Spain and Ialy, after having

narrowed over the first quarter of 2012, Credit

spreads remain elevated in many sovereign
debt and bank funding markets——notably
beyond the ECB LTRO
period of three years—and market functioning

for bank maturiti

remains irregular with marked recent pressure
on spreads in Italy and Spain. The primary

buyers of Italian and Spanish sovereign debtin
recent months have been their own domes

banks, which in turn rely on ECB financing and
support. Private foreign investors, such as prime

money market funds (see Section 5.3), have

continued to reduce participation in euro area
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Spaih announced on June 9 that it initends to request

Eurcpean Union (FU) assistance o recapita[ize its:
troubled bankirig sector. Euro area finance ministers

-indicated they. wouild support the request for up to €100

bilion {10 percent of GDP), which is-expected o cover
estimated stress-case Capital needs pius an additionat

-safety margin. Ontdune 21 independerit consultants -

er}gége‘d by the Spanish government estimated the .
recapitalization needs of Spanish bariks at up o €62
bilion under an adverse macroecoriomic scenario: Th

“format request is expected to follow this estimate; which is

within the range of midist private estimates of capital needs
(€50 billion to €100 biion): Although the-announcement

stipulates that no-additional explicit conditionaltty wilf be >
“imposed with regards to fiscal policy, Spain iust meet

existing fiscat and structural reform commitments, which
‘were previously-agreed with the EU. :

‘Oh Juné 29; euro-ared heads of government agreed :
to use euro area funds to support Spanish banks: The:
region's finarice ministers subsequently annouriced that

-the agreement would: b signed on July 20 and an initial

trariche of €30 billion woild bé disbursed by the end
of July. The funds will be channaled through the EFSF
to the Spanish govermment; and then transferred to
the European Stabifity Mechanism; {ESM) once itis fully
opérational. Direct ESM funding 1o Spanish banks will

 beécome avai;able only-atter the establishiment ofa-single

supervisory rriechanism 10r-elrs area banks: it was
further agreed that aid for the: Spanishbanking sector
would not be subject {6 the preferred creditor statas
embidded in' the ESM treaty. :

2012 FSOQQC /1 Annuol Report

Separately; Moody's; S&P, and Fitch dbwngré‘déd the
Spanish sovere{gn by several notehes info the BBB -
rarige within the fast two months; largely reflecting

“concerns about the Spanish banking sector and fiscal

pefformance. The soverelgn downgrad‘es :were foliowad
by downgrades of the banks themselves: Notably, the
International Monetary: Fund (IMF) concltided from

its stress tests that Spaii's largest banks appéar.
sutficiently capitalized to withstand a significantly weaker
MAcroeconOMIc. environment; givery their substantial
eafnings generation from international operations.

Concern about Spanish fiscal performance has persisted,
fusling doubts about thé prudence of adhering to strict
budget targets amid deepening recession. As a result,
suro area finance ministers agreed on'July 9 10 ease
Spain's défi(:it objectives, raising the 2012 target by one
percentage point 1o 6.3 percent of GDP.and giving the

| government an-additional year—10- 2014-<to lower the

deficit below 3 perceni of GDP. The agieement will be
made qfficiai at'the next: Eurogroup meeting on:July 20:

The refaxation of fiscal targets Tollows two ravisions 1o the
2011 fiscal deficit. On'May 20; the Spanishy government. -
revised.its 2011 Budget deficit upward 10 8,9 percent -

|'of GDP from'a previous 8.5 percent estimate, & miajor

deviation from the 6 percent target. Both the overrun-and
the latest tevision were diven by the deficits of regional
governmernts, exposing the difficulty of reining in these
regional deficits: Market réaction o developments in
Spain subseqient 1 the assistance request was generally
hegative, with yields on 10-yaar Spanish Sovereign debt
exceeding 7 percent, a euro era high: :




sovereign and bank funding markets. European
pension funds and inswrance companies also
have reduced exposures to the periphery,

including to Spanish and Iralian sovereign debt.

Other Sovergign Debt
The decline in yields acros

s a range of

developed countries’ sovereign bonds has
o by
interest in high credit quality assets and more

been further reinfon

rong investor

accommodative monetary policies. Through

catly July 2012, 10-year nominal U.S. Treasury
vields had declined more than 150 basis points
since July 2011, in part reflecting both the
lower expected path of short-term intevest
vates and a fall in the term premium. The
pattern of decline in yields has been similar

, and UK.
Japan, 10-year sovereign debt yields, which were

for German, Sw

overeign debt. In

already close to 115 basis points, declined more
modestly to just below 85 basis points over the
rd (Chart 5.1.5).

same per

Emerging Furopean market spreads to
Treasury vields as measured by the Emerging
arkets Bond Index Plus (EMBI+), have

the past

widened over 100 basis points ove

vear through early July—largely in line with
U
global growth concerns and the pull-back in

BBB corporate credit spreads—reflecting

visk apperite, as well as specific developments

in certain countries. The spreads on bonds
for other emerging markets also fluctuated in
response to stresses and policies in external
markets {Chart 5.1.6). Some differences
rging market economies are

likely associated with country risk and
growth prospects, as well as their policies for
managing capital inflows and ontflows.

512  Other Asset Markets

Asset markets outside of sovereign debt have also been
heavily influenced by developments in the ewre area
and the growth outlook, with the notable exception of
agricultwal land and some commodities. Corporate
debt spreads widened over the past 12 months, with
spreads for financial firms increasing move than for
nonfinancial firms. The dollar appreciated against
the euro, reflecting continued concerns with enyo area.

periptheral sovereign debl.
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Chart5.1.5  10-Year Sovereign Debt Yields
Percent £nd Date: 8-Jul-2012 Percent
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Equities

Chart51.7  Price Changes in Selected Equities indices
U.S. equity markets outperformed other major

Change from Ghange from o . . )
30-Jun-2011 1o Post-Crisis Low o equities markets from mid-year 2011 through
62012 54412012

early Tulv 2012 after a peri siderable
Major Ecoromies early July 2012 after a period of considerable

US. (88P) 100% volatility (Chart 5.1.7). Equity markets in

Euro (Euro Stoxs) 24% ) e

Japan (Nikksi) 8% advanced and emerging economies fell sharply
UK (FTSE} 1%

in the third quarter of 2011 as numerous
Sefected Europe

Germany {DAX} 5% concerns—including the unfolding European
France (CAC) 26% erisis, the sustainability of U.S. fiscal policy,
Haly (FTSEMIB) % . ’ o
Spain (IBEX) 1% and a slowdown in global growth—uweighed
Emerging Markets on sentiment (Charts 5.1.8), By early October

Brazil (B: - -
R:?sislirf (r:VTess)pa) 2011, the S&P 500 was around 17 percent below

India {Sensex) 7% 116% its tevel at the end of June 2011. The Euro
China {Shanghai SE} -18% 30% ;7

Stoxx index declined around 27 percent over
Source: Capital IQ A . . .
the same period, reflecting outsized declines
in peripheral equity markets. As concerns
subsequently eased during the first quarter of

™ 2012 ved in part by global central ba
Chart5.1.8 Global Equities 01A , buoyed in part by global central bank
actions and ongoing signs of economic recovery
"’:’:; End Date: 6-Ju-2012 ";";‘ in the United States, U.S. equity markets
reported strong gains. However, much of these
110 110 s o
recent gains in the United States have reversed
100 o0 following weaker than expected data on the
® 90 LS. recovery, weak global economic data and
80 80 renewed concerns about the European crisis. As
70 70 of July 8, 2012, the S&P 500 was nearly 4 percent
60 &0 lower than at the end of the first quarter of
5 50 2012, and European stocks fell almost 10
percent over the same period.
40 40
Jut:08 Jut:09 k10 Juk11 Jui12
Corporate Bonds
Source: Capital 1Q Note: 1-Jul-2008 = 160.

Corporate bond spreads to sovereign
equivalents in the United States and Europe
have generally widened since mid-2011,
although this development has been less

Chart5.1.9 1.8, Gorporate Bond Spreads—Investment Grade pronounced in the United States. A particular
Basis Points End Date: 6-3ul-2012 Basis Points feature has been the large divergence between
800 800 spreads on debt issued by financial firms
700 700 versus nonfinancial firtos, as tavestors focus
500 600 on risks associated with the Snancial sector
500 500 {Chart 5.1.9). A similar pattern can be found in

Financials the relative increase in CDS spreads of financial

400
firms over nonfinancial firms. Issuance of

covered bonds has outpaced unsecured debt
uance in a number of European banking

300
200

100

tems, reflecting increased concerns about the

] g creditworthiness of these institutions. Overall,
2000 2002 2004 2008 2008 2010 Wiz . .
U.S. dollar corporate bond issuance has

Saurce: JP Morgan rebounded

strongly in 2012, particularly among
nonfinancial issuers.
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in Exclange
Foreign Exchang Chart5.1.10 1S, Dofiar Exchange Rates
Over the past 12 months, foreign exchange
N Index End Date: 6-Jul-2012 index
markets were strongly inflaenced by (}110 150 150
area developments and monetary policy
. SO 140 140
expectations. The euro broadly declined over
. N . 130 130
the second half of 2011 and first half of 2012,
with downside pressure against the major = 120
currencies particularly evident late in 2011 o 1o
and 2012:Q2. In dollar-euro markets, bid-ask 00 100
spreads widened stightly and options markets 90 90
placed above average value on protection from 80 YacDalir 80
further euro depreciation. Within Europe, 7 Y oter peprciaton 70
the sharp depreciation against the safe haven Huk® k09 10 11 Jukiz
of the Swiss franc prompted a strong market Source; Bloomberg, st e vt of v S oo Sl ooy g

Federal Reserve

intervention by the Swiss National Bank in
August and early September 2011, culminating
with the establishment of a floor for the euro-
franc exchange rate. Downside pressure on
the euro against major currencies abated
somewhat in early 2012, particularly against
ven. The Bank of fapan had intervened

in foreign exchange markets in late October

the

throngh early November 2011, selling yen and
buying dollars, and also engaged in further
CApril 2012
The improvement in risk tone over that period

monetary easing through the end o

was also associated with a partial rebound in
many emerging market currencies, after they
had depreciated sharply in the second half

of 2011 as
trading partners (OITP) and broad dollar

reflected in the other important

indices {Chart 5.1.10). More recently many
emerging market currencies fell against the
dolfar, prompting intervention by some of these
countries to support their currencies

Overall, between July 2011 and July 2012, the
U.S. dollar appreciated by nearly 15 percent
against the euro, was broadly unchanged
against the yen, and appreciated against most
emerging markets currencies. Options markets
are again placing a relatively high value on
protection against euro depreciation, as
measured by the price differential between out-
of-theamoney puts and calls.

Commodities

Commodity prices have displayed elevated

volatility for the past several years, driven by

Financial Developments
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Chart 5111 Commodities

£nd Date: 6-Jul-2012 index
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Chart5.1.12  Farm Land Prices and Value of Crop Yield
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Chart 5113 Agricultural Real Estate Debt Outstanding
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market-specific lundamental factors as well

1 concerns and risk

as broader global grow!
sentiment. Oil prices were near their three-year
highs early in 2012, with continued geopolitical
st rai

uncertainty in the Middle E ing concerns
over global supply and limited spare capacity.
More recently, however, prices moderated
stightly. In the United States, nominal gasoline
prices were also near historic highs early in
2012 but have likewise moderated. Natural

gas prices almost halved over the past year

on expectations of increased supply arising
from hydrautic fracturing technology (Chart
5.1.11), though prices increased again through

July 6, albeit from quite a low base, as vesult of

announced cutbacks in drilling and some signs
of accelerated coal-to-gas switching activity.
Industrial metal prices have also declined

since June 2011, with the majority of the fall
occurring in the third quarter of 2011, when
global growth fears were most pronounced. This
period was also associated with marked strength
in gold prices. Commodity markets continued
to function well with only limited impact from
the bankruptcy of MF Global®, despite its role
as a futures clearing merchant in these markets.
{See Box D: MF Global Bankruptcy.)

Agricuttural Land

Agricultural land values are estimated to have
increased further through mid-2011, driven

by increasing crop yields, rising commodity
prices, favorable crop export conditions, and
low interest rates (Chart 5.1.12). Adjusting for
commodity prices and improvements in crop
vields, agricultural land values have retreated
somewhat from the record highs reached in 2003
and 2006, Price-to-rent ratios for agricultural
land are at multi-decade highs for a number of
Corn Belt and Plains states but have moderated
from peaks for the United States as a whole.

Currently, aggregate incomes in the U.S,

farm sector are performing well, forecas
for production and demand are positive, and
debt Jevels in general do not appear to have

* Chairman Gensler did not participate in the praparation
or review of the portions of this report specifically regarding
MF Global.



been rising sharply. Adjusting for inflation,
current agricuttural real estate debt levels

remain significantly below the levels of the
late 1970s (Chart 3
System and community banks that specialize in

. The Farm Credit

agriculture lending have the bulk of exposures

ates on real

to agricultural land. Delinquency
estate farm Joans at commercial banks declined
in recent quarters to about 3 percent at the end
of 2011

about 2.6 percent over the past 20 vears.

slightly above the historical average of

51.3  Wholesale Funding Markets

Use of shori-term whalesale funding has dropped
significantly, with declines in outstanding volwmes of
both repurchase agreements and corporate paper. This
development is likely (o enhance stability of funding

sources for financial institutions, as these enfifies

shift to more stable funding such as retail deposits.
However, this shift is partially due lo market reaction
to wneertainly and flight 1o safety, and it could be
retraced as these uncerlainties ehate.

Short-Term Wholesale Funding Markets Overview
Shoreterm wholesale funding markets,

which include Jarge time and checking
deposits, repurchase agreements {repos),

and commercial paper, provide financial
intermediarie

with funds that supplerent
retail deposits to support their activities (Chart
5.1.14), Sources of lending in the wholesale
short-term funding markets ave largely

ash on the

wholesale cash pools, including
balance sheets of nonfinancial companies,
reinvestments of cash collateral from securities
lending, cash held by long-term mutual funds,
and money market funds. These sources of
funds have grown markedly as a percentage of
GDP over the past two decades, although this
pe) been declining through the fivst
quarter of 2012 (Chart 5.1.15). Nonf{inancial
corporate cash, in particular, has been growing

ntage ha

atan accelerating rate, a pattern that continued
Iy 2012.

through ea

Measures of reliance on short-term wholesale
funding of domestic banking firms continue
10 decline and remain well below their peaks
it 2008 (Chart 5.1.16). Stow growth in loans
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Chart 51,14 Large Bank Holding Company Liability Structure
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Chart 5.1.15 Wholesale Cash Investors
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Chart 5,1.16 Retail Deposits vs. Short-Term Wholesale Funding
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relative to large deposit inflows, which have
been bolstered by the FDICs temporary
unlimited insurance coverage for non-
interest-bearing transaction deposits, also
supported this decline.

Recent LIBOR Investigations

Recent investigations into possible manipulation
of the London Interbank Offered Rate (LIBOR)
underscore the importance of effective control
processes to hielp ensure the integrity of funding
markets. LIBOR rates serve as reference rates

st rate derivatives and variable
rate Toans. However, LIBOR rates are not
transaction rates. Rather, the LIBOR rate for a
given currency and tenor is calcutated based on

for most intere:

the rates submitted by a panel of member banks

each morning to the British Bankers’ Association

{BBA).

interest rates in the London interbank market

he accuracy of LIBOR as a measure of

depends crucially on the accuracy of banks’
responses to the BBA survey.

While media reports of attempts to manipulate

the rates have surfaced as fa
concerns with the integrity of the LIBOR
process escalated in late June 2012, Specifically.
an June 27, in an internationally coordinated
enforcement elfort, the CFTC, 11 S,
Department of Justice (DOJ) and the United
Kingdom Financial Services Authority (FSA)
each announced actions finding that Barclays
had provided false information to the BBA
surveys and attempted to manipulate LIBOR
and another benchmark, the Eure Interbank
Offered Rate {Euribor), on numerous occasions
and sometimes on a daily basis over a four-
year period, commencing as early as 2005. In
addition, certain Barclays euro swaps wraders,
led at the time by a senior trader, coordinated
with and aided and abetted traders at other
banks in attempts 1o manipulate Eoribor.
Among other things, Barclays improperly made
subynissions both to benefit its derivatives
trading positions and to protect against
negative perceptions of the bank’s health.

Barclays entered into settlermnent agreements
with the CFTC, DQJ and FSA. The CFTC




imposed a $200 million penalty and issued

an Order requiring Barclays to implement

measures to help ensure that its submissions

are transaction focused, ba

od upon a rigorous

and honest assessment of information and

sot influenced by conflicts of interest. Among
in the CFTC Order, in

making submissions, Barclays transactions will

other undertaking

be givens the greatest weight subject to certain
specified adjustments and considerations, In
addition, Barclays was ordered to traplement
firewalls to prevent improper communications
and submissions. As part of a non-prosecution
agrecment, the DOJ ordered Barclays to pay
2 $160 million penalty. In its action, the FSA

imposed a penalty of million.

Repo Markets

The overall repo market is composed of both
bilateral transactions negotiated between

two market participants and tri-party repo
transactions in which the exchange of cash and
collateral is administered by a clearing bank.
The

1o measure, due o i

icult

1ze of the overall repo market is i

1es related to netting and

accounting conventions.

Additionally, existing
data do not provide adequate visibility into

. Chart 5.1.17
displays two measures of the size of the repo

the composition of repo activi

market:

ri-party repos and primary dealer

repos, which include both tri-party and bilateral
repos. According to both measures, the overall
volume of repo activity remains substantially

In
particular, wi-party repo aciivity peaked in 2008
at $2

below that seen in the run-up to the ¢t

7 trillion and fell below $1.8 trillion in the

vears since the end of the recession, well below

pre-crisis levels.

As the volume of tri-party activity has declined,
the level of traditional and non-

iraditional collateral in tri-party since July

2008. Traditional collateral consists of Trea

ury
securities, agency mortgage-backed securities
{MBS), agency debentures, and agency
collateralized mortgage obligations (CMOs).
Nen-traditional collateral includes corporate
bonds, equities, private label CMOs, asser
backed securities {ABS), commercial paper
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Chart 5.1.17  Estimated Value of the Repo Market
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Chart 5.1.18  Tri-Party Repo Collateral Distribution

Agency MBS
(38%)

Treasurios {37

Source: Tri-Party Repo Infrastructure Reform Task Force

As Of May-2012

Chart 5.1.19 Commercial Paper Quistanding

(CP), other money market instruments, whole
loans, and municipal bonds. Non-traditional

collateral accownts for only 16 percent of tri-
party coltateral as of May 2012 (Chart 5.1.18),
down from 21 percent of the total in May 2011
and 25 percent in July 2008, Among traditional
collateral in the tri-party repo market, the
share of Treasury securities has increased at
the expense of agency paper, consistent with

refative shifts in supply and flight-to-quality

in recent year:

Most types of non-traditional

collateral have fallen significantly, with private

CMOs declining the most,

There are considerable concerns about
structural weakne:

in the tri-party repo
market. (See Box G: Ongoing Vulnerabilities in
the Tri-Party Repo Market.)

GCommercial Paper and Asset-Backed

CP owstanding peaked at $2.2 triltlion in July
2007 and stood at $1.0 wrillion at May-end 2012
{Chart 5.1.19). As of May 2012, asset-backed
commercial paper (ABCP) accounts for 32

Triions of US$ End Date: May-2012 Trillons of USS
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Source: Federal Reserve, Haver Analytics
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2012

percent of the market, financial commercial
paper accounts for 48 percent, and nonfinancial
corporate commercial paper accounts for

20 percent. Financial OP and certficates of
deposit (CD) outstanding are around 40 to

and,

in recent months, financial commercial paper

50 percent below their pre-crisis peak:

outstanding has continued to decling, largely
due 1o reduced demand from investors for
foreign bank commercial paper.

ABCP was only about 6 percent of the total
commercial paper market in 1990, but it
accounted for about 60 percent of the total
market in mid-2007, or approximately $1.2
tritlion. The market has shrunk steadily and,

as of the beginning of July 2012, it is currently

at about $311 billion outstanding, with foreign

bank sponsored conduits comprising the
majority of the market, The Moody’s downgrade

of 15 large U.S. and European banks in June

ed in Section 5.2, also resulted

2012, discuss
in the downgrade of 18 ABCP condutits that

rely on these banks for liquidity support. The
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affected conduits have a combined value of Chart 5.1.20 Value of Securities on Loan

almost $70 billion. These downgrades elicited a

noticeable market response, with an increase in T":";“s oruss End Date: 28-Jun 2012 T"“"’”s"::ss
the cost of funding these conduits. §
49 40
TV 35 35
Sacurities Lending
) oY L . 30 3.0
Securities lending is a transaction involving 25 25
the temporary transfer of a security by one 2'0 20
party {the lender) to another (the borrower), 1'5 1'5
in exchange for collateral in the form of either o 0.8, Market 0
cash or non-cash instruments. Institutions 05 o8
may want to borrow securities to facilitate ovo . X ’
short selling, for derivative hedges, or to 2008 2009 2010 2011 2012
avoid failing on a delivery. The main lenders
. i T, Source: Markit
of securities are institutional investor uch
as pension plans, investment funds, and
insurance companies. The main borrowers are
~dge fi £N OREr-Geaiers, asset managers, it H
hedge funds, broker-dealer et managers. Chart 5.1.21 Lending Cash
derivatives traders, and market makers, Most
. . L Billions of US! End Date: 2012 Q1
domestic securities lending is done against cash ;9100 ® na bate @ 2:?
collateral. Typically, the lender of a security BRI Total Cash Reinvesiment {feft axis) |
pays an interest rate to the borrower for the 1500 200
cash collateral. Lenders, in turn, seek o earn 1200
an additional return by investing this cashina 1 150
variety of instruments. 900 |
! 100
E - . 600
The global value of securities lending
transactions remained fairly flat through June 300 50
2012 at an average value below $2 willion
519 e o] ks vt of o 4
{Chart 5.1.20). The total market value of 2000 2002 2004 2008 2008 2010 2012
securities on loan in the United States was Noter WAM = weighted
Source: The Risk Management Association average maturity.

about $820 billion at the end of the second
quarter of 2012. About 30 percent of the total

market is represented by U.S. government

securities, about 40 percent by equities, and the

Reinvestment

rest by fixed income securit
of cash collateral from securities lending
declined in volumae over the past year from $775
billion in 2011:Q1 to $670 billion in 2012:Q1. In
addition, the weighted average maturity of such
cash reinvestment declined markedly in late
2011, Tikely in response o concerns associated
with the euro area debt situation {Chart 5.1.21).

514  Housing Markets

The housing market remains stressed. Hewever,

national home prices show signs of stabilizing after
@ long-term decline, and some measures of house

prrices have shown upticks recently. Housing markels

Financial Developments
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Chart 5.1.22 National Repeat Sales Home Price Indices
End Date: May-2012
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Chart 51,23 Mortgages with Negative Equity
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Chart5.1.24 Mortgage Delinquency and Foreciosure
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condinue o be weighed down by elevaled invendories of
Joreclosed howmes, homes in the foreclosure process, and
homes in danger of foreclosure, although the latler
has been decrensing over the past year. Fn addition,
the inventory of existing homes for sale has continued
to decline and now stands at levels comparable to
2004. Despite the overall improvement in economic
and financial market conditions and historically low
tnilerest vales, aceess lo residenticd morigages remaing
constrained. The public seclor conlinues lo offer
solutions aimed al stabilizing the housing markels by
providing refinancing and modification options to
prevent additional foreclosures.

Housing Market Qverview
Housing activity remains at a historically

low level. Home prices continued to decline
through late 2011, though early 2012 showed
signs of stabilization, including a rise in some
s {Chart 5.1.22). National
till as much

housing price indic

are

house pric 30 percent
below their peak in 2006. Going into the second

1% million homeowners

quarter of 2012, nez
had mortgage balances exceeding the values

of their homes, a condition known as “negative
equity” (Chart 5.1.23). Although housing starts
and existing home sales remain significantly
below pre-crisis highs, they have risen by more
than 30 percent from their respective 2009 and
2010 lows through April 2012, The inventory

of existing homes for sale has declined
significantly over the last two years and is
currently comparable to levels last seen in 2004.

Indicators of credit quality in the residential
mortgage sector continue to reflect the
challenges confronting homeowners and
lenders. The fraction of mortgages that

are delinquent more than 90 days but not
vetin foreclosure is sometimes referred

to as the “shadow inventory” of homes in

danger of foreclosure. This measure has
declined from a high of 5 percent to around
3 percent; however, it remains at elevated

levels. Moreover, there has been little change
in the fraction of mortgages that are in
foreclosure, which remains around 4.4 percent

{Chart 5.1.24). The inventory of mortgages



that are in some stage of the foreclosure
process remains high (Chart 5.1.25).

Credit Flows
Mortgage credit Hows remain guite constrained.

High unemployment and heightened
uncertainty contributed o weak provision of
housing credit, but tighter credit standards
have also been a major factor. In particular,
the credit quality of new originations—both
purchases and refinances—is far higher than
s (Chart 5.1.26). According
o the Senior Loan Officer Opinjon Survey

prior to the cris

{SLOOS) data, the persistent net tightening
in mortgage credit standards from 2007
threugh 2009 has only recently begun to
ease, and only for prime residential loans.
When asked to indicate their willingness to
originate government-sponsored enterprise
{GSE) eligible mortgages relative to 2006 for
horrowers across a range of creditworthiness,
hanks were less Hkely to tend 1o all credit
C}\ltfg()l‘i(’ 8
While hig}
payments tended to increase banks’ willingness

except those with pristine credit.

credit scores and larger down

1o lend, many banks were unwilling to provide
mortgage credit even when the loans were
within GSE requirements. Higher “putback
risk” {the risk that the mortgage originator may
have to repurchase the loan ilit violates the

GS
with difficulty in obtaining mortgage insurance,

vequirements} and borrower costs, along

were cited as important factor:

contributing to
banks’ reluctance to originate such loans. The
events of the last several years also exposed
severe deficiencies in the nation’s housing

finance infrastructure. In areas ranging

from the securitization process to servicing

of delinquent mortgages to the foreclosure

process, a system that was designed for a rising
market was shown to function poorlyina
declining price environment. This increased
the fevel of uncertainty among market
participants, contributing to constrained

credit availability,

Measures to Strengthen the Housing Market
To strengthen the housing market, the
government developed a number of programs
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Chart 5.1.25 Foreciosure Pipeline
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Chart 5.1.26 Median Credit Score at Morigage Origination
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Chart 51.27 HARP Refinancings
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aimed at providing relief to stroggling
homeowners, including Making Home
Affordable (MHA), the Home Affordable
Refinance Program (HARP) and the Hardest
Hit Fund, MHA, which wi
was enhanced in January 2012, with expanded

s announced in 2009,

eligibility to reach a broader pool of distressed
As of April 2012, MHA has
over 1.1 million homeowner assistance

borrowers.

granted

actions, mostly through the Home Affordable
Modification Program (HAMP), which
provides first lien permanent modifications.
Additional MHA programs include a second-
lien modification program, an unemployment
forbearance program, and a short-sale or
deed-in-lieu-of-foreclosure program. The
end-date of MHA, based on the January 2012
enhancements, is December 31, 2013,

In April of 2009, the Home Affordable
Refinance Program (HARP) was established
to help bomeowners refinance their GSE-

guaranteed mortgages if they had a loan-to-
value ratio (LTV) higher than 80 percent. As
of March 2012, 1.2 million loans had heen
refinanced out of an estimated 3 to 4 mitlion
HARP-eligible homeowners. In October of
2011, the FHFA announced modifications to

HARP in an effore to increase efficiency and

expand the eligible universe of borrowers who
can benpefit from refinancing. The revisions
extended the expiration until December 2013,

removed the 125 percent LTV cap in order 1o

accommodate more horrowers
equity, and provided additional representation

ith negative

and warranty relief for same-servicer refinances.
These changes seem to have led to increased
HARP refinancing in carly 2012 (Chart 5.1.27).

In 2010, the Hardest Hit Fund was announced,
which provides $7.6 billion 1o Housing Finance
Authorities in the 18 states most affected by
price declines and unemployment as well as

in the District of Columbia. These {funds have
been used to develop a range of programs
tailored to their local housing markets,
including mortgage payment assistance

for unemployed borrowers, reinstatement



programs, principal reduction, and trar

assistance for borrowers.

In addition to these programs, the government
agencies have made substantial efforts o

address loan servicing and foreclosure abuses.
In early 2012, 49 states and the federal
government announced a $25 billion settlement

with the five largest loan ser Under the

e

terms of the settlement agreement, servicers
are required to pay $5 billion to be allocated to
states, borrowers, and the FHFA. In addition,

ser

cers are also required to dedicate $20
hillion toward various forms of financial
refief to borrowers, including reduction of
principal balances on loans with negative

equity and assistance in refinancing. These

actions complement consent orders and other
actions already being taken by the OCC, the
FDIC, the Federal Reserve, and the FHFA o
addre:

and correct deficiencies in mortgage

foreclosure processing.

Govermnent-Sponsored Housing Enterprises
Government support to Fannie Mae and
Freddie Mac bas helped keep mortgage credit
markets functioning, as private securitization
largely temains absent. At the end of 2011, GSE
mortgage credit flow accounted for 71 percent
of total mortgage origination (Chart 5.1.28),
considerably higher than pre-crisis levels, with
most of the remaining originations coming
from the Federal Housing Administration
(FHA) and Department of Veterans Affai
{VA). Residential mortgage-backed securities

(RMBSs) continue o be issued solely by
housing-related GSEs and Ginnie Mae (GNMA),

with negligible issuance of securities by non-
{Chart 5.1.29).

agency entitie

The financial position of the GSEs has
improved recently. In 2012:Q1, Fannie Mae
earned $2.7 billion income, and it did not

request additional capital support from the

st, Freddie Mac reported
8577 million for the same

government. In contr:

a net income gain of §
quarter and is seeking an additional $19 million
in capital from the Treasury (Chart 5.1.30).
Although the loss rate from single-family
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Chart 5.1.28 Mortgage Originations
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Chart5.21  Aggregate BHC Pre-Tax income
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loans has been dcclining, this activity is still

the main driver of losses at the G8Es. As of
March 31, 2012, Fannie Mae and Freddie Mac
reported single-family mortgage delinquency
rates of 3.7 percent and 3.5 percent respectively,
representing the lowest delinquency rates

since 2009.

52  Bank Holding Companies and
Depository Institutions

521  Bank Holding Companies

Bank holding companies (BHCs) continue to
enhance their overall strength with improved capital
and liquidity positions. Both the quality and
ameunt of capitel at BHCs continue to improve due
1o positive eperating resulls, capital raising, and
regulatory changes. Most of the largest BHCs have
resumed capital distributions after undergoing stress
testing and capital planning under the enhanced
supervision of the Federal Reserve. However,
revenes at the largest BHCs remain challenged by
general market uncertainty, slowing global growth,
and the low interest rate environment; credit defalt
swap (CDS) spreads remain elevated, and increases
in prelax income conlinue lo be driven largely by

non-recurring items.

A majority of commercial banks are owned

by BHCs, which include the bank and any
nonbank subsidiaries such as broker-dealers,
investment c()mpzmies. or insurance C()I]]pl\l]ie§.

As of yearend 2011, there were 4,
BHCs in the United States {excluding Puerto
ssets of about $17.4

3 top tier

Rico}, with aggregate
trillion. Aggregate pretax income in 2011
totaled $148 billion, an increase of 26 percent
from 2010 (Chart 5.2.1).

Capital and Liguidity

In aggregate, capital ratios for BHCs improved
from 2010:Q4 to 2012:Q1, with the tier one
common capital ratio under current risk-
based capital rules (“Basel I") increasing 1.4
percentage points to 11.1 percent as of 2012:Q1.
Increases in retained earnings, primarily

from positive operating results, contributed

1.1 percentage points to this increase, while



additional capital raising contributed 0.4
percentage points (Chart 5,2.2),

For the 19 targest U.S. BHCs, capital ratios

continue to improve {rom post-crisis fevels,
with the aggregate tier one common capital
ratio under Basel T improving 1.5 percentage
poings from 2010:Q4 to 2012:01 o 10.9
percent {Chart 5.2.3). These 19 BHCs also

anderwent additonal str

53 testing as part

of the Comprehensive Capital Analysis and
Review 2012 (CCAR 2012). Similar o the 2011
exercise, CCAR 2012 was a forward-tooking

g ctional analys

s designed to examine the

capital planning processes at these firms. A key
part of the Federal Reserve’s examination was

a super

visory assessment of capital adequacy
enario. This stress

under a hypothetical stre:

scenario we

intended to help ensure a rigorous

assesstaent of the BHCy’ capital plans and was

significantly more severe than prior stress tests.

For example, one of the macroeconomic factors

used i the stress scenario is the unemployment
rate, which peaks at just over 13 pevcent for
CCAR 2012—considerably higher than the

enarios in both the 2009

bie stres

compa

Supervisory Capital Assessmem Program (SCAP)
s CCAR exercise (Chart 5.2.4).

and the prior yea

In the hypothetical stress scenario, the Federal
Reserve projected that the 19 BHCs would

have a total of $438 billion in tier one common
capital, implying an aggregate tier one common
ratio under Basel [ of 6.3 percent at the end of
the nine-quarter projection period-—well above
the 5 percent target established in the Capital
rve in

Plans Rule issued by the Federal Res
November 2011, The pro forma capital level
under the stress scenario actually exceeded

the BHCs' aggregate tier one common ratio

at the start of the 2000 SCAP, reflecting the
more than $300 billion increase in tier one
common equity at these BHCs since early 2009
{Chart 5.2.5). However, 4 of the 19 BHCs had
one or more projected regulatory capital ratios
fall below regulatory minimum levels at some

s scenario horizon.

point over the stre
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Chart5.2.2 Change in Tier 1 Common Ratios for Aggregate
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Chart5.2.5 Initial and Stressed Tier 1 Common Capital Ratios
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Trifions of USS End Date: 2012 Q1 Percent
8 40
7

£
5
5 30
4
3 25
e Shortterm

3 Wholesate Funding

foft axis) 4 20
1
0 15
2002 2004 2006 2008 2010 2012

Note: Aggregation of BAC. C, JPM, and

Source: FR Y-9C WFC. Gray bar signifies NBER recessian.

2012 FSOC // Annual Report

Along with higher capital levels, balance sheets
at the largest BHCs continue to be more robust,
as assets became more Hquid and labilities
more stable following the financial crisis.

In particular, the fraction of assets on BHC
balance sheets consisting of highly liquid assets
is more than two standard deviations above its
average from 1995 to the end of 2011 (Chart
5.2.6}. Less reliance on short-term wholesale
funding (Chart 5.2.7), combined with an
increase in core deposits, offers a more stable
and resilient funding base.

Since some of this rebalancing away from
short-term funding across all banks is a result of
flight to quality by wholesale funding supplicrs
and sinee some of the increase in core deposits
may be associated with the expanded FDIC
guarantee thatis scheduled to expire at the

end of 2012, the longerrun pe
balance sheet improvements

istence of these

unresolved.
Moreover, some banks have farge amounts of
wholesale funding that are not necessarily fully
covered by Hquidity buffers.

For U.S. BHCs with assets less than $50 billion,
the tier one common ratio under Basel 1
improved by approximately 1.6 percentage
points to 2.6 percent over the 2610:04 1o
2012:Q1 period, primarily due to capital raising
{1.4 percentage points) and positive operating
results contributing to retained earnings

{1 percentage point) (Chart 5.2.8). These
increases were somewhat mitigated by the
increase in risk-weighted assets that reduced the
tier one common capital ratio under Basel T by
0.7 percentage point.

Many BHCs continue to engage in moderate
share repurchases and dividend payouts in spite
of continued economic uncertainty, forthcoming
higher regulatory capital requirements, and
enhanced regulatory scrutiny. Although many
of the 19 fargest BHCs that participated in the
CCAR resumed distributions of capital in the

1n

form of dividends and share repurcha
2011, US. BH
dividends and a net issuance of common equity

saw only a slight increase in

in aggregate (Chart 5.2.9).



As noted in the Council’s 2011 Annual Report,
the Basel Committee on Banking Supervision
{BCBS) agreed in December 2010 to a further
rvevised set of capital and Hquidity standards
collectively referred to as Basel HL In June
2012, the Federal Reserve, FDIC, and OCC
invited public comment on three proposed
rutles that would revise and replace the agencies’
current capital rules. These proposals would
implement, in the United States, the Basel

TH regulatory capital reforms from the BCBS
and the changes required by the Dodd-Frank
Act. Among other minimuam standards, the
proposals would establish a tier one common

equity requirement equal to 4.5 percent of
visk-weighted assets. It would alse establish a
capital conservation buffer above the minimum
risk-based capital requirements, which must

be maintained to avoid restrictions on capital
distributions and certain discretionary bonus
payments, As proposed, and consistent with
Basel II, banking organizations generally
would begin implementing the proposed capital
reforpis on January 1, 208, and would be fully
s by January 1, 2019,

Concurrently, the agencies also approved a

subject to the new standar

final rule to implement changes to the market
visk capital rule, including those made by the
BCBS in 2005 and 2010, o better capture
positions for which the market risk capital rule

is appropriate. The final rule will he effectiv
on January 1, 2013.

In November 2011, the BCBS released its
framework and assessment methodology to
identify globally systemically important banks
{(5-8IB) that are subject to an additional
common equity tier one capital buffer ranging
from 1.0 to 3.5 percent of risk-weighted assets.
Eight U.S. BHCs were designated as G-SiB and
would be subject to the higher capital standards
beginning in 2016, with full implementation
by 2019, As with Basel 11 standards, the G-SIB
framework would be incorporated by member
jurisdictions into their Jocal capital rules,

Performance
Despite strengthened balance sheets and

liquidity, BHC market indicators have been
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Chart5.2.10 Return on Average Assets
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weighed down by concerns around potential
contagion from Eurepe, among other
vulnerabilities, discussed further in Section 7.
Within the subset of 63 BHCs with assets ¢
than $10 billion. aggregate pretax income

ater

e

increased by 20 percent in 2011 o $138 billion,

but return on assets still remains lower than the

levels that prevailed in the 10 years before the
crisis {Chart 5.2.10). Trading revenue in 2011
was negatively affected by shavply lower client

activity and vohnmes

amid fears of European
contagion and concerns of stowing global
economic growth, Earnings were also adversely
affected by the intevest rate environment

characterized by both low short-term rates and
low term premiums. Furthermore, approximately
46 percent of this pretax incorne for 2011 was

due o two non-recurring accounting ems: (1)

increased releases of reserves agatust losses on
loans and leases due to improved credit quality;
and (2) so-called “debt valuation adjustments™
{DVA), whereby decre
value of a BHC's liabilitie

in the mark-to-market

is booked as a profit.
Itis unclear to what degree these non-recurring
items will contribute to the profutability of US.
BHCs going forward, as the pace of reserve
releases continues to decline, and potentially
tightening credit spreads would result in
reversals of these mark-to-market DVA gains.

On June 21, 2012, Moody’s announced the
results of its review of the credit ratings of

large international banks with global capital
markets operations. Fifteen global banks were
downgraded, with 10 of these banks incurring a
two-notch downgrade to their long-term ratings;
Credit Suisse was downgraded three notches.

(In addition, two dealer banks, Nomur
Macquarie, had been downgraded in ¥

These downgrades reflected a re ssment by
Moaody's of heightened uncertainties associated
with capital market operations. However,
Moody's continues to rate more highly those
banks seen to have superior risk-management
capabilities, more conservative funding profiles,
and/or lower reliance on capital markets
activitie:

These ratings actions were generally
in line with market expectations and with prior
guidance provided by Moody's in February,



Market Indicatars

Folowing the heightened level of duress in

capital markets during the second halfof

2011, market indicators for BHCs reflected an
improved investor sentiment and greater risk
appetite in early 2012, These improvements
later receded during the second quarter of
2012. The market capitalization weighted price-

to-book ratio of the six largest BHCs improved

in 2012, but market valuations remained a
more than 25 percent discount to book value

in July 2012, which is below both the pre-crisis
tevel and the average level over the past 12 years
{Chart 5.2.11). In late 2011, an equally weighted
average of CDS spreads for the six largest

BHCs reached levels last seen during the crisis.
Spreads remain elevated relative to early 2011
tevels (Chart 5.2.12).

5.2.2  Insured Depository Institutions
Performance within the commercial banking
industry continues o vebound, coinciding with the
general imprrovement in credil quality within the
economy. Despite the rate of bank feilures declining,
the commercial banking sector has become more
concentraled, as larger banks have seen higher levels
aof profitability and rebowunded fuster past-crisis.

insured Commercial Banks and Savings
Institutions

The banking industry is composed of more
than 7,300 commercial bauks and savings
institutions. Of these, approximately 6,600
institutions have assets under $1 billion, 88
institutions have assets between $10 billion and
$100 billion, and 19 institutions have assets over
$100 billion. Failures, mergers, and a decline in
chartering activity have contributed to further

consolidation over the past several years.

institutions

Failures of insured depositor

continue to decline from crisis levels, as 92
institutions representing $35 billion in assets
failed in 2011 (Chart 5.2.13). An additional

31 insured institutions have failed thus far in
2012 (through July 6) representing $7.6 billion
in assets. As of March 31, 2012, some 772
institutions, accounting for 10.6 percent of all

institutions, were on the FDIC’s problem bank

136

Chart 52,11 Price-to-Book Ratic of 6 Large Complex BHCs
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Chart 5.2.12 CDS Spreads of 6 Large Complex BHCs
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{Chart 5.2.16). Corporate credit unions—
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primary driver behind the provision for loan
losses declining from 0.8 percent of assets in
2010 to 0.5 percent of assets in 2011 (Chart

5.2.17). Aggregate net income increased to §i
bitlion, a 39 percent improvement from 2010,

Overall loan levels within the credit union s

stem
rebounded by 1.2 percent to $571 billion after
experiencing a decline of L4 percentin 2010, In

2011 loan growth v

s driven by increases in real
estate, credit cards, and auto foans.

Profiability continues to vary based on the size
of the institution, with smaller credit unions
historically lagging behind larger credit unions.

The industry still faces some uncertainty over

future tosses associated with failed corporate
credit unions; with future resolution costs
projected to total between $2.7 billion and $6.0
billion over the coming vears, these assessments
are not likely to curtail industry growth and
profitability. Larger concerns for the industry
are challenges related to the low interest

rate environment and managing through a
transition into a higher rate environment. As
Chart 5.2.18 shows, fixed-rate real estate as a

share of loans s as a share of

and long-term asse

assets have risen over the past several yea

523 U.S. Branches and Agencies of

Foreign Banks

U.S. branches and agencies of foreign banks supporl
lending activily in the United States, but also tend
to vely on @ funding mix that is less stable than that
of most U.S. commercial banks. These branches and
agencies are sensitive (o the funding and liquidity
needs of their parent organizations and depend on
access to uninsured deposits that pose a heightened
Slight visk. Stresses on parent banks and constrained
access Lo short-term dollar funding impinged on
branch lending and investment in the United States
over the past year, especielly by the European branches

and agencies,

In addition to the U.S. BHGs, foreign bank
families have a large presence within the United

States. Together, the U.S. branches and agenc
of foreign banks account for close to $2 wrillion

of banking assets, over 15 percent of total

138

Chart 52,17 Federally Insured Credit Union Income
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Chart 5.2.18 U.S. Branches and Agencies of Foreign
Banks: Assets
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Chart 5.2.20 U.S. Branches and Agencies of Foreign
Banks: Liabilities
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transaction accounts, and ather borrowed money.

banking assets. These entities represent an
important source of eredit for U.S. borrowers.

There are different business models in the
operations of branches in the United States,
with a mix of targeted investment and asset
strategies and a range of different funding
approaches. On average, branches and

agencies generally dedicate about 30 percent

of their bakance sheets to loans, but can differ
substantially in the composition of their lending
commercial and industrial (C&T) act
versus other U.S. domestic customers. Direct

acy

ity

C&l loans outstanding by these banks, which
represents a major source of financing for US,
business

s and investment projects, has been
as high as $365 billion, but more recently has
fallen closer to $260 billion, out of total loans
of over $300 billion {Chart 5.2.19). Other

securities held a:

ets have risen sharply

from about $300 billion pre-crisis to closer to

$1 trillion by 2012:QL. Some of these branches
anct agencies also send dollar Bows to their
tions and related affiliates,

parent organiz
as indicated by the levels of Net Due from
Retated Depository Institutions in the balance
2.19. These
support dofar lending and investment

sheet decompositions in Chart £
flows

activities in the United States and elsewhere.
European parent banks in particular have
actively used their branches to source dollar

funding. Outstanding positions vis-a-vis parent
banks currently are a smaller percentage of
branch and agency assets than at any pointin
recent history.

The liabili

branches and agencies of foreign banks also has

side of balance sheets of the U.S.

bearing on financial stability (Chart 5.2.20).
Most of thes
offer deposits insured by FDIC and thus lack

U.S. branches are not allowed to

access to the stable source of funds represented
by households’ checking, savings, and other
transaction accounts, Instead, money market
funds and other noninsured deposits provide
the majority of funding for these institutions.
When such funds and depositors withdraw
{rom particular banks, which occurred in the
summer of 2011 when European banks were



viewed as particularly visky, it can destabilize

s of those bank:

the balance shee s, leading to

deleveraging or potential reversals of support
to the parent organization. (See Box H:
Money Market Fund Responses to Euro Area
Uncertainty.) Such dynamics are masked, to

some extent, in the aggregate statistics, as

these deposits may be reoriented to other U.S.
branches and agencies. However, the recent
increases in Net Due to Related Depository
Institutions shows a greater degree of support
from foreign parent banks than previously
had been the case, as investunents are made
o maintain the presence of these banks in
US. a
lending activity and asset sell-offs that could

e classes and reduce contractions of

otherwise oceur,
5.3  Other Financial Institutions

531  Insurance

Despile a substaniial net decline in income in 2011,
capital levels within the inswrance industry improved.
The life tnsurance industry continues to play a
significant vole in long-term funding of assels through
the investmend of premiwm income. The low intevest
rate enu ent has frroved challenging for life life

insirers to genevale sufficient tnvestuent vetirns io

meel hagh guaranieed benefils promised in prrior years.
Property and casuedty insurers faced historically
higher catastrophe losses that impeded performence

in 2011,

For life insurance companies, which seil
retirement products such as traditional life
insurance contracts and annuities, book capital
grew modestly, despite net income declining

by over 50 percent or $18.6 billion in 2011
compared to 2010 (Chart 5.3.1). The spread

ield that Hife insurers earn on their

between the y
investments and 2 measure of the interest rate

necessary to maintain policyholder reserves,

also known as the required interest rate, has
narrowed since 2007 (Chart 5.3.2). If this spread
had stayed at 2007 levels, net income would have
been §15.0 billion higher during the period
from 2008 through 2011—31.2 billion higher in
2011 alone.
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Chart5.31  Life and Other Insurance: Capital and Income
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Chart5,3.3  Commercial Mortgage Origination by Lender Type The low interest rate environment pos
significant challenge for life insurers with
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200 } (e ) 2 product account values subject to a minimum
100 1 i guaranteed rate of return of 5 percent or
| higher fell from 20 percent to 10 percent
O " o00s o005 2007 2008 2000 010 2011 0 over the 2006-2010 period, but more than 40

percent of account values were still subject to
Source: Mortgage Bankers Association . - -
a minimum guaranteed rate of return of 3.5
percent or higher in 2010. Life insurers have
exited selected markets due to the inability
to meet the minimum gu:\rameed refurns

in this

a:

ociated with the underlying products
low rate environment. Of note, life insurers
have increased their use of non-traditional
investments, such as hedge funds and private
equity, perhaps as a response to the low interest
rates that currently prevail.

The role of the life insurance industry in
funding new commercial mortgages has
increased since the collapse of conduit activity
in 2008, Life insurers funded roughly 25
percent of new commercial mortgages in 2011,
compared to 10 percent in 2007 (Chart 5.3.3).
Although the industr

is playing a larger role
in financing new loans, commercial mortgages
as a share of total life insurance assets have
decreased modestly from 2007 to 2011 to less
than 1 percent of assets.

L who sell
insurance on homes, cars, and businesses,

Property and casualty insure

are less affected by the low interest rate
environment because they underwrite shorter
duration liabilities without embedded interest
rate guarantees. However, property and casualty
insurers were pressured by large catastrophe
losses in 2011, Tnsured catastrophe losses were
$33.6 billion in 2011, 135 percent higher than

in 2010 and exceeded only by the extraordinary
losses associated with Hurricane Katrina in

20

Property and casualty assets fell slightly

012 FSQC // swnual Repart




during 2011, although book capital levels were
largely unchanged despite a 46 percent decline
in net income from 2010 1 2011 (Chart 5.3.4).

5.3.2  Money Market Funds

Total money mearket fund (MMF} assels declined
aver calenday year 2011, yeflecting low yields and
concerns over Furopean exposwres. Lot rales also
reduced revenue flows to fund managers. Substantial
redemptions from MMUFs in the swmmer of 2011 in
response lo heightened financial market uncertainty
associated with euro avea stresses and federal budget
negoliations in the United States illustrates the

fical

extent to which MMFs are still subject to pro-c
redemption pressures.

Total U.S. MMF assets declined from $2.80
trillion at year-end 2010 to $2
May 2012. Prime MMF 2
$1.62 rillion to $1.42 willion, while government

3 wrillion as of
declined from

and Treasury MMF assets increased from $855
billion to $872 billion during this period.
Tax-exempt funds also declined from $330
billion to $272 billion (Chart 5.3.5). During
July and August of 2011, there was significant
redemption activity due to the European debt
crisis and the political uncertainty in the United
States leading up to the debt limit extension

in carly August 2011, Between the end of May

and the end of August 2011, prime MMF assets

fell by more than $160 billion (9.8 percent)
{Chart 5.3.6), with some funds diminished by
as mirch as 50 percent over this period. Prime
fund bank heldings in France continued to
decline through the end of 2011. (See Box H:
Money Market Fund Responses to Euro Area
Uncertainty.) Since that period, prime MMFs
have bolstered their lquidity levels to better
handle redemptions, with daily liguidity levels
ranging from 26 percent to over 30 percent and
weekly liquidity levels holding at over 40 percent
in late 2011 and early 2012 (Chart 5.3.7). MMFs
also reduced maturities since the suromer of
2011, with the weighted average life for prime
MMFs falling to around 70 days (Chart 5.3.8).
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Chart5.3.4 Property and Casualty Insurance: Capital and Income

Billons of US$ End Date: 2011 Billions of US$
80 500
560
50
520
40
Capitat
{right axis} 0
20
440
ot 2007 2008 2009 2010 20170
Source: NAIG

Chart5.3.5 Money Market Mutual Fund Assets by Fund Type
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Chart5.3.6 Institutional vs. Retail Money Market Fund Assets
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Chart5.3.7 Prime Funds Liquidity
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The low interest rate eavironment also affected
revenues of MMF managers. Total expense

ratios for MMFs have fallen from 49 basis points
o 25 basis points for retail MMFs and from 26
basis points to 18 basis points for institutional
MMFs from 2009 to 2011. This

particularly among retail MMFs, is primarily

significant drop,

due to fee waivers by MMF sponsors to preserve
a positive net yield for MMF investors. As

the extended low interest rate environment
continues to put pressure on MMFE yields, some
MMFs have shown a willingness to take on
additional portfolio risk (Chart 5.3.9), which
increases MMF gross yields and offsets the
pressure to provide fee waivers. Thus, while on
avers

ge, MMFs have shown a decreased risk
appetite in 2012, some funds have sought to

increase their risk profile.

5.3.3 Broker-dealers

The broker-dealer (BD) industry contracted
significantly while redveing le

vage. Concentration
in the indusiry increased.

As of year-end 2011, there were 4,679 domest

and foreign-owned BDs operating in the Unired
States, Coinciding with a sharp decline in
leverage within the industry, assets held within
the U.S. BD industry fell sharply to $4.8 willion
at 2012:Q1—a decline of 25 percent since 2007
{Chart 5.3.10).

The U.S. BD sector is relatively concentrated; at
1§ were

vear-end 2011, 60 percent of industry a
held by the top 10 BDs, the largest of which

are affiliated with foreign banks and domestic
BHCs. By contrast, the top 10 independent BDs
represented only 6 percent of industry assets. In
Tate 2011, the third largest independent BD, MF
(See Box D: MF

Global, filed for bankruptc
Global Bankruptcy.)

Aggregate pretay income declined hy 59
percent in 2011 1o $14 billion, as trading
revenues dectined sharply (Chart 5.3.11).



534 Speciaily Lenders

Specialty lenders continue to play a criticad role in
providing credit to those markels not served by the
traditional banking industry and providing necessary
Junding in cerlain segments of the movigage markels.

The specialty lending sector is composed of
a wide range of entities, ranging from real
estate investment trusts (RETTs) who invest
a majority of their capital in mortgage and
mortgage-related holdings, to captive financ

arms of major manufacturers who facilitate
the fimancing of the parent finn's products.

As of April 2012, specialty lenders owned
approximately $654 billion of consumer loans,
434
Aside from consumer

$330 billion of real estate loans, and
bitlion of business toans

credit revolving loans and retail business loans
{Charts 5.3.12 and 5.8.13), specialty lenders
experienced a slight decline in loan balances
across a wide va

tety of loan categories, which

was consistent with overall trends in the

traditional banking industr;

As the GSEs bave reduced their investment
portiolios, REITs have been a rapidly
growing source of investment capital for
agency mortgage-backed securities (MBS).
As of 2012:Q1, REITS held $299.4 billion of
agency MBS, a 109 percent increase from

2010 and roughly five times pre-crisis levels

{Chart 5.3.14).

535  Investment Funds
Across the various types of i
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Chart 5.3.10 Aguregate Broker-Dealer Assets and Leverage
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Chart 5,311 Broker-Dealer Revenues
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Mutual Funds

Mutual fund flows from year-end 2010 10
2012:Q1 reflect growing investor preference for
capital preservation, income generation, and
lower volatility. Mutual funds had an estimated
$202 billion net inflow for the period, largely
attributable 10 taxable bond funds, which
received a net $217 billion (Chart 5.3.15). Of

Chart 5.3.12 Consumer Loans Quistanding
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“MF. Global-Holdings Ltd. (MFG) and MF Giobal Finance: :
USA Inc; filed on a consolidated basis for refief under

‘Chapter 11 bankriptey protecnon an Cetobier 31201t
Of particular interest in the Unifed Statss was the ;omﬂy
régistered broker-dealer (BDY and futures comimission
fmierchant (FCM),-operating as MF Global in., which -
entered liquidation procesdings under the Securmes
trvestor Protection Act {SIPA).

The jintly registered BDFCM was clearing member
at several domestic central counterparty (CCP) dlearing
houises; including the Chicago Mercantile Exchange
{OME}; the Options Clearing Corporation, and Natiorial
Securities Clearing. Cotporation (NSCC):. The BD was also

aprimary dealer in government secUrities with the Federal’

Reservé‘Bank of New Yok, The BD-FOM conducted
: busmess for its own account; as well as for customers:

The full sxtent of the shortfall in commodities customer

funds will:not be known until thé Tristes managing MFG'S
iquidation completes its efforts 10 récaover assets anid -
finalizes the customer claims process. The Trustes has

‘distribtted approximately. $3.9 billiorn 1o date to customers -

who were frading primarily on U.S. futurés markets: This
represents appioximately 72 percent of stich customers”
account balances, The Trustee also received the approvat
cf the Bankruptcy Court-onApril 268, 2012, to distribute
Up 10 an additional $685 million, mdudmg $600 mitlion

i customers with claims Tor sccounts tradmg on U.S:
contract markéts.

The Trustee,; however; has stated that there 1§ an
approximate $1.6 bilion gap between the value of the
Trustee's estimate of polentially allowable commiodities
cldimis and the assets that are curreitly undet the

=+ | Trustee's control A significant component of the gaprin

A series of everits fed to the bankruptcy Of MFG:-
Betiveen March- 2010 and March 2011, MEG entered
“into repurchase agreement transactions coliateralized to
matunty with Eurcpean sovereign debt securities.. During
2011. the company continued its aimost unlnterrupted
series of guarterly operating 1osses (9 of 11 quarters
hrough September 2011) that resulted partly from
declining intereést income earmed fromyinvesting custormer
funds: On October. 24, Moody's downgraded MF. Globat

Holdings inc.; clting expostire fo: European sovereign debt;

high leverage, and its likely inabifity 1o achieve finantial
targets:. The following day. MFG annouriced a $192-
rillion Guiarterly loss: MF Global Holdings In¢.’s debt was
‘subse‘quently downgradett o junk Irdustry cbservers.
believe that the ratirigs downgrade aiso precipitated the .
~ lowering of the coliateral advance vate on e term 1
matunty répurchase agreéments, prompting a margin ;ﬁal!.
The eamings report-and credit-rating dowrigrade alsg
impacted MFG's iquidity, as certain cotinterparties and
clearing organizations assessed their oredit exposure 10.
MFG and imposed-increased collateral requirements.

On the day.of the bankruptcy: the company did-not
dafault to the CME; the Options Clearing Carporation,:
o NSCC. However, Tater on the same day, the company
reported a shortfallin customér-segregated assets:

2012 FSOC /1 Anmmal Report

custormer funds is attributable to Bpproximately $700
million of customer assets that were deposited with

MF Global UK Lirmited, an MFG affiiate in the United
Kingdom, for trading on ron-ULS: markets: The Trustee :
is. disputing the trealtnient of these funds under English

{aw with- the Joint Special Administrators of MF Globat

UK Limited: and the Tikélihood of such assets being
repatriated is uhcertain at this. ime and'is expectéd 10 be:
subject ta fiture litigation or further United Kingdorn court.
action; In addition; multiple federal agencies are reviewing
the circumstances surrounding the fransfers of monies'
out of custormer-segregated bank accounts {particularly,
certain transfers that oocurred during the week pnor fo
the bankruptcy fil mg)

“An SIPG-led Ticidation was initiated on Oclober 31, THe

firm had 200 1o 300 securities accounts Totaling less.
than $500 milion i assets and over 38,000 commadity
customer accounts totaling over $7.billion. The SIPA
Trustes mariaging the liquidation is résponsible for returning
customers” popérty as quickly as possible, including

Both seciirities arid commodities customers. As stated

- previously, approximately 72 percent of U.S, segregated
‘customer prdperty has been distributed to commodities:

cuistormers trading on U.S. designated futures markets as
of Apfi} 250na pro rata basis, As a result of g distribution
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of funids recently approved by the bankruptey court, that
number should increase {o over 80 percent:

Thé migsing custorner money highlights the issue of
custormer protection-for commodities accounts. FCM -

“accbunts at custodians that contain customer property
are under. the control of the account holder, the FCM.
FCM routinely keep substantial armounts of their own:
Gapital in thelr customer accounts in order to protect

- against ary possibility of & shortfall in customer accounts
that may result from daily market moves; margin
requirements, ‘and ‘other activity. Accordingly; it is critical
for custédians to monifor the transfer of any money out of
segregated accounts.:

The CFTC has taken steps‘io enhance customer
protection, i December 2011, the CFTC aménded its
regulations governing derivatives clearing orgahizations

H(DCOsy and FOM investrent of customer funds, Among
other things; the CFTC eliminated fom the list of
permitted investments BD-FCM in-house transactions that
aré the economic equivalent of repurchase agreerments;
fepurchase agregments with affiliates, corporate notes.
and bonds that are not federally Guarariteed, and foreign
sovereign debt instraments. The amended regufations
also imposed asset-based concentration limits and répo
counterparty concentration fimits; in addition to mandating
stricter issuer-based concentration limifs than had beer
applied previously. -

The CFTC has alsc issued a néw rule for custorer . -
segregation-of cleared swaps, called legal segregation
with operational commingling (LSOC); Under this model;
each FCM will provide the DCO with-position and

- collateral valuation information-at the customer: accotnt
fevel. The DCO can hold customer collateral provided by
FCMs i the samié comimingled manner as It holds-margin
assets for-exchange traded products. T a situation of
“dotible default,” where the default of an FCM clstormer

“~'causes the FCM o defatit 1o the DCO, the DCOwould
be able 16 then identify and access the collateral of the
defatlting custormers of the FOM but not the collateral of
the nori-defalilting clistomers; as is perniitted today with
exchange-traded Wittires: :

Financial Developments




147

Chart 5.3.13 Business Loans Quistanding
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Chart5.3.14 Real Estate Investment Trust (REIT) Assets
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Chart 5.3.15 Mutual Fund Fiows by Asset Class (2011 to 2012 Q1)
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note, the strong asset growth rates in high-
vield funds (17 percent growth rate, relative to
2011 year-end net assets) and emerging market

bonds

percent growth rate) over this period
may reflect investor preference for yi(‘m among
Jower volatility fixed income products (Chart
5.3.16). In contrast, U.S, equity funds had

net outflows of $86 billion, with net monthly
ontflows since May 2011

Pensien Funds

As of the fourth quarter 2011, the combined
assets under management of private and public
3 triflion (Chart 5.3.17).

pensions were over $

Both public and private defined benefit plans
remain significantly underfunded relative
to the present value of their liabilities due to

inadequate past contributions, low interest
rates, and losses incurred in 2007 and 2008,
Ag of year-end 2011, public defined benefit
plans were only 76 percent funded, while
private defined benefit plans were 79 percent
fanded (Chart 5
funds have received contributions to make up

18). Some private pension

shortfalls or have been able to adjust their plans
to reduce future outla

A number of state and local pension funds
continue to grapple with structural shortfalls
between their assets and Habilities. While
these pension funds face pressure to reduce
their expected return assumptions, many
are reluctant to change assumptions in a
meaningful way, reducing expected returns
by only 25 to 50 basis peints over the past

three years, Currently the median assumed

expected return across public plans is §
percent, while private sector estimates of

returns are closer to § percent.

Over the past three years, many states and
localities have increased efforts to address
ong-term pension funding issues by curtailing
benefits and increasing enaployee contributions,
views on the

among other measures. Analy:
impact of these changes on pension funding

profiles differ, with some viewing them as

ve for long-term plan sustainability, while




others regard them as insufficient to addvess

medium-term funding needs. To reduce fiscal

pre

ate and local pension funds may
seek to further curtail benefits for current

and future retirees or seck increased financial
support from their respective sponsors. If
successful, these developments could lead o
lower expected payouts for employees, reduced
services, higher taxes, or some combination of
all three. However, public pension benefits are
often legally guaranteed, and amending themn

remains challengi

Private Equity Funds

U.S. private equity assets under management
increased to $1.7 trillion in 2011 (Chart 5.3.19).
The growth in assets continued to be supported

by allocations from institutional investors such
as pension funds, which compri
ULS. private equity capital. Although leveraged
buyouts and venture capital account for over

c 43 percent of

half of private equity assets under management,

advisers continue to di v their investrnent

strategies into areas such as real estate, natural

resour

s, distressed assets, and emerging
market opportunities (Chart 5.3.20).

The high volume of fund-raising and robust

deal activity that signified pre-crisis private

equity activity created the conditions that

currently prevail, with advisers now focused

on exiting existing investments and deploying
cormitted capital. Given the constrained initial
public offering (IPO) environment and tepid
mergers and acquisitions activity amid ongoing
economic uncertainty, private equity firms are
focused on realizing returns on historically
high levels of existing portfolio investments.

They are also seeking invesument opportunities
for over $500 billion in undeployed capital
commitments stemming from record

levels of fund-raising from 2005 to 2007,

(See Chart 5.3.19.)

Hedge Funds

Institutional investors continue to be interested
in hedge funds as an asset class in part because
of the perception that the correlations between
hedge funds and broad asset classes are low.
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Chart5.3.16 Mutual Fund Taxable Bond Flows (2011 to 2012 §1)
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Chart 5.3.17 Retirement Funds by Type

Triffions of US$ End Date: 2011 Q4 Tritions of USS

20 2
SR Private Defined Contribution Plans JSBSE Federsl i
EER Private Defined Beneft Plans

16 | BER individual Accounts 4 16

| |
12 12
8 8
4} 4
%

o o
2008:04 2007:04 2008:Q4 2008:Q4 2010:04 201104

Source: Flow of Funds, Haver Analjtics
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Chart 5.3.19 U.S. Private Equity AUM
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Chart 5.3.20 U.S. Private Equity AUM by Strategy
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Chart 5.3.21 Change in Hedge Fund AUM
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At year-end 2011, assets managed by hedge
funds were approximately $2.13 rillion, which
represents a 3.5 percent increase from year
2010. This growth in assets under management
primarily reflected inflows, rather than fund
performance tn 2011 (Chart 5.3.21). In fact,
hedge funds had tackluster performance across
the major strategies for the calendar year
(Chart 5.3.22). Similar to other inves
options, hedge fund performance has

ment

rebounded slightly in early 2012,

Following the crisis, institutional investor
preferences for larger, more established funds
with longer track records led 1o a greater
concentration of industry assets at larger
fivms. This trend continued through 2011 and
into 2012 as larger funds benefitted from the
perception of incr

Exchange Traded Funds

Exchange traded funds (ETFs) remain a
popular means of achieving exposure to various
market indices, as evidenced by their continued
growth in terms of product launches and asset
growth (Chart 5.3.23). In 2011, the number of
U.S-listed ETFs grew by 28 pe:
and ETF assets grew by 6 percent to
$1.06 triflion. Compared to 2010, net inflows
in 2001 remained flat aw $121 billion with
higher concentrations of funds moving into
ETFs with taxable bond, U.§
specific strategies.

cent 1o 1,358

produce

stock, and sector-

The U.S
predominately by pe

F market remains populated

vely managed
products that track widely followed indexes
in equity, fixed income, and commodity
markets. Recently, alternative index strategics

have emerged as ETF providers adapt to

an increasingly saturated market. These
“fundamental indexing” products rebalance
their holdings according to proprietary
methodologies that seek to extract value that is
either not captured, or is obscured by, existing

index construction. For example, among equity-
based ETFs, such products may focus on Jower
volatility, lower beta to the broader market,

higher earnings quality, higher dividend yield,



150

and so forth. On a related note, lixed income is Chart5.3.22 Hedge Fund Performance by Strategy
widely viewed by industry observers as a likely
° 4 . Percent End Date: 31-May-2012 Percent

avenue of growth for passively managed funds.

3
. 4
in addition to the growth of fundamental N
indexing, actively managed ETFs are cited o
by some as a potential new avenue for the 2
ETF industry to grow. ETFs are required to -4
disclose their holdings daily, while traditional -8
murual funds generally disclose their holdings s
N L . e A -10
quarterly. The requirement for daily disclosure
is a matter of concern (o some active managers,
who fear the exposure of their strategies in
the ETF :stx'\x‘cxx{x*z' may adversely affect the Sowrce: Hedge Fund Research
values of their funds, However, 2012 has seen
notable launches of and filings for new actively
managed ETFs, particularly for fixed income
pr()d}lc\s, indicating that active 111;1n§gt’11\cﬂt Chart 5.3.23 Growth in ETE Assets and Number of Eunds
may indeed overcome the disclosure issue.
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cal” ETF
holds the actual index constitnents. Synthetic

swap with a bank, whereas a “plx

Source; Morningstar

ETFs are common in Europe but not in the
United States. Synthetic ETFs may manage
to track indexes with lower trading costs and

lower tracking error—parti

cularly for less
liquid markets—compared to an ETF. However,
despite their potential advantages, some market
participants continue 1o voice concerns over the

potential for this structure to amplify financial

market stresses in the event that a bank

engaging in swaps with a synthetic ETF sponsor

should be unable to meet its obligation. In
addition, the emergence of new types of ETFs
aged and
Heveraged ETFs, actively managed ETFs,

and similar products, such as lever

inves

and ETFs based on very particularized asset

classes

L is a growing trend in the market and a
focus of regulators.

clat Davsiopments




During the crisis; various federal agencies set up facilities
to heip stabilize the financial system when private market
functioning was severely disrupted. While several of thess
facilities stil hold net bafances, most have besi wound
dowit in a manner that protects. the U.S. taxpayer.

Trotibled Asset Relief Program Bank Support Prograins

Key parts of the federal governiment'sresponse o the
financial crisis were carried out by Treasury under the
“Troubled Asset Relief Program [TARP}. Amiong several
TARP programs targeting the banking systern; the largest
wa the Capital Purchase Pragram {CPP); under which :
Treasury invested approximately $205 billion in over 700
banking organizations. The CPP'is now closed. As of June
28, 2012, repayments—along with intérest, dividends,
‘and-other income-—exceeded the original disbursement.
Treasury estimates that the total gain 1o taxpayers from the
&3245 bilion disbursed under all bank support programs
under TARF will Ultimately exceed $20 biflion (Chart E1).

ChartE1

Billions of USH
300

TARP Bank Support Program Status
s OF 2952012

300

terestFees/Gains,
and Other income
Realized To Date 250

BER Amount Outstanding
R Amount Repaid

260,
‘200 X
150:
100°

5¢

Total investment Iricomeé Ta Date . Reéalning Cutstanding

Source! U.8: Depariment of Treasury.

Teiiparary Liguidity Guararitee Program
The federal goverriment's response 10 the firiancial crisis
also indluded the FDIC's Temporary: Liuidity Guarantee
Program {TLGP): The Transaction Account Guaraniee
(TAG) portion of the TLGP guaranteed deposits in
nofinterest-bearing. iransaction accounts at instred
deposttory institutions. The TAG expired on Determber :
31, 2010 Section 343 of the Dodd-Frank Act, which

2012 FSOC /7 Awnual Report

Biltions of USS

provided unfimited deposit and-share insbrance coverage
for non-interest-bearing transaction accounts beginning
Decerribier 31, 2010, is scheduled to éxpire Desermiber 51,
2012.:As of March 31 2012, $1.3 trillior in rori-interest:
bearing accounts at over 7,000 institutions exceeded the
basic coverage fimit of $250,000 per account but was fully
insured by temporary coverage. Under the TLGP, the FDIC
guaranteed newly issued senior unsecured debt of instired
depository instittitions; their holding companies; and certain
affiliates: No new debt can be guaranteed Under the TLGR -
but approximately $109 pilion in guaranteed debt remained
outstanding as of May 31,2012, : B

Terin Asset-Backed Securities Loar Facility

The Term Asset-Backed Securities Loan Facility: (TALFY,
which the Fedeéral Reserve and Treasury began operating
in 2000; was created o help market participants meet

the credit néads of househalds and small businesses by *
supporting the issuance of asset-backed secuiities (ABS)
collateralized by certair consumer and business loans.
Under the TALF, the Federal Reserve provided efigible
borrowers with thres-year and five-year non-recourse loans,
Collateralized by ABS. ;

Ty total; $71 billion in loans were provided Under the TALF,
but many were repaid-early. The cutstanding amount of
TALF 1oans fell frorn $24.7 billion at the ‘start of 201110

$5.3 bilion a8 of June 20, 2012, As of the end of March "
2012, all collateral pledged against outstanding TALF loaris
maintained their AAA ratings; and all igans werg performing
as scheduled. Treasury committed 1o provide the Federal
Reserve up 10 $20 billion under TARR in crédif protection for
the TALF. This aviount was later reduced 1o $4:3 bifion i -
July 2010 and subsequently reduced o $14 Bilon In Jine
2012 Treasury expects {o incur no losses on thiis balarice,

WMaiten Lane LLC : : :
Outside of and prior 10. TARP, the Federal Reserve Board
authorized the Federal Reserve Bank of New: York (FRENY)
|10 form Maiden Lane LLC (MIZLLC) fo facilitate the merger
‘of Bear Stearns with JPMorgan Chase (JPM): The Federal

| Reserve Board authorized FRBNY.10 extend creditto

ML LG, which it cid through a $28.8 biion senior loar,
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fo partially fund-the pufchase of Gertain assets and

associated hedges from Beai Steams: As of June 14,

2012, ML LLC fully repaid the loan (mciudmg interest) made
MY ERBNV

Asvr tance o t\m(,ncan Intarnational erp :
Thie Federal Reserve Board and the Treasury provxded
a'coordinated response to alieviate capital and liquidity
pressures on-American Internationat Group (AIG). At its
peak; the amount comimitted to support AlG through
FRENY ahd Treasury was approximately $180 billion:

FRBNY sqppi)ri included & secured revolving crédit facility :

1o AlG; s well a8 the formation and-extension of credit to
Maiden Lané il LLUC (ML 1 and Maiden Lane 1i-LLC (ME: ).
To date, all of FRBNY's loans to AlG and 16 MLII and ML
have been repa:d with interest:

As of June 29, 2012’ only. Treasury’s TARP investment

i AIG remained outstanding. The $30.44 bilion tripaid
balance is less. than the $34 billion market value of the, "
AIG comimon stock that Treasury Holds: This stake and
FRENY's residual interest in‘assets héld by ML Tland ML
{it-holdings related to FREBNY’s irvestments in. AIG are
likely to produce an additional prcflt for the .8, public
{Chart E.2).

CrartE.2° 7 AlG Investments Committed and Beturned
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Sobrce: U.S. Treasury, FRENY.

Marigage-Backed Seciirity Purchase Program
-+ Using its authorities under. the Housing and Ecoriomic:
Recovery Act of 2008, Treasury supported the housing

rmarket by purchasing miorigage:backsd seturiies (MBSH

- issued by Fannie Mag and Freddie Mac. In 2008 and

2008; Treasury purchaséd MBS on'the secondary rrarket
at a cost of $226 billion and compléted the liquidation of
these holdings in'March-2012: The proceeds of sales;”
inaddition 1o prmc:pal ‘and interest received, were $250
bittion; exceedmg the program s cost by approxnmately
$25 billion:

Auto mdu;try

Treasury created the Autcmohve industry Fmanung
Program {AIFP) in Decembier-2008 o prevent a. -
significant disruption of the ULS: adtornotive industry
becatse of theisks such a disruption could posé to
financial-stability and the U.S, sconomy. Unider the AIFP,
'ﬁeasury invested approximately. $80 billion it General '~
Motors (GM) Chrysler; and their respechve financing
armis; As of 2012:Q1; GM and Chrysler, after substantial

xreorgani?aﬁons feporied nife and five consecutive

profitable quarters tespectively.

Treasury has made substantial progress toward exiting

s investments in‘automotive companies and contintes

o monitdr the performahce of these firmis and evaluate
options fo exif its investments: As of Jiine 30;:2012; N
Treasury's investment in GM stood at $23.39 bilion and’

in Ally Finanicial at $13.75 biffion. Treasury has fully exited . -
its investment in: Chrysiér and Chrysler Financial, which
resuited i a $1.3 billion Ioss unlikely to be fully recovered:

Financial Devaloprments
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Advances in computing and communication

technology, along with regulatory changes, have
wansformed electronic trading, High-speed
computerized rrading has been a hallmark of
modern equities, futures, and foreign exchange
marke

and has spread in recent years to
markets for derivatives and fixed income
instruments. Computerized trading is used to
facilitate a wide array of activities, including
automated order routing and so-valled high-
frequency trading. (See Box F: Algorithmic and
High-Frequency Trading.) A vast expansion of
market data supports these activities.

Along with decimalization of U.S. equity and
equity options markets, electronic trading has
resulted in smaller tick sizes and decreasing
trade sizes. In particular, a common use of
computerized trading algorithms is to split
trades into multiple smaller transactions. As
seen in Chart 5.4.1, average size per trade

in U.S. equities markets declined 81 percent
stnce 1997, while volumes increased more than
500 percent through May 2012, This practice
of trade splitting has become increasingly
evident over the past 15 yea;

Its likely
purpose is to minimize the price impact of
trading, but decreased trade sizes may also he
2 component of more complex computerized
trading strategies.

More generally, liquidity has been fragmented
among various equity trading modalities,

including exchanges, alternative trading

tems, broker-dealer internalizers, and

9012 FSOC /{ Annual Report




so-catled “dark pools.” The latter are trading

B

ystems that are not openly available to the
public in which buyers and sellers submit orders

anonymously, with neither order
revealed publicly until the trade has been
completed. In May 2012, almost a third of all
irading in the equities market occurred outside
exchanges i such dark pools and broker-
dealer internalizers, where customer orders

are matched against each other or against
proprietary orders of the internalizing broker-
dealer (Chart 5.4.2).

More recently, equiti

competing for marke!
of narrowing spreads, lower commissions,
greater competition, and declining share

volumes. Specifically, average daily volume of

shares trading ha

s declined 20 percent
stnce a peak of 3.82 billion shares in 2009 1o
7.83 billion at the end of 2011 (Chart 5.4.3).
Also noteworth

s the growth of trading in
the Asia Pacific region. From 2000 through
2009, Asia’s share of global trading more than
doubled (Chart 5.4.4). This growth in Asian
trading is a by-product of the rapid economic
growth in this region, with a concomitant
growih in demand for financial services.

5.42 Wholesale Payments and Settlements
Activity within the wholesale payments utilities has
rebounded as both volumes and values continue

fo increase since the crisis. Robustness for ¢

lLargest of these wtilities, the Fedwire® Funds
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Chart5.4.2  Average Daily Volume Shares by Venue

Fercent End Date: May-2012 Percent

Service, has imj | with carlier
and reduced operational visk. In addition, new
and more demanding international standerds

have been released for large value payments and
settlement uiilities, as well as for other fmancial

markel infrastructures.

The major wholesale payments utilities

. financial markets are the

supporting
Fedwire Funds Service, a real-time gross
settlernent system operated by the Federal
Reserve Banks, and the Clearing House
Interbank Payments System (CHIPS). a
continuous net settlement system ()P(’l“:lle(l
by The Clearing House Payments Company
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Advancerments in technology have had & profound effect
on trading, &5 activity has becorne faster; more complex;
and highly automatad, Although computer-baséd:

algorithms have been utilized in US: equities markets for

“quite a while, the expansion inta othér markets'and the

profiferation of high-speéd algorithaic trading—along with
the Current fragmented market structure=could lead to
uninténded errors cascading through the fiancial system:
Regulators and market participants must help ensure that
adeguate controls and risk-managemerit practices-are in
place to mitigate these risks. :

High-speed algorithmic trading utilizes computer::
algorithims to deterimine the timing; price, and quantity
offrades. High-frequency trading {(HFT) is one particular
type of algorithmic trading: While there IS no standard,
commonly accepted definition of HET i the industry, HFT
typically refers to'the use of computerized trading to move
in and out of positions rapidly, generally snding the day:
flat with little of rio expostire fo the miarket 6n an overnight
basis. in‘contrast; other styles of algorithmic trading allow
positions to be held over longer time horizons: HFT is. |

-widely used in U.8. equities; global futures; and global

foreign: excharige, accounting for nearly 56 percent, 52

“percent; and 36 percent of fotal trading; respectively; in

2011 (Chart FA): . :
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] Algorithms have long been-usedin U.S, equities markets,‘

notably 1o route orders & the trading Venue with the best
exection pride in compliance with the. SEC’s Regulation
National Market System (NMS), Over the past decads; -
algorithims have beert adapted for trading inother -
asset classes: A notable ciass of computerized trading
algorithims is so-called "black box™ strategies, which are
fiitly automated and preprogrammed, and which generally
have trades initiated directly by the algorithm itself, Black
box trading algorithims are capable of reacting to market
data; transmitting thousands of order rnessageés per
seconid ditéctly to electronic trading Venues, cancelling

-and replacing orders pased on changing market

conditions; and capturing price discrepancies with little or
no human intervention.

Giver the speed with which these transactions are
executed; errors Car propagate rapidly through:

systems and across markets. Such erors could include”
unintended accuritilation of large positions; oui-of-controt
algorithms, arid erroneous “fat finger” trades, As a resuft,
prudent and timely risk-management is of paramount :
importance’in these markets. Appropriaté pre-and post -
trade risk controls are desirable at all levels of the trade life
cycle, from trade stbriission to frads matching, clearing,
and-settlerment, Thersfore, frading firms, exchanges,
broker-dealers: (BD), future commission merchants (FCM),
foreign exéhange primé brokers (FXPB); service providers;
and cleanng drgarizations each have an important role to
play in preventing; detecting, ‘and responding to potential
complter-generated trading errors.

The desire for faster execution has.prompted changes
within the marketplace to minimize latency: Latenicy lsa
misasurémient of the time it takes o send an order to'a
trading venue-and for éirading venue to acknowledge
the order. Participants seek to minimize latency in
brdér to incredse the charices of getting promipt

order execution at the best price. Factors affecting
latency include geographical distance and response
time from the éxchange‘s miatching enging and the
speed at which market data and Other Signals from the -
marketplace are processed. R
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© o Reduciig latency is particuiarly important for high-
froquency traders because the passage of time, even for
an instant; exposes thern to market visk. Prices makers

are e)kpbsed o the visk that théir drders could rémain

in the order book after the market has moved inthe
opposite-direction of thelr trading strateqy ‘and before their
caricéllations are processed: Price takers dre exposed

16 the Hisk iha{ aresting order they want o ¢apture-could
be cancslled prior 1o éxécution or could be captured:by
another, faster tader. :

i response o demand for faster exectition, somé trading
venues allow “direct dccess” (sometimes referred 1o
as“sponsored aécess"), through which certain trad%rig
firms access the exchange's matching engine directly,
Bypassing the systems of thelr sponsoring BD, FCM, or
FXPB:It is‘importanf that sponsoring entities offering:

- direct access.have bmper controls'in place for mdnitoring
thelr clients’: activity across the relevant platforms;-Another
way trading firms: can reduce latency is to place co- -
locate) their servers as near as possible to the trading
vene's matching engine(s). An importam policy issue

“ig the exterit fo which trading firms: have equal access
to-co-lacation or direct access Services BDs‘, FCMSs;

‘and FXPBSs are finanicially responsible for the tradées
of all their customers; including those that engage in

- aigorithiic trading. To help ensure prident customer risk
management in the equity market, the SEC implemented
Fofe. 15635 iy July 2011, which famong other things)
requires BOs to maintain a system of controls and

“supervisory procedures reasonably designed to limit

“ the fiflandial exposures arising from custdmers that
access the markets directly. In addition; the SEC recently
approved two proposals by the SRO and FINRA. The
first proposal would update, on a pilot basig, the-existing
sirgle-stock circuit breaker mechanisim with an additional
“fimit-up” and *limit-down” migchanisi that effectively
prohibits trades rom bing immediately executed at
prices outside of préscribed roliing bands: The second
proposal would tpdate; also on a pilot basis, the existing
marketwide Gircuit breakers that, when triggered, halt
trading in alf exchange-listed securities ihroughout‘
the U.S. markets: Thie proposed changes lower the
percentage-decline threshold for triggering a market-wide

“rading halt and shorten the amount of time that trading

is halted. Ariong other things; these mechanisms would
help mitigate the impact of any algorithmic orders that
cétild otherwise rapidly drive the price of a stock upor
down. In the fltlres markst, the CFTC has adopted rules
10 bolster risk management at the exchange, clearing firm
and other levels. In ihe foreign ekchange market; prime
brokers are increasingly making.lse of bos’(—trade services
designed 10 help pirime brokers manage client risk on a
reaktime; intraday basis across muttiple trading venues.

Financial Developments




157

Chart5.4.5 Anmnual Payment Clearing Volumes
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Chart5.4.7 Fedwire Funds Daylight Overdrafts
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LLC. The Fedwire Securities Service
provides securities issuance, settlement,
and transfer services for the ULS. Treasury,
ULS. government agencies and government-

sponsored enterprises, and certain

international organizations.

There was a sharp decline in 2009 in annual
payment clearing volume and value for the
Fedwire Funds Service, CHIPS, and the
Fedwire Securities Service from pre-crisis peaks
{Charts 5.4.5 and 5.4.6). From 2009 through
2011, volume and values continued o modestly
decline for the Fedwire Securities Service and
showed a moderate rehound for Fedwire Funds
e and CHIP.

Serv

Two noteworthy developments in ULS. large
value payment systems are the reduced use

of duylight overdrafts (Chart 5.4.7) and the

carlier submission of payments (Chart 5.4.8).
Before 2008, only 20 percent of Fedwire Funds
Service pavments {by value) were settled by
1:00 p.m. (Eastern), and only 50 percent were
settled by 4:00 p.m. (Eastern). As of May 2012,
some 20 percent of Fedwire Funds Service

value settled by 10:00 a.m., and 50 percent
setded before 2:00 p.m. (Eastern). Both of
these developments appear to be driven largely

by the increase in the quantity of reser

S On

bank balance sheets (Chart 5.4.9). From an
operational risk perspective, earlier payment

submission decreases the potential magnitude
of liqqudity dislocations and risk in the financial
industry should an operational disruption
accur near the close of the Fedwire day at 6:30
pn. (Eastern). An open question is whether
payments will revert back to late-in-the-day

if

settlements if and when reserve balances revert

to the pre-

A final noteworthy development in wholesale
payments and scttlements is the release by

the Committee on Payment and Settiement
Systems (CPSS) and the Technical Committee
of the International Organization of Securities
Commissions (TOSCOY of a new package of

ds called Principles for Financial Market

standz

Infrastructures, subject to adoption by regulators



in individual jurisdictions. The principles
are intended to apply to all systemically
stems, central securities

important paymen

depositories, securities settlement systems,
central counterparties, and trade repositories
{callectively “financial market infrastructures™).
These principles contain new and more
demanding international requirements that are
designed 1o help ensure that the infrastructure

supporting global financial market

$ IMore
robust and thus well placed 1o withstand
financial shocks. The CPSS and 10SCO
members (including the Federal Reserve, the
CFTC, and the SEC) will strive to implement the
new standards by the end of 2012,

5.4.3 Derivatives Infrastructure

Global use of ke ter (OTC) derivatives
expanded in 2011 icr
centrally cleaved, and data on these derivatives trades

these derivatives @e

are reporied lo bade reposilovies, developments which
enhance robustness of these mavkets.

Giobal Derivatives Volumes
As measured by notional value, the global OTC
market has grown considerably faster than the

exchange-traded derivatives markets (Chart
5.4.10). Comparing the second half of 2011

to the second half of 2010, the OTC market
grew atan 8 percent pace, reflecting continued
strong demand by end users for customized
risk-management products. In contrast, the
exchange-traded markets declined by 17
percent over this period. Notional volumes

for both exchange-traded and OTC interest
vate products declined sharply in the second
half of 2011, with notional amounts for OTC
Interest rate swaps dropping from $553 trillion
{U1.S. dollars) to $504 trillion from 2011:H1

o 2011:H2, and exchange-traded numbers in

the same period declining from $76 tillion o
$53 trillion (Chart 5.4.11). It is likely that these

declines were due to less need for interestrate

hedging in an environment of low interest rates

and diminished credit growth.

As measured by pumber of conwracts, over
two-thirds of exchange traded derivatives
were traded outside the United States in
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Chart5.4.8 Deciles of Fedwire Value Time Distribution

Time of Day As Of 31-May-2012 Time
20:00
19:00
18:00
17.00
16:00
15:00
14:00
13:00
12:00
1100
16:00

960
8:00
7

Source: FRBNY, Martin, Bech and McAndrews {2012)

00 -
Apr7  AprOD  Apr03  Aprn0S  Aprd9  Apri2

of Day
20:00
19:00
18:00
17:00
16:00
15:00
14:00
13:00
12:00
11:00
10:00
$:06
8:00
7:00

Chart5.4.9 Reserve Bafances

Bilfions of US$ End Date: 4-Jul-2012 Bilforss of US$
2000 2000
i
1500 Sr 1500
Reserve Balances
1000 1000
500 500
2006 2007 2008 2008 2010 2011 2012
Source: Federal Reserve
Chart 54,10 Global OTC and Exchange-Traded Derivatives
Growth
Indexed Growth End Date: 2011 Q4 Indsxed Growth
1000 1000
800 ore / \“"“M}/ 800
600 / 600
400 400
Exchange Traded
200 200
0
1998 2002 2006 2016
Source: BIS Note: Notional values, Indexed such that 1998 Q2 = 100.

Financtal Developments




159

Chart 5.4.11 Global Exchange-Traded Derivatives
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Chart 5413 SwapClear Volume
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2011 {Chart 5,4.12). The share of derivatives
volume traded on non-!

.S. exchanges has been

increasing over the past several years.

Central Clearing of Derivatives
A major trend in OTC m

kets over the past
few years is the increasing numbers of OTC
derivatives cleared by central counterparty
{CCP) clearing houses. CCP provide credit risk
mitigation for market participants by acting as
buyer to every seller and seller to every buyer,
Prior to 2009, there had been central clearing
of OTC derivatives, including clearing of

ps (IRS) by
SwapClear and clearing of various energy

interest rate s JH.Clearnet’s

derivatives by the ClearPort system operated

by the New York Mercantile Exchange (now

part of Chicago Mercantile Exchange, or CME)
and by Tntercontinentalfixchange’s (ICE)

1CE Clear Europe. In 2009, ICE Clear Credit
{formexly known as ICE Trust) and ICE Clear
Europe, as welt as CME, began clearing credit
defanlt swaps (CDS). Since the 2009 G-20
commitment, which calls for central clearing
of all standardized OTC derivative contracts

by the end of 2012, clearing activity has grown
dramatically in all such asset classes. Subsequent
legistation in the United States (the Dodd-
Frank Act) and regulation in the European
Union (the European Market Infrastructure
Regulation) are consistent with the spirit of the
G-20 commirment.

A good deal of progress has been made

toward central clearing of standardized OTC

il
progress to be made. LCH.Clearnet’s SwapClear

derivatives contracts, although there

reports that the outstanding notional value of
cleared IRS has grown from about $70 wrillion
in 2007 w almost $300 triflion going into

June 2012 (Chart 5.4.13). The number of new
IRS contracts cleared per month ("monthly
registration” in Chart 5.4.13) has risen from

a bit over 20,000 in 2007 to nearly 150,000,
SwapClear now estimates that 52 percent of new

IRS trades ave presented to it for clearing. As of
June 29, 2012, 40 percent of the notional value
of IRS cleared by SwapClear is denominated



in euros, with 36 percent denominated in U.
dolars {(Chart 5.4.14).

DS markets akso show a substantial increase

in centrally cleared contracts. According to the
International Swaps and Derivatives Association
(1SDA), centrally cleared CDS contracts
represented 10.6 percent of the notonal
amounts outstanding as of December 2011, The

two major CCPs for CDS both show significant

growth in clearing: ICE Clear Credit’s open
interest has grown from de minimis amounts
three years ago to $905 billion notional as of
June 15, 2012, comprising $470 billion in index
products, $390 billion in corporate single-
name contracts, and $45 billion in sovereign
single names. ICE Clear Europe reports similar
growth (Charts 5.4.15 and 5.4.16).

CCPs have added numerous new products to
clearing, For example, the various clearing

entities associated with the ICE added over 125

new OTC derivatives to their lists of products

cepted for clearing, including energy swaps,
emission swaps, and additional index, single-
name and sovereign CDS over the past few
months. Burex Clearing has announced its
intention to begin clearing OTCIRS in the
second half of 2012. In mid-March 2012,
LCH.Clearnet’s ForexClear began clearing
OTC foreign exchange (FX) non-deliverable
forwards (NDF). CME Group is also now
clearing OTC FX, and NDF. ICE announced
their plans to begin NDF clearing as well.

Finally, the Options Clearing Corporation is
developing a Standard & Poor’s (8&P) 500 OTC
option for clearing.

Qne of the expecied benefits of centralized
clearing of OTC derivatives is the possibility
of netting offsetting contracts that accumulate
through repeated trading. LCH.Clearnet’s

SwapClear reports a reduction of about 25

percent of the notional value presented to it
for clearing through netting, tearing up of
offsetting contracts, and other processes to
eliminate redundant contracts. ICE Clear
Credit reports a much larger netting efficiency.
They achieved a reduction of about 90 percent
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Chart 5414 Outstanding SwapClear Volumes
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Chart 5,417 interest Rate Derivatives

As OF: 20-Apr-2012
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Chart 5,418 CDS and Other Credit Derivatives
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of the notional value of the original CDS trades
presented for clearing through netting, tear-
ups, and other compression pro

s

Trade Repositories

A relatively new feature in the market
infrastructure for swaps is the development
of trade repositories (TR). Under Title VI of
the Dodd-Frank Act, the details of all swaps
{and security-based swaps) will have to be
reported to a TR {or to the CFTC or SEC,
appropriate, if no TR is available). The major

global swaps market participants are working to

establish a trade repository for each asset ¢
and have voluntarily provided information to
the repositories on their ongoing and, in some
mstances, legacy trades. TRs are operational
in the United States,

nited Kingdom, and/
or Luxembourg for intevest rate swaps, credit
default swaps, equities swaps, commodities
swaps, and FX swaps. Additional TRs are
expected to be operational by vear-end 2012,

TRs data can be used to measure the size and
composition of different swaps markets. For
example, according to TriOptima, a TR that
served the interest rate derivatives market
through mid-2012 (before being replaced
and Clearing
Corporation), some $495.9 willion (notonal)

by a unit of Depository T

interest rate derivatives contracts have been
reported to the TR by the so-called G-14
dealers, of which a bit over one-half are cleared
by a CCP (Chart 5.4.17). The vast majority

of these centrally cleared swaps are dealer-
to~dealer contracts. In addition, another 17
percent reported as non-centrally cleared
dealer-to-dealer contracts were among the

. the Trade
Information Warehouse, a TR for CDS, reports

G-14 major swaps dealer

that $25.0 trillion (notionaly CDS contracts

5.7 willion

were reported to the TR, of which §
(approximately 63 percent) are dealer-to-

dealer (Chart 5.4.18). This preponderance of
dealer-to-dealer swaps, esp

ially those among
the largest dealers, appears to be an ongoing

feature of these markets. Industry contacts




rveport that these interdealer trades are mostly
for the purpose of hedging the risks associated
with market-making activities. It is of interest
that, in aggregate, dealer positions as seller

of CDS protection ($20.343 riltion notional)
approximately equal dealer positions as buyer of
such protection ($20.541 trillion notional). In
other words, the dealer community in aggregate

has approximately a flat CDS book without a

pronounced directional tilt.
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(@8 Resulatory Desclopments; Council Actviies

Over the last vear, Dodd-Frank Act implementation included introducing

stronger supervision, risk management, stre closure standards;

testing, and d
establishing resolution plans and an orderly liquidation regime for foancial
companies; regulating the derivatives markets to reduce risk and increase
transparency; reforming the securitization markets; enhancing standards and
disclosure requirements for hedge fund advisers; and implementing measures to
enhance consuwmer and investor protection.

In addition, the Council has continued to make progress in fulfilling its mandate,
It has issued a final rule and guidance relating to the designation of nonbank

financial companies for Federal Reserve supervi

on and enhanced prudential
standards, and has finalized the designation of an initial set of eight systemically
importans financial market utilities that wilt be subject to enhanced risk-
management standards. The Council also continued to monitor potential risks
to LLS. financial stability; fulfilled explicit statutory reguirements, including

a forum for discussion and

the completion of three reports; and served a
coordination among the member agencies implementing the Dodd-Frank Act.

The following is a discussion of the significant implementation progress the
Council and its member agencies have achieved since the Council’s previous

;mmml rcporl.
6.1 Safety and Soundness

611  Enhanced Prudentiat Standards and Dodd-Frank Act Stress Tests

Sections ¥

55 and 166 of the Dodd-Frank Act require the Federal Reserve to establish
enhanced prudential standards and early remediation requirements for certain large

bank holding companies (BHCs) and for nonbank financial companies designated
for Federal Reserve supervision. In December 2011, the Federal Reserve issued,
for public comment, a proposal to implement the enhanced prudential standards

and early remediation requirements. The Dodd-Frank Act requires the enhanced

standards established by the Federal Reserve for covered companies under Section

165 1o (1) be more stringent than those standards applicable 1o other BHUs and

nenbank finar s to U8, financh

Tl companies that do not present similar ri

stability and (i) inc in stringency based on the systemic footprint and risk

characteristics of individual covered companies.

The Federal Reserve’s proposal includes risk-based capital, leverage, lquidity,

sirigle-

counterparty credit exposure limits, supervisory and company-run stress testing,
risk management and a risk committee, and early remediation requirements.

The proposal would generally apply to alt U.S. BHCs with consotidated assets of

50 billion or mor

and any nonbank financial company that is designated by the

ablish a

Council for supervision by the Federal Reserve. The requirements o es
risk committee of the board of directors and o conduct a company-run stress test

Rogulatory Devalopments; Council Activitios
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v to BHCs
the exception of the requirements related to company-ran stres

would also app! with total consolidated assets of $10 billion or more. With

Les

avings and

foan holding companies

HCs) that are not designated by the Council would not
be subject to the requirements under this proposal. The Federal Reserve’s proposal
addresses the following

Risk-based capital and leverage requirements. These rules would be
implemented in tvo phases. In the lirst phase, the institutions would be subject
0 the Federal Reserve's capital plan rule, which was published in December 2011,
‘That rule requires covered companies to develop annual capital plans, conduct
stress tests, and maintain adequate capital, including a tier one common risk-
based capital ratio greater than 5 percent, under both expected and stressed

conditions. In the s e, the Federal Reser

ond pha would issue a prope
to implement a risk-based capital surcharge based on the framework and

methodology developed by the Basel Committee on Banking Supervision {BCBS).

Liguidity requirements. These measures would also be implemented in muliiple
Fi
risk-management standards generally based on the interagency liquidity risk-

phas t, covered companies would be subject to qualitative Hquidity

management guidance issued in March 2010. These standards would require
covered companies to conduct internal liquidity stress tests and set imernal

quantitative Hmits 1o manage liquidity risk. In the secoud phase, the Federal

Reserve would issue one or more proposals to implement quantitative liquidity

requirements based on the Basel 1 iquidity requirements,

Stress tests. Stress tests of the covered companies would be conducted annually
by the Federal Reserve using three economic and financial market scenarios. A
summary of the results, inchuding company-specific information, would be made
public. In addition, the proposal would require covered companies to conduct
one or more company-run stress tests each year and to make a summary of their
results public,

Single-counterparty credit limits. These requirements would Timit credit

exposure of a covered financial company to a single counterparty as a percentage

of the firm’s regulatory capital. Credit exposure between the largest financial

companies woukd be subject to a tighter limjt.

Risk management requirements. The proposal would require covered
companies to establish a stand-alone risk committee of the board of directors,

Frisk officer to over

and appoint a chie enterprise-wide risk management.

BHCs with $10 billion or more in consolidated 2

sets would also be required to

establish an independent risk committee of the board.

Early remediation requirements. These measures would be put in place for all
d atan carly
stage. The Federal Reserve has proposed a number of triggers for remediation——

firms subject to the proposal so that financial weaknesses are addre:

such a s test results, and risk-mana

capital levels, stre gement weaknesses—in

some cases calibrated to be forward-looking. Required actions would vary based
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on the severity of the situation but could include restrictions on growth,

capital

distributions, and executive compensation, as well as capital raising or t sales.

The Federal Reserve consulted with members of the Council in developing this

propos

1. The comment period for the proposal closed on April 50, 2012,

In addition to the stress-testing requirements to be conducted by the Federal

Reserve, Section 165()(2) of the Dodd-Frank Act also recquires certain financial
institutions to conduct stress tests based on regulations issued by that institution’s
primary federal regulator. In January 2012, the OCC, Federal Reserve, and FDIC
issued proposed rules 1o implement these stress test requirements for institutions
where they are the primary federal regulator. The comment period on these rules
closed in April 2012. The Federal Reserve, OCC,

respective rulemakings to implement these prov:

and FDIC are coordinating their

6.1.2  Transfer of Office of Thrift Supervision Functions
Tide T of the Dodd-Frank Act tra
the former Office of Thrift Superv

ferred various powers and functions of
ion (OTS8) to the OCC, FDIC, and Federal
Reserve, This transfer of functions occurred on July 21, 2011, with the Federal

Reserve assuming responsibilities for SLHCs, the OCC assuming responsibilities
for federal savings associations, and the FDIC for state savings associations, The
OCC, FDIC, and Federal Reserve coordinated their efforts to help ensure a smooth
wansfer of these functions and affected OTS employees. To clarify which agency
will be enforcing the OTS rules, the Dodd-Frank Act required the OCC, FDIC,
and Federal Reserve to publish a notice in the Federal Register identifying those
regulations of the QTS that the agencies will enforce. The FDIC and OCC issued

a joint notice on July 6, 2011, and the Federal Reserve

ued its notice on fuly 21,
2011, The OCC has taken a number of additional actions to incorporate applicable
OTS regulations in the OCC’s chapter of the Code of Federal Regulations and

y guidance. The Federal

1o integrate 0TS and OCC regulations and supervi

Reserve has similarly taken s
guidance for SLHCs. On July 21, 2011, the Federal Reserve |
wssing the Federal Reserve’s transitional supervisor

eral steps to establish regulations and supervisory

SOTY
approach for

guidance di
SLHCs. The Federal Reserve also published an interim rule to incorporate SLHCs
into the Federal Reserve’s chapter of the Code of Federal Regulations and notices
outlining the regulatory reporting requirements for SLHCs.

As of December 81, 2011, there were 417 top tier SLHCs with estimated

total consolidated assets of approximately $3 trillion. These SLHCs include
approximately 48 companies engaged primarily in nonbanking activities, such
as insurance underwriting (approximately 27 SLHCGs), commercial activities
(approximately 11 SLHCs), and securities brokerage (10 SLHCs).

The 25 largest SLHCs accounted for more than $2.6 willion of total consolidated
assets. Of the SLHCs engaged primarily in depository activities, only five
institutions were in the top 25, yet approximately 88 percent of the total SLHCs
were engaged primarily in depository activities. The depository firms, however, held
only 13 percent or $388 billion of the total SLHC consolidated assets.
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6.1.3  Capital Standards, Comprehensive Capital Analysis and Review, and
Supervisory Guidance regarding Stress-Testing Practices
In June 2012, the federal banking agencies invited comment on three joint

proposed rules that would revise and replace the agencies’ current capital
rules. The proposals would implement, in the United States, certain aspects
of Basel H and 2 nd the Dodd-Frank Act, and

would address shortcomings in regulatory capital requirements that became

the Basel IH capital reform

apparent during the recent linancial erisis. The first Basel HE notice of proposed

rulemaking (NPR) would apply to all insured banks and savings associations,

top-tier BHCs domiciled in the United States with more than §500 million in

(s, and SLITCs that are domiciled in the United States. Provisions of this NPR

that would apply (o these banking organizations include implementation of a new
common equity tier one minimum capital requirement, a higher minimum ter
one capital requirement, and, for banking organizations subject 1o the advanced

approaches capital rules, a supplementary leverage ratio that incorporates a

broader set of exposures. Additionally, consistent with Basel II, the agencies

propose to apply limits on a banking organizasion’s capital distributions and

certain discretionary bopus payments if the banking erganization does not hold a

specilied “bufler” of common equity ter one capital in addition to the winimum
risk-based capital requirements. This NPR also would revise the agencies’

prompt corrective action framework by incorporating the new regulatory capital
minimums and introducing common equity tier one capital a

anew regulatory
capital component. Prompt corrective action is an enforcement framework that
constrains the activities of an insured depository institution based on its level of
regulatory capital.

In the second capital NPR, also known as the “standardized approach,” the

agencies propose to re:

e and harmonize rules for calculating risk-weighted

assets to enhance risk sensitivity and address weaknesses identified over recent

years, including by incorporating aspects of the Basel I standardized framework,
and alternatives to credit ratings, consistent with Section 939 of the Dodd-

Frank Act. The revi
for residential mortgages, securi

jons include methods for determining risk-weighted assets

credit 1

jon exposures, and counterparty
The NPR also would introduce disclosure requirements that would apply to U.S.
hanking organizations with $50 billion or more in total assets. This NPR would
apply to the same set of institntions as the Arst NPR.

The third Basel TH NPR would revise the advanced approaches risk-based capital
rules const

ent with Basel [T and other changes to the BCBS's capital standards.
The agencies also propose revising the advanced approaches visk-based capital
rules to be consistent with Section 939A and Section 171 of the Dodd-Frank Act.
Additionally, in this NPR, the QCC and FDIC propose that the market risk capitat
tions, and the Federal Reserve

rules apply to federal and state savings associ
proposes that the advanced approaches and market risk capital rutes apply to
top-tier SLHCs domicited in the United States if stated thresholds for trading
activity are met. Generally, the advanced approaches rules would apply to such
institutions with $2530 billion or more in consolidated assets or $10 billien or more
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in foreign exposure, and the market risk capital rule would apply 1o SLHUs with

significant trading activity.

Tn March 2012, the Federal Reserve disclosed summary resalts of the 2012
Comprehensive Capital Analysis and Review (CCAR). The CCAR s an exercise
to evaluate the capital planning processes
BHCs. This exerci

evaluate whether firms would have sufficient capital in thnes of severe economic

and capital adequacy of the largest
stress tests to

¢ includes both company-run and supervisory

and financial stress to continne 10 lend to houscholds and businesses. The Federal

Reserve estimated revenue and losses under the s enario based on detatled

{See Section 5.2 Tor a more

data provided by the firms and verified by supervisors.

detaited discussion of the CCAR)

As a part of the CCAR, the Federal Reserve evaluates institutions’ capital plans

ACTOS 2, inchuding a stress test that examines whether a firm

a range of criteri

could make all the capital distributions included in its plan, such as dividends
and stock repurchases, while still maintaining capital above the Federal Reserve’s

standards in a hypothetical supervisory stress scenario. Other considerations for

capital distributions include an evaluation of the firms’ capital planning processes
and plans to meet the new Basel I requirements that are scheduled to be phased

in beginning 2013, assuming the final adoption of the Basel 1T NPR.

Under the Federal Reserve’s proposed stres

-testing rules (noted in Section
6.1.1), the results of the company-run stre

test would be incorporated into the
analysis supporting a company’s capital plan submission. The supervisory stress
test would be conducted by the Federal Reserve during the annual capital plan
review process and would be used as a ol 1o help the Federal Reserve assess the
adequacy of the company's capital plan.

In Aprit 2012, the Federal Reserve announced the formation of the Model
falidation Council (MVQ). The MVC will provide the Federal Reserve with

expert and independent advice on its proc s the models

to rigorous

used in stress tests of banking institutions. The MVC is intended to improve the
quality of the Federal Reserve’s model assessment program and to sirengthen the
confidence in the integrity and independence of the program.

In May 2012, the Federat Reserve, OCC, and FDIC
testing practices at banking organizations with

sued final supervisory

guidance regarding stress
total consolidated assets of more than $10 billion. The guidance highlights
the importance of stress testing at banking organizations as an ongoing

risk-management practice that supports a banking organization’s forward-

looking assessment of its ris it to address a range of

and better equi

adverse outcomes. While the guidance does not implement the stress-testing
requirements of the Dodd-Frank Act for certain farge BHCs and nonbank
s dest

fnancial compani gnated for supervision by the Federal Reserve (sce
Section 6.1.1), the guidance is intended to provide entities subject to the

Dodd-Frank Act or other stress-testing requirements with principles to follow
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when conducting stress tests in accordance with the Dodd-Frank Act or other
statutory or regulatory requirements.

614  Volcker Ruie

Section 619 of the Dodd-Frank Act, commonly

Lnown as the Volcker Rule,
generally prohibits banking entities from engaging in proprietary trading and
from investing in or sponsering hedge funds and private equity funds, subject to

certain exceptions.

Section 619 requires implementation in several stages. First, the Council was
required to conduct a study and make recommendations on implementing

the Volcker Rule. The Council studly, which was issued on January 18, 2011,
recommended principles for implementing the Volcker Rute and suggested a
comprehensive framework for identifying activities probibited by the rule, including
an internal compliance regime, quantitative analysis, reporting, and supervisory
review. Second, the Federal Reserve was required to publish a vule to implement
the conformance pertod during which banking entities, and nonbank financial
companies supervised by the Federal Reserve, must bring their activities and
investments into compliance with Section 619 of the Dodd-Frank Act. The Federal

Reserve published a final conformance vule on February 14, 201

By statute, following completion of the Council’s study, authority to adopt
implementing regulations is divided among the Federal Resevve, FDIC, OCC, SEC,
and CFTC, The statute requires the rulemaking agencies to consult and coordinate
with each other, as appropriate, for the purposes of assuring, to the extent
possible, that their rules are comparable and provide for consistent application and
implementation. The Chairperson of the Council is responsible for coordination

aof the regulations. On October 1 and 12, 2011, four of the rulemaking agencies
invited the public to comment on proposed rules implementing the Volcker Rule’s
prohibitions and requirements, The CFTC requested comment on a substantively

identical proposal on Janua

y 11, 2012. The agencies received over 18,0600
comments from the public on the proposal and are working to finalize their rules.

Pending issuance of final rules, the Federal Reserve issued a statement of policy on
April 19, 2012, clar

year conformance period provided by statute, which would be until July 21, 2014,

(ving that entities subject to the Volcker Rule have the full two-

to conform their activities and investments to the requirements of the Volcker Rule
and the final implementing rules. By statute, that deadline may be extended by
the Federal Reserve. The Federal Reserve’s statement of policy noted that banking
entities shonld engage in good-faith planning efforts (o enable them to comply
with the Volcker Rule and final implementing rudes by no later than the end of

the statutory conformance period. The rulemaking agencies also announced that
they plan to administer their oversight of banking entities under their respective
-onformance rule and

jurisdictions in accordance with the Federal Reser

statement of policy.
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6.1.5  Resolution Plans and Orderly Liquidation Authority

Resoludion F
Section 165(d} of the Dodd-Frank Act requires nonbank financial compantes

s

designated by the Council for supervision by the Federal Reserve and BHCs with
total consolidated agsets of $50 bitlion or more (“covered companies”™) to prepare
and submit to the Federal Reserve, the FDIC, and the Council plans—sometimes
referred to as “lHving wills™—for their rapid and orderly resolution under the U.S.

ankruptey Code. The Federal Reserve and the FDIC must review each plan and
may jointly determine that a resolution plan is not credible or would not facilitate
an orderly resolution of the company under the U.S. Bankruptey Code. Failure
w resubmit a credible plan within the tmeframe set by the Federal Reserve and
FDIC m
or Hiquidity requirements, or restrictions on the growth, activities, or operations

v result in the agencies jointly imposing more stringent capital, leverage,

of the company, or any subsidiary thereof, until the conpany resubmits 2

plan that remedies the deficiencies. If the company has failed to resubmit

an acceptable plan within two years after the imposition of more stringent
requirements ot vestrictions, the Federal Reserve and FDIC, in consultation with
the Council, may jointly require divestiture of certain assets or operations to
facilitate an ovderly resolution under the U.S. Bankruptey Code in the event of

the company’s failure.
In November 2011, the FDIC and the Federal Reserve published a joint final rule

that implements the resolution plan requirement. In accordance with the joint

Sets

final rule, covered compantes with $250 hillion or more in total nonbank
{or, in the case of a foreign-based covered company, $250 billion or more in total
U.S. nonbank assets) were required to submit their resolution plans to the Federal
Reserve and the FDIC by July 1, 2012, Covered companies with at least $100
billion (but less than $250 billion) in total nonbank assets {or at least $100 billion

but less than $250 billion in total U.S. nonbank assets, for a foreign-based covered
company) must submit their initial ptans by July 1, 2018. Covered companies with
less than $100 billion in total nonbank assets nust submit their initial plans by

December 31, 2013,

As a complement to this rnlemaking, the FDIC issued a final rule requiring any
FDIC-insured depository institution with assets of $50 billion or more to develop,
maimain, and periodically submit plans outlining how the FDIC would resolve it
through the FDIC's resolution powers under the Federal Deposit Insurance Act.
These two rulemakings are designed 1o work in tandem by covering the full range
of business lines, legal entities, and capital structure comhinations within a large
financial firm. Their overarching objective is to promaote stability, but they should
also improve contingency planning and risk management at a covered institution
and improve the outcomes for an institution’s constituencies and stakeholders if

the institution fails, Importantly, as covered companies prepare and submit their

living wills and those plans are reviewed, the process is expected to resultin an
ongoing dialogue between the supervisors and the firms that allows for continual

improvements as the plans develop.
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Orderly Liguidation Suthority

Title 1 of the Dodd-Frank Act establishes a new framework—the orderly

liquidation authorit

v (OLA)—to address the potential failure of a BHC or other
financial company when the failure of the financial company’ and its resolution
code or otherwise applicable federal or state Jaw would

under the bankruptes
have serious adverse effects on financial stability in the United States. Under
OLA, the FDIC would act as receiver of the financial company, and would resolve
ihject to OLA2

the company

In July 2011, the FDIC board approved a final rule tmplementing its Title 11

authority. The rulemaking, among other things. clarified the claims process and

priorities for unsecured creditors as well as the treatment of secured creditors in
a Title H resolution. In March 2012, the FDIC published a proposed rule setting
s exercise

forth the conditions and requirements that would govern the FDIC

of i

s authority under the OLA to enforce certain contracts of subsidi

affiliates of a financial company notwithstanding contract clauses that purport
to terminate, accelerate, oy provide for other remedies based on the insolvency,
financial condition, or receivership of the financial company. The comment
period on the proposed rule closed on May 29, 2012, It is anticipated that a final

rule will be issued in the near future.

Under Title If, the FDIC has the authority to borrow funds from the Treasury and
to incur other obligations in connection with the orderly liquidation of a financial
company, subject to a maximum obligation limitation (MOL). 1n June 2012,

the FDIC and Treasury published, after notice and comment, a joint final rule
governing the calculation of the MOL. Also, in April 2012, the FDIC adopted,
after notice and comment, a final rule that sets forth the conditions under

which a mutual insurance holding company would be treated as an insurance
company for purposes of Tite 1. The FDIC also intends to propose additional
rules to implement the OLA, including (1) rules governing the minimum right of
recovery and (2) joint rules with the SEC, after consultation with the Securities
Investor Protection Corporation, governing the orderly resolution of certain
broker-dealers (BD).

Furthermore, Section 210 of the Dodd-Frank Act requires the FDIC “t0
coordinate, to the maximum extent possible™ with appropriate foreign regulatory
authorities in the event of a resolution of a covered coropany with cross-border
operations, The FDIC has been working diligently on both muhilateral and

bilateral bases with foreign counterparts in supervision and resolution to

ions

-border i

address these crucial cross ues. Although U.S. firms have ope
in many countries, those operations tend to be concentrated in a relatively small
the UK. The FDIC and UK authorities

have made substantial progress in identifying and overcoming impediments

number of key jurisdictions, particular

to resolution. To facilitate bilateral discussions and cooperation, the FDIC s
negotiating memoranda of understanding with certain foreign counterparts
that will provide a formal hasis for information sharing and cooperation relating
to resolution planning and implementation under the legal framework of the
Dodd-Frank Act.
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6.1.6  Removal of References to Credit Ratings

Section 959 of the Dodd-Frank Act removes references o credit ratings in certain

statute:

while Section 939A requires ecach federal agency to review its regulations

that require the use of an assessment of creditworthiness of a security or money
market instrument and any references to or requirements in such regulations

regarding credit ratings. Each agency must modify its regulations as identitied by
the review to remove references to or requirements of reliance on credit ratings

and to substitute appropriate standards of creditworthiness.

As required by Section 9394, after enactment of the Dodd-Frank Act, federal
agencies reported to Congress on the review of their regulations that use credit
ratings and a description of any of the regulations. Numerous federal agencies
have proposed or finalized rules that would modify their regnlavions to comply

with the Section 939A requirements, For example, the lederal banking regulators,
in June 2012, finalized revisions (o the market risk capital rules that isoplement

alternativ

s to credit ratings for debt and securitization positions. Concurrently,
the federal regulators invited public comment on three proposed rules to revise

and replace the agencies” current capital rules, including implementing the
39A. The S

credit ratings as conditions for companies seeking to use short-form registration

changes required by Section 9 2C adopted rule amendments removing

when registering non-convertibie securities for public sale and proposed several
other rul

s that would remove credit rating agency references from many of its
nvestment company rules and its rules applicable to BD financial responsibility,
di the FDIC issued

a final rule removing credit ratings from the calculation of deposit insurance

ributions of securities, and confirmations of transactions;

risk-based assessments for farge insured depository institutions; and the OCC
issued a final Tule to remove references to credit ratings in the OCC's rules for
investments in securities, securities offerings and foreign bank capital equivalency
deposit regulations. in December 2011, the FDIC proposed revisions to part 562
ssociation [rom

of the FDIC’s regulations that would prohibit an insured savings
acquiring and retaining any corporate debt security unless it determines, prior to

acquiring such security and periodically thereafter, that the issuer has adequate
capacity to meet all financial commitments under the security for the projected
life of the investment. The FDIC's December 2011 NPR is cons

OCe

stent with the

final rule noted above regarding permissible imvestments,

617  Insurance
Section 111 of the Dodd-Frank Act, which establis
provides that one of the ten voting members, in addition to the nine named

ed the Council, also

heads of federal agencies, shall be “an independent member appointed by the
President, by and with the advice and consent of the Senate, having insurance

expertise” On September 28, 2011, the President’s appointee, referred 1o as the
“independent member,” was sworn in and seated as a member of the Council for a

st r term. Since that time, the independent member has established an office

and has actively engaged in the work of the Council and its committees with the

assistance of a staff of two employees with insurance expertise. The independent
member has also actively consulied with state insurance regulators and Federal

Reserve System staff responsible for the development and implementation of the

sory framework for insurance companies.
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The Federal Insurance Office {(F10) within the Treasury was established by the
Dodd-Frank Act with the authority, among others, to menitor alf aspects of the
insurance industry, including identifying issues or gaps in the regulation of
insurers that could contribute to a systemic crisis in the insurance industry or the
LS. financial system, FIO is awthorized to coordinate federal efforts and develop
federal policy on prudentinl aspects of international insurance matters, inchuding
representing the United States, as appropriate, in the International Association

of Insurance Supervisors (YAIS). In exercising its authorities, FIO consulis with

federal agencies, insurance regulators, and interested parties.

This past year, FIO joined the TAIS and its executive and other committees, all

of which also include U8, state insurance regulators as members. Through the

IAIS, insurance regulators, supported by the National Association of Tnsurance

Commissioners (NAIC), and FIO work with the insurance supervisors of other

countries on international regulatory initiatives such as a commen framework

for regulating internationally active insurance groups. Through the IAIS, FIO

and U.S, state insurance regulators are also working collaboratively with other

nsurance

supervisors to develop a sound approach to the ientification and

oversight of global systemically important insurers,

In addition to its existing responsibility for supervision of a BHC thatis a

major life insurance company, on July 21, 2011, the Federal Reserve assumed

responsibility for over 25 SLHCs that engage in significant volumes of life,

property and casualty, or title insurance underwriting. The unique aspects of
the insurance industry are addressed in various regulations that have been
published for the BHC and SLHC populations.

and implemented a specialized supervisory approach and customized supervisory

he Federal Resevve developed

guidance that reflects the risks and characteristics of the industry. This approach

includes communication and coordination with state insurance regulators.

Insurance regulators, through the NAIC, continue work on updating the

Insurance Financial Solvency Framework. Two of the more important initiatives

rvelate 1o the continued work of the Solvency Modernization Initiative, which led
1o the adoption of the Own Risk and Solvency Assessment (ORSA) Guidance
Manual in March 2012 and the revised Credit for Reinsurance Model Law in Jate
2011. Later this year, state regulators are expected 10 finalize the ORSA Model
Law to establish the ORSA filing requirement and the Valuation Manual, which
will allow states to consider adoption of the Standard Valuation Law o implement
principles-based reserving.

6.2  Financial infrastructure, Markets, and Oversight

6.21  Overthe-Counter Derivatives Reform

Title VII of the Dodd-Frank Act establishes a comprehensive regulatory
framework for the over-the-counter (OTC) derivatives markeiplace. The
regulatory structure for derivatives set forth in the Dodd-Frank Actis intended
to promote, among other things, exchange wading and centralized clearing of
swaps and security-based swaps, as well as greater transparency in the derivatives
markets and enhanced monitoring of the entities that use these markets.
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The CFTC and SEC have proposed and begun to Analize mumerous rules

pursuant to the public notice and comment process and have engaged in

extensive public outreach and interagency coordination, including public

roundtables with agency staff, market participants, and other concerned members
of the public; meetings involving stafl froms multiple regulators, both domestic

and international; and agency staff meetings with members of the public.

The SEC and CFTC have
“security-based swap,” “securit

ointly adopted rules further defining the terms
bas
final joint rules defining the terms

swap,”

ed swap agreement,” and have also adopted
“ Tef

ap dealen” “security-h:

sed swap d

“major swap participant,” and “major security-based swap participant.”

In addition, the CFTC and the federal banking agencies issued proposed
rules on capital and margin requirements for entities within their respective
Jurisdictions (for the CFTC, certain swap dealers and majot swap participants;

for the federal banking agencies, certain securities-based swap dealers and major

swap participants as well). The proposed rules would impose initial margin and
variation margin requirements for uncleared swaps held by entities under ¢ach

agency’s jurisdiction. With respect to capital requirements, the federal banking

agencies’ existing regulatory capital rules take into account and address the
unique risks arising from derivatives transactions and would apply to transactions

in

swaps and security-based swaps. The CFTC has proposed capital requirements

for entities under i

Jurisdiction.

The CFTC has adopted several final rules, including reporting requirements
o swap data repositories for swap dealers, major swap participants, and swap
counterparties; rules that establish the process by which the CFTC will review
swaps to determine whether the swaps are required to be cleared; and business

conduct standards and other

gulatory requirements for swap dealers and major

swap participants.

The SEC has proposed rules to implement corresponding requirements for
ablish the process by

curity-based swaps, and has

adopted final rules that

which the SEC will review security-based swaps to determine whether the security-
based swaps are required to be cleared.

The SEC and the CFTC are considering the structural and sy:

tems changes

market participants will have to make to satisfy the new derivatives regulatory

framework. The agen: are also considering a phased-in approach to

implementing the new rules. In June 2012, the SEC issued a policy statement

describing the order in which it expects the rules regulating the security-based

swap market to take effect. This ordering is intended to give security-based swap

market participants adequate, but not excessive, time to come inte compliance

with the new rules applicable to them.

On an international level, U.8. regulators are working as part of a group
composed of representatives of the BCBS, the Committee on the Global
Financial System, the Committee on Payment and Settdement Systems, and the

Commis

International Organization of Securiti ions to develop international
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standards for margin on non-centrally cleared derivatives. This group took an
important first step when it issued a consultative reportin July 2012,

6.2.2  Private Fund Adviser Registration and Oversight
Title IV of the Dodd-Frank Act closes a regulatory gap by making numerous

changes to the registration, reporting, and recordkeeping requirements of the
Investment Advisers Act of 1940 (Advisers Act). These pro
provide the SEC with oversight authority over previously unregistered i

stons are designed to
estment

advisers to certain types of private funds, including hedge funds and pr
equity funds, and the authority to require recordkeeping and reporting by
advisers to venture capital funds.

Sections 404 and 406 of the Dodd-Frank Act authorize the SEC to collect data
from investment advisers about their private funds to enable the Council to

assess systemic risk and require a joint rulemaking of the SEC and CFTC for

¥
investment advisers that are registered with both the SEC and CFTC, The
agencies implemented this provision in October 2011 by adopting a rule that
requires certain advisers to hedge funds, private equity funds, and liquidity
funds o report non-public data regarding their operations and the risk profiles
of the private [unds they manage. Under the rule, SEC-registered investment

with at least $150 million in private fund assets under management

advis
must periodically file a new reporting form (Form PF). Private fund advisers that

are also registered with the CFTC as commodity pool operators or commodity
wrading advisers may satisfy systemic risk reporting requirements of the CFTC

by filing Form PF with the SEC. The fivst filings of Form PF, covering private

fund advisers with $5 billion or more in private fund assets, are due in July 2012
for liquidity fund advisers and in August 2012 for hedge fund advisers. Smaller
Hquidity fund and hedge fund advisers, as well as private equity fund advisers, will

be required to begin filing Form PF for the period ending December 31, 2012,

In addition, in June 2011, the SEC adopted a rule that requires advisers to certain
types of private funds, including hedge funds and private equity funds, 1o register
s and enable

To enhance the §

ability to oversee these advi
the public to better vate funds, the SEC requires private
fund advisers to provide basic public information on Form ADV about the funds

with the §

ess the ac

ities of p

they manage. including information about the amount of assets held by the
fund and identification of fund service providers {e.g., auditors, prime brokers,

custodians, administrators, and marketers). In addition, the SEC requires all

advisers 1o provide further information on Form ADV about an adviser’s clients,

employees, and advisory activities. Investment advisers that had previously

relied on the Investment Advisers Act exemption for private advisers, which was

eliminated hy the Dodd-Frank Act, were required to register with the SEC by
March 2012. Registered investment advisers are required to adopt and implement

policies and procedures to prevent viotation of the Advisers Actand SEC ruk

6.2.3  Office of Financial Research

The purposes of the Office of Financial Research (OFR) are to support the
Council in fulfilling the Council’s purposes and duties and 1o support the

I resource for

as a data and 1

£l

Council's member agencies. The OFR ser
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the Council and its member agencies, and itis working with those agencies to

mitigate reporting burdens and increase market tansparency. In this context,
the OFR serves as a shared resource for Council members and their agencies

and stalfs.

The OFR provides data and analysis to support that work, either as a participant
in Council activities or in response to requests from Council members or their
agencies or staffs. The OFR will have the capacity o provide in-depth, long-
term research, as well as rapid analyses of significant financial events to inform

the Council’s policy discussions. The OFR also has a responsibility to evaluate

and report on stress tests and other stability-related assessients of financial
entities overseen by member agencies, provide advice to member agencies on the
impact of their policies as they relate to financial stability, investigate distuptions
and fatlures in the financial markets, and provide its analysis 1o the Couneil,
Congre:

53, and the public.

The OFR is working with Council member agencies to support an international
initiative o establish a unique, global standard for identifying parties to
financial transactions. This Legal Entity Identifier (LET) will allow for a better
understanding by both regulators and market participants of true exposures
and counterparty risks across the s

tem. In July. the OFR publishes its first
annual report to Congress on its research and data-related work 1o assess risks to
financial stability.

The Dodd-Frank Act provides that the OFR would be headed by a Director
appointed by the President and confirmed by the U.S, Senate. In December 2011,
President Obama nominated Richard B. Berner to serve as the first Director of
the OFR. That nomination is pending before the Senate.

6.24  Market Structure

Over the past several years, the SEC has been considering a range of issues
relating to developments in equity market structure. As a part of this process, the
SEC is
range of market structure issues, including high-frequency trading, order routing,

ued a concept release in Januar

¢ 2010 to seek public convment on a wide

The SEC continues

market data linkages, and undisplayed, or “dark,” Hquidits
to consider the issues raised in the 2010 concept release and whether additional

regulatory actions are needed in this area.

Recently, the SEC has taken specific actions to address market structure i

For example, in July 2012, the SEC adopted a rule that would require SROs 1o
develop a plan to create a consolidated audit trail. Such a consolidated audit
trail would improve the timeliness and breadth of the information available

o regulators for surveillance, investigations, and analysis of equity market

activity. In June 2012, the SEC approved two proposals submitted by the national

securities exchanges and FINRA that are designed to address extraordinar

in the broader U.S. stock maarket, One initiative

volatility in individual securiti

es

tablishes a “limit-up” and “lmit-down” mechanism that prevents trades in
individual eschange-listed stocks from occurring outside of a specified price
band, The second initiative updates existing market-wide circuit breakers that,

Regulatory Developments; Council Activities
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when triggered, halt trading in all exchange-lsted securities throughout the U.S

markets, The changes lower the percentage-decline threshold for trigg

ering a
mark

wide trading halt and shorten the amount of time that trading is halted.

The exchanges and FINRA will iniplement these changes by February 4, 201%

the SEC approved both proposals for a one-year pilot period, during which the

= will ass

exchanges, FINRA, and the SE ss their operation and consider whether

any modifications are appropriate.

Further, in July 2011, the SEA
designed to provide the SEC with a valuable source of useful data to support its

> adopted a new large-trader reporting rule that is
P § i g

investigative and enforcement activities, to facilitate the SEC’s ability 1o assess

the impact of large-trader activity on the securities markets, 1o reconstruct

trading activity following periods of unusual market volatility, and to analyze

significant market events for regulatory purposes. Additionally, in June 2011, the

SEC adopted Rule 15¢3-5, which, amonyg other things, requires BDs to maintain

stem of controls and supervisory procedures reasonably designed to limit

the financial exposures
through the BD.

sing from customers that access the markets directly

Recent CFTC actions have addressed risk controls by requiring furures

exchanges to establish risk controls that prevent and reduce the potential for
price distortions and market disruptions, including pauses or halts on trading
when necessary. The CFTC has also required clearing member firms to conduct
automated, pre-trade screening of orders and required futures exchanges to
have automated, pre-trade systems that facilitate firms’ management of financial
risk, The CFTC also adopted measures that require swap dealers and major swap
participants to implement policies and procedures for testing and supervising

trading programs and requires “straight-through proce:

ssing” by futures

commission merchants, swap dealers, and major s

vap participants of wades
submitted for clearing. Each of these measures responds to the increased speed
and automation of CFTC-regulated financial markets by reguiring a parallel
increase in the speed and automation of pre-trade risk controls, post-trade

processing, and other steps designed (o reduce risk and increase trade certainty,

625 Financial Market Utilities
Financial market wilities (FMUs) manage or operate multilateral systems for the

purpose of transferring, clearing, or settling financial transactions.

Title VHI of the Dodd-Frank Act establishes a new supervisory framework for
Tauthoriz

systemically important FMU

the Council w designate an FMU as

temically imporiant if the failure of or a disruption to the functioning of the

¥
spreading among financial institutions or markets and thereby threaten the

MU could create or increase the ri

k of significant Hguidity or eredit problems

stability of the U.S. financial systeny. The Council proposed the designation of a

set of FMUs as systemically important at its May 22, 2012, meeting. As discussed
further in Section 6.4.1, the Council designated eight FMUs as systemically
important at its July 18, 2012, meeting.
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The Federal Reserve, CFTC, and SEC, in consultation with each other and

with the Gouncil, have published proposed rules regarding risk-management
standards for designated FMUs subject to their respective supervisory authority.
The CFTC published its final rule with respect 1o all FMUs that are derivatives
s, CFTC’s, and
SEC's final rules on risk management standards that will apply to designated
FMUs

clearing organizations in November 2011, The Federal Reserve?

re expected in 2032,
6.26  Securitization
Risk Retention

Section 941 of the Dodd-Frank Act added a new Section 153G to the Securities
Exchange Act of 1934, requiring a securitizer to retain aileast 5 percent of the

1ance of an
asset-backed security (ABS), transfers, sells, or conveys 10 a third party. On April
29, 2011, the OCC, Federal Reserve, FDIC, SEC, FHEA, and the Department of
Housing and Urban Development (HUD) jointly published proposed rules to

credit risk for loans or other assets that a securitizer, through the iss

implement this risk-retention requirement. The rulewriting agencies are carefully
assessing the provisions of the proposed rule in light of the public comments

reccived and are working to develop a final rule. The Chairperson of the Council

is coordinating the rulemaking,

As required by Section 15G, the proposed rules would, in general, require

sets

securitizers of ABS 1o retain at least 5 percent of the credit risk of the a

underlying the securitization. The credit risk rerained generally could not

be directly or indirectly transferved or hedged. The proposed rule includes a

menu of risk-retention options designed to meet the statutory risk-retention

requirement in a way that takes into account the wide variety of established

sceuritization structures and market practices. Section 15G specifically provides

that a securitizer is not required to retain the 5 percent credit visk if all of the

foans that collateralize the ABS are qualified residential mortgages (QRM), as

The definition of a QRM in the proposed

defined by the rulewriting agenci
rule takes into account underwriting standards and loan features that historically
indicate a Jower risk of default, as required by the statute. These include loan

documentation and verification of the borrower’s ability to repay the loan, the

loan-to-value ratio of the loan, and the debt-to-income ratio of the borrower. In

addition, if certain other loan underwriting standards are met, the proposed rule

would exempt ABS collateralized exclusively by commercial loans, commercial

morigages, or automobile loans from the 5 percent risk-retention requirement,
In crafting the proposed rule, the agencies sought to ensure that the amount

of credit risk retained is meaningful, while reducing the potential for the
proposed rules to negatively affect the availability and cost of credit to consumers

and businesses.

SEC Rules Related {o ABS
Other provisions of the Dodd-Frauk Act require SEC rulemaking for ABS.

Pursuant to Section 943 of the Dodd-Frank Act, the SEC adopted final rules
in January 2011 that require securitizers to disclose, in tabular form, fulfilled

and unfullilled repurchase requests made in connection with outstanding

Activities
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ABS. Repurchases often result from a toan that does not comply with the
representations and warranties made in an underlying transaction pooling
agreement. The rules also require that nationally recognized statistical rating
organizations include information regarding the representations, warranties, and
enforcement mechanism available to investors in an ABS offering in any report
accormpanying a credit rating issued in connection with such offering. Pursuant

10 Section 945, the SEC also adopted final rules in January 2011 requiring an

issuer of ABS registered under the Securities Act of 1933 1o perform a review of
the assers underlying the ABS and to disclose information about the nature of

ssuer must also disclose information about (1)

the review. Under the rules, the

how the loans in the pool differ from the loan underwriting eriteria disclosed in
the prospecius, (2) loans that did not meet the disclosed underwriting criteria
but were included in the pool, and (3} the entity that made the determination
that Joans be included in the pool even though they did not meet the disclosed

underwriting standards.

Section 942(b) of the Dodd-F
require issuers of ABS, at a minimum, to disclose asset-level or loan-level data

ank Act requires the SEC to adopt regulations to

regarding the assets backing the ABS, if such data are necessary for investors

independendy to perform due diligence. In April 2010, the SEC had proposed

significant revisions to rules regarding the offering process, disclosure, and

reporting for asset-backed securities, including revisions to Regulation AB.
P g g &

As part of its April 2010 proposal, to augment existing pool-level disclosure
requirements, the SEC bad proposed to require that standardized assetlevel
data points regarding each asset in the underlying pool be provided at the
time of securitization and on an ongoing basis. In July 2611, the SEC issued a
refease requesting additional comment an whether the April 2010 proposals
appropriately implement Section 942(b) of the Dodd-Frank Act.

In September 2011, the SEC proposed rules under Section 621 of the Dodd-Frank
Act that would prohibit securitization participants of an ABS for a designated
sultin

time period from engaging in certain transactions that would involve or
a material conflict of interest.

6.2.7  Audit Standards

In the last year, the Public Company Accounting Oversight Board (PCAOB)
has engaged in several projects related to auditing and professional practice
standards. The PCAQB proposed a new auditing standard, Related Parties, and

amendments to existing standards regarding significant unusual ransactions,
intended to enhance audit procedures in areas that have, at times, been used
to engage in frandulent Anancial veporting; propesed a new standard and

amendments intended to enhance the relevance and quality of the communications

between an auditor and a company’s audit committee; proposed anditing and
attestation standards that would apply to the audits of SEC-registered BDs and to
the supplemental information accompanying audited financial statements; and
proposed amendments to improve the transparency of public company audits

by requiring the disclosure of the audit engagement partner’s name in the audit

report and the disclosure of other independent public accounting firms and other

persons that took part in the audit.
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in addition, on june 21, 2011, the PCAOB issued a concept release seeking public
comment on the potential direction of a standard-setting project on the content
and form of auditors’ reports on financial statements.

Finally, on August 16, 2011, the PCAOB i

comment on wi

ued a concept release seeking public
ws that auditor independence, objectivity, and professional

skepticism can be enhauced, including through mandatory retation of audit fivms.
Mandatory audit lirm rotation would Jimit the munber of conscentive years for
which a registered public accounting firm could serve as the auditor of a prblic
company. The FCAOB received over 600 public comments on its release and is
continuing to evaluate these ideas.

6.2.8  Accounting
The Financial Accounting Standards Board (FASB) and International Accounting
Standards Board (JASB) are continuing their work to finalize converged
standards in several major areas, including revenue recognition, lease accounting,
financial instruments, and insurance contracts, In their revenue-recognition
project, the FASB and TASB ave working to clarify and align the principles for
recognizing revenue. The FASB and 1ASB are considering coraments from
constituents on their joint 2011 proposal, and a final joint standard on revenue
recognition is expected by early 2013. In their lease-accounting project, the FASB
and TASB are working to provide greater

barency to lease arrangements by

requiring balance sheet recognition of the rights and obligations associated with

leases. The FASB and IASB are considering comments on their 2010 proposal,

and a new joint proposal for public comment is expected in the second half of
2012. In the area of financial instruments, the FASB and TASB are seeking to

urement models and

more closely align key aspects of their classification and mes
to develop a new approach o impairment for financial instrwments. The FASB
and IASB are expected o release a siew proposal on impairment for financial

instruments in the second half of 2012, For insurance contracts, the 1ASB

currently does not have a comprehensive insurance model in IFRS. The FASB is

evaluating thi

issue, including joint discussions with the IASB regarding whether

o propose changes to the existing . insurance accounting model to provide
users of financial statements with more useful information. Further documents or

cond half of 2012,

proposals from FASB and IASB are expected in the
6.3  Consumer and Investor Protection

6.3.1  Consumer Protection

On January 4, 2012, President Obama appointed former Obio Attorney General
Richard Cordray as the Director of the CFPB. The CFPB is an independent
burean within the Federal Reserve System. It has rulemaking authority under

specifically listed statutes, as well as specified supervisory and enforcement

authority for very large depository institutions and non-depository (nonbank)

and services.

entities and other duties relating to consumer financial products
The CFPB is the primary federal regulator exclusively focused on, and
accountable 10 Congress and the public for, consumer financial protection. The

CFPB has launched its supervision program for ve! v institutions

v large deposito

(in coordination with prudential regulators) and for nonbanks; established its
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v for federal

consumer response function; assumed rulemaking responsibili
consumer financial laws transferred to the CFPB on July 21, 2011 and issued a
variety of rules and reports required under the Dodd-Frank Act. In addition, the
CFPB continues 1o work to ensure that consumers have the information they need

to understand the costs and risks of consumer financial products and services, so

re best for them. Moreover,

y can compare products and choose the ones tha
the CFPB is taking steps to clarify and streamline regulations and guidance

to reduce unnecessary burdens on providers of consumer {inancial produc

and services.

One of the CFPBs fi
disclosure forms under the Truth in Lending

s consolidation of mortgage loan
Act (TILA) and the Real Estate

Settlement Procedures Act (RESPA) to make the information more useful to ~

rudemaking initiative

consumers and o reduce burdens on lenders. The Dodd-Frank Act consolidates
rulemaking authority for the two statutes in the CEPB. The CFPB proposed
regulations and model disclosure:

s in July 2012, As part of its “Know Before
e disclosure forms that

You Owe” initiative, the CFPB has been testing prototy

contain information required to be disclosed to consuniers who apply for a loan

to purchase a house or refinance an existing mortgage loan,

In addition, the CFPB has been testing a prototype for a monthly mortgage

statement designed to make it easier for borrowers to understand costs and
ank Act amends the TILA

fees associated with mortgage loans. The Dodd-F

and requires creditors, assignees, or servicers to send the borrower a periodic

statement for each billing cycle; the statement must include information about
rrent interest rate, date on which the

the mortgage's principal loan amount, ¢
interest rate may next reset, and a description of any late paymeat fees, among
other items. The CFPB plans, in the summer of 2012, o propose a rule, including
a proposed form, w implement this requirement and several other servicing-
refated requirements under the Dodd-Frank Act.

The Dodd-Frank Act also amends the Electronic Fund Transfer Act to provide
protections to consumers who transfer funds to recipients located in apother
country {remittance transfers), and the CFP'B adopted a rule implementing
these consumer protections. In general, the rule requires remittance transfer
providers 1o disclose to a consumer the exchange rate, fees, and amount to be

recei

ed by the recipient when the consumer sends a remittance transfer. The
CFPB also requested public comment on whether the rule should inchude a safe
harbor to exempt community banks, credit unions, and other companies that

proce: than a certain number of remittance transfers per year from the
new requirements. The final rule, with any adjustments, will go into effect on

February 7, 2013,

The CFPB has super
mortgage companies, private education lenders, payday lenders, and “larger

jon authority over certain nonbank entities, including

participants” of a market for other cousumer financial products or services. On
Februavy 17, 2012, the CFPB published its initial proposed rule to define larger
participants in the consumer reporting and debt collection markets, The CFPB
pAnts

indicated that it will issue additional rules

o define eriteria for farger part
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in other conswmer financial markets, selecting the appropriate criteria and

thresholds for each of those markets.

The Federal Reserve, FDIC, OCC, and NCUA have worked closely with the CFPB
to help ensure a smooth trapsition of the CFPRY e

amination and rulemaking
authorities, These activities have included the transfer of certain staff to the CFPB
and the development of information and examination coordination memoranda
of understanding, For its part, the CFPB consults actively with the Federal
Reserve, FDIC, OCC, and NCUA in the rulemaking process to help promote
regulatory effectiveness

and to meet the goals and requirements of the Dodd-

Frank Act regarding consultation.

6.3.2 Mortgage Transactions and Housing
Title X1V of the Dodd-Frank Act, the “Mortgage Reform and Anti-Predatory

Lending Act,” contains several measures designed 1o protect conswmers in

mortgage transactions. Many of these measures were enacted as amendments
to the TILA and the RESPA. Prior to July 21, 2011, the Federal Reserve wa
responsible for regulations implementing the TILA requirements and HUD was

responsible for RE » but those rulemaking authorities transferred to the CFPR
on that date, In addition to the CFPB’s efforts to develop improved mortgage

servicing disclosure standards {see previous text), the prudential regulators are

working to develop regulations under safety and soundness authority that address
the servicing of performing and nonperforming mortgage loans, which would
supplernent the CFPB’s TILA and RESPA rulemaking. Certain additional rules
The CFPB
we proposals to implement a number of Title XIV requirements in

concerning appraisals must be promulgated on an interagency bast

expects to
the summer of 2012 and to finalize several rules by January 2013, inclading the
rules described in the following tex:

Under new standards regarding residential mort

ages, a lender is required to

make a reasonable, good faith determination of an applicant’s ability to repay
betore issuing a closed-end mortgage loan. In general, the “ability to repay”

standard can be met if the loan s defined under the

2 “qualified mortgage,”

Dodd-Frank Act and by regulation. A lender receives certain protections from

tiabili

(a Joan is a "qualified mortgage.” The CFPB is responsible for finalizing
a proposed rule that was issued by the Federal Reserve in May 2011, The Dodd-
Frank Act also requires escrow accounts to be established for certain mortgage

loans and mandates certain new disclosures regarding escrow accounts. The

Federal Reserve issued a proposed rule to implement these requirements in
March 2011, and the CFPB is responsible for finalizing that rule. In addition,

the Dodd-Frank Act expands the range of morigage loans that are subject to the
Home Ownership and Equity Protection Act and imposes new requirements on
high-cost mortgages. These include mandatory counseling and other protections.
For mortgage servicers, there will be requirements concerning provision of
monthly statements, disclosures for hybrid adjustable rate mortgages, force-placed

insurance, prompt crediting of payments, pay-off amounts, and ervor resolution.

There also will be new requirements concerning compensation and qualification
of mortgage loan originators, such as brokers and loan officers, and for certain
purposes the companies that hive them. The Dodd-Frank Act also amends the
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Equal Credit Opportunity Act 1o require mortgage lenders o provide certain

disclosures and copies of appraisal documents to consumers.

Subtitle F of Title XIV of the Dodd-Frank Act relates w appraisal reform, and
certain additional rul

s concerning appraisals must be promulgated on an

interagency basis. For higher- ges, the Dodd-Frank Act generally

sk mortga

requires written appraisals based on a physical inspection of the property and, in
Is. The FDIC, Federal Reserve, OCC, NCUA, FHEFA,
and CFPB have authority under the Dodd-Frank Act to issue joint regulations

some cases, second apprai

and guidance on appraiser independence and are required (o issue regulations
on the appraisal requirements for higher-risk naortgages, appraisal management
companies, and awtomated valuation models.

6.3.3 Investor Protection
The Dodd-Frank Act includes various provi

ons o suengthen investor

protection. These provisions include regulation of the over-the-counter

jon

derivatives markets and governance and compensation reform. Under Se:
926 of the Dodd-Frank Act, the §
securities offerings involving certain felons and other “bad «

20 s required to adopt rules that disqualify

tors” from relying

on the safe harbor from Securities Act registration provided by Rule 506 of
Regulation D. The SEC proposed rules w implement the requirements of
this provision in May 2011. In addition, the SEC adopted rule amendments in
Section 413() of the Dodd-Frank Act, which
requires the value of an individual’s primary re;

December 2011 implementing

sidence to be excluded when

determining if that individual’s net worth exceeds the §1 million threshokl
required for “accredited invester” status.

The investing public should benefit from increased oversight of investment
advisers, Approximately 2,500 investment advisers with assets under management

between $25 milion and $100 million are transitioning from oversight by the SEC

o ov

ate securities regulators. This transition, mandated by Section
410 of the Dodd-Frank Act and implemented by June 2011 rulemakings by the
SEC, is expected to resultin more frequent examinations of the approximately
17,060 smaller, local advisers, while also allowing the SEC to focus its resources on
the approximately 10,000 larger, national advisers.

The securities laws also were modified in a number of ways to facilitate SEC
enforcement actions, These changes include enhancing the application of

antifraud provisions and providing authority to bring actions against aiders
and abettors. For example, the Dodd-Frank Act established a whistleblower

program that requives the SEC to pay an award 1o eligible whisteblowers that

voluntarily provide the SEC with original information about a violation of the

federal securities Iaws that leads to the successful enforcement of certain judicial
or administrative actions. In May 2011, the SEC adopted rules to implement this

has received

provision. Since the rules went into effect in August 2011, the SEi
hundreds of tips through the program, and the quality of the information
receivedl has, in many instances, been particularly helpful (o the SEC's
investigative staff.
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6.3.4  Governance and Compensation
To facilitate prudent risk management at financial institutions and to align
the interests of executives

and other employees with the long-term health of

their organizations, Section 956 of the Dodd-Frank Act requires the Federal
, FDIC, FHFA, NCUA, OCC, and SEC to jointly prescribe rules or
guidelines that require certain covered financial institutions to disclose to their

Reser

appropriate federal regulator the stracture of the incentive-based compensation
arrangements offered by such covered financial institation sufficient to determine
whether the compensation structure (1) provide:

an executive officer, emplayee.
divector, or principal sharcholder of the covered financial institution with

EXCESS

e compensation, fees, or benefits; ot (2) conld fead to material financial
loss to the covered financial institution. Further, Section 956 requires the
appropriate federal regulato

jointly to prescribe regulations or guidelines that

prohibit any types of incentive-based payment arrangement, or any feature of

such arrangement, that the regulators determine encourages inappropriate
by providing an executive officer, eraployee, director, or principal sharcholder of
the covered finandial institution with exce:

ive compensagion, fees, or benefits, ov

that could Jead to material financial I

o the covered fiva. The proposed rule
would impose additional requirements on the payment of incentive compensation

to executive officers of certain larger covered financial institutions.

In April 2011, the agencies published a three-part proposed rule for public
comment. First, a financial institution with $1 billion or more in total
consolidated

ets {a covered financial institution) would be required to

file an anwmal report with its appropriate federal regulator describing the

structure of the firy’s incentive-has

»d compensation arrangements. Second, the
proposed rule wonld prohibit a covered financial instittion from establishing
or maintaining an incentive-based compensation arrangement that could lead

10 mate;

wl financial loss or that encourages inappropriate visks by providing
certain “covered persons” (which include all executives, employees, directors, and
principal shareholders) with excessive compensation, Finally, the proposed rule

would require each covered financial institution to adopt specific policies and

procedures approved by its board to help ensure and monitor compliance with

the rule.

Section 952 of the Dodd-Frank Act requires the SEC to, by rule, direct the

national securiti

s exchanges and national securities associations to prohibit
the listing of any equity security of an issuer that does not comply with new
compensation committee and compensation adviser requirements. In June
2012, the SEC adopted rales to implement Section 952 that require, among
other things, that the exchanges establish listing standards that require each
member of a Hsted issuer’s compensation committee to be a member of the
board of directors and to be *
the Dodd-Frank
governance and executive compensation, including rules mandating new

“independent.” The SEC also is required by

ct to adopt several additional rules refated to corporate
fisting standards relating 1o specified “clawback” policies, and new disclosure
requirements about executive compensation and company performance,
executive to median employee pay ratios, and employee and director hedging.
These provisions of the Dodd-Frank Act do not contain rulemaking deadlines,
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but SE
the implementation of these pre

staff is working to develop recommendations for the SEC concerning

sions.

6.4  Council Activities

6.41  Determination of Financial Companies to Be Supervised by the
Federal Reserve and Designation of Financial Market Utilities

Nonbank Financial Co
One of the Counci

stattory purposes is to identify

(s to financial stability
that could arise from the material financial distress or failure, or ongeing

activities, of nonbank financial companies. Under Section 113 of the Dodd-Frank

Act, the Council is authorized to determine that a nonbank financial company’s

material financial distr

or the nature, scope, size, scale, concentration,

nterconnectedness, or mix of its activitie

s——could pose a threat to ULS. financial

stability. Such companies will be subject to consolidated supervision by the

Federal Reserve and enhanced prudential standards.

The Dodd-Frank Act provides a list of 10 considerations the Council must
use in making determinations under Section 113. In fall 2010, the Council

began a rulemaking process w {urther clarify these statutorily mandated

considerations. The Council issued an advance notice of proposed rulemaking
{ANPR) in October 2010 and an NPR in January 2011 The Council received

significant input from market participants, nonprofits, acadenics, and members

of the public about the need to develop an analytic framework for making
determinations that would provide a consistent approach and incorporate both
quantitative and qualitative judgments, In response to comments the Gouncil
sived on the NPR, the Counc
and proposed interpretive guidance in October 2011 to provide (1) additional

rec

ought public comment on a second NPR

details regarding the framework that the Council intends to use to assess whether

the material financial distvess or failure, or ongoing activities, of a nonbank
financial company could posc a threat to U.S. financial stability: and (2) further
opportunit

for public comment on the Council’s proposed approach to the
determination process. In April 2012, the Council adopted a final rufe and
interpretive guidance.

The Council’s interpretive guidance includes an analytic framework that

organizes the 10 statutory considerations into six broad categories that reflect

a company’s role in the financial system and its potential to experience
matertal financial distress. Tn addition, the interpretive guidance describes the
three-stage process that the Council intends 1o use in evaluating companies

in non-emergency situations, defines key terms refated to the Council's

determination authority, and sets forth uniform quantitative thresholds

that the Council intends to use to identify companies for further evaluation.
While the Council's assessments of companies will be based on a fact-specific
evaluation of the statutory considerations, the rule and interpretive guidance
describe the characteristics of companies the Council likely will evaluate for
potential determination and the factors the Council intends to use when

analyzing companies,
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In non-emergency situations, hefore a Council vote on any proposed
determination, the company under consideration will have an opportunity to
submit written materials to the Council regarding the proposed determination.
Council members will vote on a proposed determination only after they have
reviewed that information, and the proposed determination will proceed only
if approved by two-thirds of the Council, including the affirmative vote of the

Chairperson. Upon a proposed determination, a company may request a hearing,
and the determination will be finalized only after a subsequent two-thirds vote
of the Council, inchiding the affirmative vote of the Chatrperson. Any final

determination will be subject to judicial review, and the Council must submit

a report to Gongr
Section 113 of the Dodd-Frank Act and the basis

ss on, among other things, all determinations made under

for such determinations.

As of the date of this report, the Council has not made any determinations under
Section 113 of the Dodd-Frank Act.

Financial Market Utilities
The Dodd-Frank Act author
important”

s the Council to designate an FMU as “systemically

if the Council determines that the fatlure of or 2 disruption to the

functioning of the FMU could create or increase the risk of significant Hquidity
or credit problems spreading among financial institutions or markets and therehy

tesn.

threaten the stability of the U.S. financial

Designated FMU
supervisory provisions of Title Vi1, which promote robust risk management and

s will become subject to the heightened prudential and

safety and soundness, including conducting their operations in compliance with

of

apphicable risk-management standards; providing advance notice and re
changes to their rules, procedures, and operations that could materially affect

the nawre or level of their risks; and being subject to relevant examination

and enforcement provisions. Title VHI also requires the supervisory agencies

to consult with each other when they are pr

seribing their ¢

management standards, jointly develop risk-management supervisory programs,
and consult and coordinate in planning and conducting examinations. To further
strengthen settlement processes, the Federal Reserve Board may authorize a

Federal Reser 3
FMU

could potentiall

¢ Bank to provide accounts and settlement sex s to designated

. Additionally, under unusual or exigent circimstances, designated FMUs

y gain access o the Federal Reserve’s discount window.

Following the publication of its final rule outlining the criteria, processes, and

procedures for the designation of FMUs on July 27, 2011, the Council proposed
on Mz L 2012, Avits July 18, 2012,
meeting, the Council voted unanimously to designate eight FM temically
Title VIl of the Dodd-Frank Act.

the designation of an initial set of FMU

important unde

The FMU
market, including the dearance and settlement of cash, securities, and deri

that the Council designated perform a variety of functions in the
tives

transactions; many of them are central counterparties and are vesponsible for
clearing a large majority of trades in their respective markets. The Council

for this initial set

believes that the completion of the FMU designations proc
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of FMUs is a major milestone in the implementation of the Dodd-Frank Act and
that the designation of these entities will instill confidence in their respective

markets. The basis for the Council's designation determination for each of these
systemically important FMUs is des

cribed in Appendix A.

6.4.2  Risk Monitoring

One of the Councils central purpose

s to LS.
s, promote market discipline, and respond

is the ongoing identification of ris

financial stability. To help identify ¥
to emerging threats, the Council facilitates information sharing, coordination,

and communication among member agenc

s, among other things.

Tnx the past year, the Council examined significant market developments and

stractural i

es within the financial system, including topics discussed elsewhere

cats to financial

i this report. The Council will continue to monitor potential the

stability, whether from external shocks or structural weaknesses.

To facilitate this risk monitoring process, the Council established the Systemic
Risk Committee (SRC), composed primarily of member agency staffin

supervisory, surveillance, examination, and policy roles. The SRC servesasa

forum for member agenc 1 1o identify and analyze potential risks that may

extend beyond the jurisdiction of any one agency.
6.43  Reports Required Under the Dodd-Frank Act

Prompt Corrective Action

In December 2011, the Council released a report to Congress on prompt
corrective action {PCA). Section 202(g)(4) of the Dodd-Frank Act required

the Council to issue a report on actions taken in response to the Government
Section 202(g)(1}) of the
Dodd-Frank Act. The Council’s report discusses the existing PCA framework

Accountability Office (GAO) study on PCA required by

and the findings and recommendations of the GAO study. The Council's report
also highlights some lessons learned from the financial crisis and outlines
actions taken that could affect PCA, as well as additional steps to modify the PCA
framework that could be considered.

Repori on Actions Taken in Response to the GAO's Report on the NCUA
ons taken

In June 2012, the Council released a report to Congress on

in response to a GAO report an the NCUA's

supervision of corporate credit
unions and implementation of PCA, as required by the National Credit
Union Authority Clarification Act. The report discusses the findings aud

recommendations of the GAO study and outlines NCUA activities that relate to

the GAO's recommendations.

Contingent Capital

Section 115{(¢) of the Dodd-Frank Act requires the Council to study the feastbility,
henefits, costs, and structure of a contingent capital requirement for nonbank
financial companies supervised by the Federal Reserve and large, interconuvected
bank holding companies, In July 2012, the Council submitted a report to
Congress regarding the study, as required by Section 115(¢). The Council’s report
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concludes that contingent capital instruments should continue to be an area for

private sector innovation, and encourages the Federal Reserve and other financial

regulators to continue to study the advantages and disadvantages of including

contingent capital and bail-in instruments in their regulatory capital frameworks.

6.4.4  Rulemaking Coordination
, the Treasury Secretary is required to coordinate

As Chairperson of the Counci

two major rulemakings by the member agencies under the Dodd-Frank Act.
Ta facilitate the joint rulemaking on credit risk retention for asset-backed

securities, as described previously, certain member agencies participated in
an interagency working group to develop the NPR for public comment. The
FDIC, SEC, OCC, HUD, and FHFA issued a joint NPR on
30, 2011, that proposes rules to implement this requirement and represen

Federal Resery

significant step toward strengthening securitization markets, The agencies
extended the comment period for the proposed rule from June 10, 2011, 0
August 1, 2011

The Chairperson of the Council is also required to coordinate the issuance of
final regulations implementing the Volcker Rule, as described in Seetion 6.1.4,
The Chairperson has played an active role in coordinating the agencies” work to
develop regulations that are comparable and provide for consistent application,
ible. The Federal Reserve, FDIC, OCC, and SEC scught public
comment on a proposed rule in October 2011, and the CFTC requested comment

to the extent pos

on a substantively identical NPR in January 2012, The comment period closed

February 13, 2012, for the proposed rules issued by the Federal Reserve, FDIC,
OCC, and SEC, and closed on Aprit 16, 2012, for the CFTC’s proposed rule.
The Chairperson of the Gouncil continues to coordinate the development of a
final rule.

6.4.5 Operations of the Council
The Dodd-Frank Act requires the Council to convene no less than quarterly. In

the fast year, the Council met 12 tim The meetings bring Council members

together to discuss and analyze emerging market developments and financial

regulatory issues. The Council is committed to conducting its business as openly

and transparently as practicable, given the confidential supervisory and sensitive

. Consistent with the Council’s

information at the center of its wor

ransparenc
policy, the Council opens its meetings t the public whenever possible. The

Council held a public s

ssion at three of its meetings in the last year.

Approximately every two weeks, the Council’s Deputies Committee, which

i

composed of senior representatives of Council members, has convened to
discuss the Council’s agenda and to direct the work of the SRC and the five

other functional commitiees. The other functional committees are organized

around the Council’s ongoing statutory respons (1} identifying nonbank

financial companies and financial market utilities for designation; (2) making

recommendations to primary financial regulatory agencies regarding heightened

prudential standards for financial firm

(3) consulting with the FDIC on
orderly liquidation authority and reviewing the resolution plan requirements for
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designated nonbank financial firms and the largest BHCs; and (4) collecting daia

and improving data-reporting standards.

In the year, the Council adopted regulations implementing its Freedom of

Tadopted hearing procedures for nonhank financial

Information Act obligations

companies and FMUs subject to proposed designations, and passed its second

budget. The Council alse complied with its transparency policy by conducting its

bus

ness inan open and transparent manner whenever possible

Financial Research Fund Agsessments

Section 155 of the Dodd-Frank Act requires the Treasury, with the approval
of the Council, 1o establish assessments to fund the OFR’s budget, which
includes the expenses of the Council and the FDIC's implementation

on, on May 21, 2012,

the Treasury issued a final rule that establishes an assessment schedule for

expenses associated with OLA. To implement this provi

semiannual collections from bank holding companies with total consolidated

assets of $30 billion or greater and an interim final rule that applies to nonbank
financial companies supervised by the Federal Reserve. The first payments

under the rule will be made on July 20, 2012,

646  Section 119 of the Dodd-Frank Act
Section 119 of the Dodd-F
nombinding recommendations to member agencies on disputes about the

ank Act provides that the Council may issue

agenci ective jurisdiction over a particular BHC, nonbank 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 19,
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71 Framework: Threats as a Combination
of Shocks and Vulnerabilities

Episodes of financial disruption typically avise when

adverse developments unforeseen by most market

interact with financial system vuluersbilities. A

shock that potentially threatens stability is typically

one that induces substantial losses on a class of

assets over

short period of time. Recent histor

provides examples of shocks that created challenges
for financial stability, such as the bursting asset
price bubbles in stock markets (2000) and housing

in interest rates

markets (2007), rapid increa;

(1994}, defaults on sover
Mexico in 1982 or Ru

operational stre:

ign debt (for example,
2 in 1998), or severe

ss in financial markets (for example,
the so-catled “Hash crash”™ of May 2010}, Shocks

can also emerge from, or be exacerbated by, the
failure of a specific firm, infrastructure events, or
breakdowns in market functioning that create or

aggravate fosses on a class of assets

Notall such disturbances necessarily affect the

stability of the financial system or the

al cconomy.
However, if the financial systerm is particalarly

vulnerable to shocks, for example, due to excessive
ssive use of short-term wholesale
funding of iHliquid assets,

extreme bakance sheet consequences and threaten

leverage or exce:

shock could have

institutions with insolvenc

Market participants

in general may not know which specific firms have

batance sheets that are most at risk, so they may

respond by avoiding exposure to any potential
counterparty that might be at risk of insolvency.
The resulting attenuation of credit provision could

lead to disorderly liquidation of assets by all affected

es in other asset cla;

firms, inducing los: 5. thereby
spreading and magnifying the effects of the initiat
disturbance. Credit flows to the non-financial
sector could be distupted, reducing the pace of
real economic activity. In extreme cases, total
economic losses could far exceed the original drop
in asset value.

8 oo Emnerging Thieats

siven the inherent difficulty in predicting shocks,
perhaps the most important line of defense is to
reduce vulnerabilities by ensuring that institutions

have sufficient capital and liquidity resowrces, sound

risk-management practice:

s, and strong internal
and regulatory controls. Policy efforts can also
strengthen financial iarkets” ability to withstand

shocks by promoting greater informational

transparency, for example, by addressing gaps

in the availability of data and by producing
consolidated audit trails. Additional policy measures
that serve to enhance robustness of markets and
institutions include comprehensive resolution

planning

g, procedures for orderly liquidation of

insolvent institutions, constraints on concentration

in financial services, disciplined underwriting
standards for credit origination, and exercising
due diligence on emerging financial products.

Finally, markets can be made more resilient if public
authorities can respond to financial stresses in a

flexible and timely manne:

An example would

be the central bank’s role as lender of last resort,

accompanied by appropriate safeguards against the
risk of moral hazard,

The public pelicy goal is pot to veduce financial
market vulnerabilities to zero, Many of the key
tasks performed by financial markets inherently

involve a degree of valnerability w certain kinds of
risk. Credit provision to risky borrowers, maturity
transformation, and the clearing of financial
transactions are all activities that can generate

vulnerabilities

Accordingly, the goal of public policy
is 1o design regulatory and institutional frameworks
that reduce vulnerabilities of markets, institutions,
and infrastructures 1o acceptable levels, while

als
the needs of the real economy.

allowing the financ sten to continue o serve

Destabilizing shocks are more likely to accur
when markets have undergone structural changes,
including those from technological development
and financial innovation. These changes may be
For

slow moving, occurring over a period of years

Potantial Emorging Throats
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example, the profiferation of mortgage-backed
securities backed by s

thprime mortgage debt
occurred over approximately eight years,
Structural changes that oceur during periods
of fow volatility can be particutarly problematic,
since such low-volatility episodes can lead to
complacency on the part of risk managers and

¥ ki
returns. The full implications of such structural

may lead to 1 r behaviors in s

arch of higher

changes are rarely recognized in real time.
In particular, so-called “model risk™ becomes
more of @ problem as market participants fail

to adjust their riskmanagement models in
response to the structural shifts. As a resule,
market participants are likely to underestimate
the probability of shocks and to be unprepared
when a shock actually occurs

7.2 Areas of Heightened Uncertainty
There are several noteworthy aspects of the
current economic environment in which

structural change has elevated the level of

uncertainty. A clear instance is the trajectory of
growth, asset prices, and institutional change
resulting from ewro area sovereign stresses.
The introduction of the euro represented a
significant structural change that ushered ina
related set of new developing institutions and
Initiall

policie , the unified monetary poli
was associated with a convergence of sovereign
yields across euro area countries (Chart 7.2.1),

although this was not accompanied by a full

conve

gence of macroeconomic fundamentals,
such as productivity growth,

The financial crisis and recession of 20072009
drew attention to cross-sectional diffevences
in growth prospects, competitiveness, and
default risk among euro area countries, with
yvield spreads widening for some sovereigns.

These structural ter

ions were exacerbated by

al burdens

the cyclical downturn and by the fis
sing from bank support programs.

Meanwhile, euro area integration on various
fronts remained incomplete, complicating
the crisis response. While euro area Jeaders
have expressed a desire to deepen Luropean



unification, there is continued uncertainty

about how European official entities will resolve
these fiscal strains and the extent to which curo
area institutions may change as a result. Markets

continue to believe that exits from the common

cuirency cannot be ruled out, with atendant
legal and other uncertainties. In particular,
the threat of a breakup of the euro area carries
with it redenomination risk—the risk that
obligations due in earos will be repaid in an
alternative, less valuable, corrency.

Di
most stressed euro area countries appear to be
low {Charts 7.2.2, 7.2.3, and 7.2.4). However,

ULS. banks, money market funds (MMFs), and

nstitutions to the

t exposures of U

the insurance industry have indirect exposures
through other non-periphery countries

and through asset markets. This generates
heightened uncertainty about the extent to
which evolving conditions could spill over to
U.S. markets and institutions.

Another key structural shift interacting with

cyclical factor

3 the increased importance
of emerging markets in global growth and
the global financial system. The growth

trajectories of emerging market economies
{EME
deceleration of growth in China as discussed
in Se

on growth and financial stability in the United

notably the potential for a marked

stion 4.4, could have a significant impact

States. In particular there continues to be
uncertainty about the health and robustness of
some of these economies, including concerns

about banking and financial stabi

ty: the
sustainability of regional real estate trends; the
ability of policymakers to manage inflationary
pressures; and the possibility of social unrest.
The implications of these uncertainties for the

ULS. financial system are primarily driven by the

role of the EMEs as global providers of capital
and as contributors to global growth.

Uncertainty is also elevated in U.S. housing
markets. The 30 percent decline in house prices

since January 2006 continues to weigh on 1
real estate markets, with 12 million mortgages
having negative equity and continued high
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Chart7.2.2  U.S. MMF Exposure to Europe
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Chart7.2.5 Real Private Residential Investment
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levels of Tor

closure activity, Additional
morigage los

s are possible over the next

five v

s due 1o increased monthly payments
on home-equity loans. The current stuggish
growth in the housing

the historical pos

sce

sion patterns, where

residential investment typically would display
solid growth during recoveries {Chart 7.2.5).
While there are signs of stabili
prices, and the inventory of exis

tion in housing

ing homes
for sale has declined significantly, the overall
weaknes

in the macroeconomy carries with it
the risk of further declines in real estate prices,
with additional stresses on household and

institutional balance sheets.

Tn addition, the ¢

exposed deep flaws in
the structure of housing finunce that need to
be reformed, such as the incentives around
securitization, the design of government-

sponsored enterprises (GSEs), and the overall

quality of mortgage-servicing standards.

Financial institutions continue to work

through legacy mortgage assets and apply
conservative credit standards to new mortgage
activity. Given the scarcity of private capital

in morigage markers, federal government
support continues to dominate the provision
of residential mortgages. While some progress
has been made in addressing mortgage loan

sevvicing and for
gaps
uniform servicing standards with appropriate

osure abuses, as well as

in prote

ions for homeowners, Jack of

safeguards for consumers, such as single points
of contact, continue to create potential adve

'se
consequences for di

ressed homeowners and

their surrounding communities. The stractural
and cyclical problems of the honsing finance
market constitute a vulnerability of the financial

tem that makes the U.S. economy more

SUS

eptible to adverse shocks. For example, the
effect of a slowdown in economic growth could
be amplified by the morigage market, leading
to larger-than-expected declines in home prices
and sales.

Another area of uncertainty is the fiscal policy
outlook in the United Stat

fiscal policy issues st be addressed around

number of



the end of 2012, including expiration of the
tax cuts originally enacted in 2001 and 2003,
expiration of payroll tax cuts, expiration of
cxtended unnemployment benefits, the Budget
Control Actmandated sequester, and the need
to raise the debt ceiling once again. As was
the case with the debt ceiling debate in the

summer of 2011, market volatility may increase

as these fiscal deadlines approach, possibly

weighing on growth. Furthermore, the long

term rajectory of ULS. fiscal policy is generally

regarded as unsustainable, given the aging of
the population and the likely path for health

care expenditures. The way in which these long-

term imbalances eventually will be vesolved
is unclear, representing yet another source

of uncertainty for inancial markets and the
real economy.

7.3 Robustness of Financial
Institutions and Markets

While some indicators point to an increased
level of robustness of financial institutions and
markets over the past year, there continue to
be areas of s

rious concern. The aggregate
ter one capital ratio of domestically owned

bank holding companies (BHCs) was 13.3

s as of the first

percent of risk-weighted ass
quarter of 2012, the highest level in more than
10 years (Chart 7.3.1). Increased robustness
can also be seen in the broker-dealer (BD}
industry, which shows a sharp decline in
leverage since 2007, Stress test results from
the 2012 Comprehensive Capital Analysis and
Review (CCAR) demonstrated the increase in
capital, particularly common equity, held by
the largest U.S. banking institutions since the
onset of the financial crisi

Even so, 4 of the
19 BHCs had post-stress capital ratios that felt
below one or more regulatory mininums after
including all planned capital distributions.

The aggregate BHC funding profile has been
strengthened by increased reliance on core
deposits (Chart 7.3.2), continued reduction in
short-term wholesale funding (Chart 7.3.3),
and a substantial increase in the fraction of
assets that are highly liquid. There is concern,
however, that these funding and liquidity
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Chart 7.3.1
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Chart 5.2.12 CDS Spreads of 6 Large Complex BHCs
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developments may be shorthived implications
rate environment and the

of the low intery
temporary unlimited coverage for non-interest-
bearing transaction accounts under Section

3

to expire on December 31, 2012,

3 of the Dodd-Frank Act, which is scheduled

Other indicators suggest a less sanguine view
of U.S. financial institutions. The average

cost of buying

redit protection on the

targest U.S. BHCs started 1o rise in August
2011, with increasing concerns about the euro
area stability, (See Chart 5.2.12, displayed
here for convenience.) While credit default
swap (CDS) spreads on these BHCs have
come down somewhat since their peak in
November 2011, they remain above the levels
that pre
2011. Somilarly, market valuations of the lar

iled from mid-2009 through mid-

BHCs are well below book value. Revenues

at these institutions remain challenged by
general market uncertainty and the low
interest rate environment, and BHC earnings
growth is largely dependent on non-recurring
accounting items. In addition, approximately
12 percent of all institutions within the

commercial banking sector still remain on

the FDIC’s problem bank list, accounting for
approximately 2 percent of sectoral assets.

Changes in financial market infrastructures

are likely to make the derivatives market less
vulnerable to shocks. In recent years, there have
been substantial increases in the volume of
swaps contracts being centrally cleared, which
represents a significant step toward improved

management of credit risks in these markets.

In addirion, informational transparency to
regulators has been enhanced by the expansion
of trade repositories (TR). The availability of
data from the Trade Information Warchouse,
the TR for CDS, proved ey
0 regulators in determining patterns of

remely useful

exposures to Greek sovereign default risk

during the period leading up to the Greek
debt
anticipated that, pursuant to Titde VI of the
Dodd.
traded on swap execution fi

ructuring in March 2012, Finally, it is

Frank Act, many types of swaps will be

fities (SEF} and




195

security-based SEF in the near future. This
development should significantly enhance both
pre- and post-trade transparency of price and
volume information on executed transactions to
swaps market participants. While the SEC and
CFTC have not yet finalized rules relating to

the regulation of SEFs and security-based SEFs,

both agencies have issued detaited proposals.
Another form of vulnerability has been
highlighted by the failure of segregation
procedures to fully protect customers of MF
Global. {See Box D: MF Global Bankruptey.)
For decades, segregation of customer funds
has been the lynchpin of customer protection
in futures markets, While MF Global customers
recovered 72 percent of the value of their
accounts for trading on U.S. futures exchanges
within a few months of the bankruptcy, they
lost use of those funds for critical weeks and
are still owed hundreds of millions of dollars
in the aggregate. MF Global customers
trading on foreign exchanges have received

a much tower percentage of recovery. The
CFTC has taken steps to enhance customer
protection and has solicited input on further

possible actions.

Financial reform efforts are essential in
restoring the strength and stability of financial

institutions and markets. Nevertheless, le
regulated institutions and markets could be

perceived to hold competitive advantages.
Accordingly, vulnerabilities could continue

or increase if some participants choose to
move business lines or activities to take
tencies

advantage of perceived gaps or inconsi

in vegulation. This is particularly a concern

when comparable financial activities are not
subject to a comparable degree of regulatory

stringency. This could occur, for example, if
a lightly regulated swaps participant were to
expand its business to approximate a full swaps

dealership without the requisite regulatory

sight. The Dodd-Frank Act provides
mechanisms to address such regulatory gaps,

for example, by requiring oversight of all swap

dealers and major swaps participants and

improving regulatory oversight on nonbank

Potontial &

arging Threats
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financial companies that could pose a threat 1o
LS. financial stability.

74  Continuing Vulnerabilities in the
Financial System

A number of characteristics of the current

financial system continue to render it

vulnerable to a variety of shocks and create

the potential 1o amplify the destructive

effects of such shocks.

Different types of vulnerabilities can arise in

financial systems, First, some valnerabilities

are inherent to the role that inancial

ystems
play in the economy. For example, maturity
transformation {turning short-term savings
into long-term capital investraent) is an

essential service of financial markets. But

such transformation carries certain potential

instabilities, such as the risk that shoti-term
debt may not be rolled over or even the
possibility of a run on a financial institution.
Similarly, providing credit to risky borrowers is
an important function of financial institutions.

However, some degree of credit losses
associated with such lending is inevitable. These
sorts of vulnerabilities can be mitigated by
structu

appropriate public poli , including

prudential regulation and supervision, robust
capital and liquidity requirements, deposit and

share insurance, orderly liquidation authority,

and the role of the central bank as lender of Tast
resort, but they cannot be fully eliminated.

A second type of vulnerability arises from
control weaknesses in operations, visk

management, and governance, Examples
would include the possibility of exrvoneous
trade completion in a high-speed trading

environment, the danger of cybersecurity
breaches, and risk-management deficiencies
in financial institutions. Such vudnerabilities

highlight the importance of regulator

meas

ares, such as prudential capital and

liquidity requirements and risk-management

standards, as well as private-sector risk controls.



Finally, a thivd class of vodnerabilities is
generated by the behavioral responses of market
participants to financial developments, which

in the
aggregate. An example would be the tendency

could lead to undesirable vulnerabili

for some investors to take on additional risk
in a low interest rate environment in an effort
to reach for yield. Another example would

be the spillovers from the actions of firms in

highly concentrated market segrents o et

classes, Regulatory measures can be useful in
addressing these sorts of vulnerabilities. For
example, appropriate compensation regulation
can deter firms from providing incentives to
take on excessive risk. Equally important is to
belp ersure that stakeholders bear tosses in
dowuside scenarios and ave subject to market

discipline on an ongoing ba

s are not

These three types of vulnerabilin

mutually exclusive: a given source of market
vulnerability might be associated with all three
types to varying degrees, so any classification
of specific valperabilities is to some extent

arbitrary. In the following text, we discuss

specific valnerabilities of each of these

types in the current environment, with the
vulnerabilities ¢l

ified according to which

characteristics are most predominant.

741 inherent Vulnerabifities

Run Risk in Wholesale Short-Term Funding
WMarkets

Brok
participants typically fund some of their

~-dealers

(BD)Y and other market

portfolio holdings and securities inventories
using short-term funding, obtained through
repos, cornmercial paper, and unsecured short-
term lending. While use of shortterm wholesale
ased overall (Chart 5.2.7,

funding has decre;
P

BHCs, especially those with large BD operations,

i here for

, the very large

continue 1o display a substantial dependence
on short-term, less stable funding sources
{Chart 7.4.1). Moreover, as discussed in Section
5.2, the U.S. branch

and agencies of foreign
banks also rely heavily on short-term funding
MFs and uninsured wholesale

through )
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Chart5.2.7 Short-Term Wholesale Funding at Largest BHCs
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depositors. In practice, institutions that rely

on short-term funding must maintain strong
short-term credit ratings. In june 2012, Moody’s
reduced i

s short-term ratings by one notch for

three large dealer banks: Barclays, Goldman

Sachs, and Morgan Stanley. Markets will be
meonitoring the impacts of the downgrades on

these banks' funding models.

This continned reliance on shoreterm funding
for iltiguid assets can be a source of instability
if borrowers have difficulty rolling over their
maturing short-term debt on econom

terms. This dynamic could force borrowers
ale

10 sell Tong-duration assets under fir

condlitions, generating a self-reinforcing negative
feedback loop by putting downward pressure on
prices that, in turn, stresses the balance sheets of
a wider range of institutions,

The vulnerabilities associated with the use of

short-term funding for illiquid

ets may be
exacerbated by ongoing structural weaknesses
in the tri-party repo market and in MMFs, The

tri-party repo market relies heavily on intraday
credit extensions from the clearing banks,

is exposed to weaknesses in the creditand

liquidity risk-management practices of market
S ¥ 3 ¥
participants, and lacks a mechanism to help

ensure orderly liquidation of ri-part

repo
coflateral by creditors of a defankting dealer.

{See Box G: Ongoing Vulnerabilities in the
Tri-Party Repo Market.) MMFs can be subject to
runs if the $1L.O0 net asset value (NAV) is believed
to exceed the iquidation value of the fund,

(See Box H: Money Market Fund Responses

to Euro Area Uncertainty.)

742  Potential Control Weaknesses

High-Speed Trading

High-speed automated trading has become
common in equity and derivatives markets, and is
also spreading to markets for Treasury securities
and foreign exchange. (See Section 5.4, Box

F: Algorithmic and High-Frequency Trading.)
Tuis likely that high-speed trading increases
market liquidity in normal market conditions.
Howeve

any market in which liquidity is
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White régulators have gained much better visibility into
the activity of the tri-party repo market in recent years,
it remains a significant sotirce of potential contagion:
Despite the recent steps 1aken by. participarits {0
advance changes in' the market's infrastructure 1o,
mitigate key vulnerabilities, progress is taking longer
thain initially anticipated: Three $pecific sourses of -
vulnerability remain of great concern 1o the Counail:

* - Heavy reliance by market pavtiéipants on
initraday Credit exténsions from the
Clearing banks, L

+ Weakness in the credit and liquidity risk -
managem‘en} practices of many market
participants; and : :

L ack of a mechanism 16 ensure orderly -

“o liquidation of tri-party repo collateral by

“ creditors of a defaulting dealer.

Over-reliance on intraday ¢redit. Currently,

tri-pérty repo tradés “inwind” every day, meaning that
the clearing bank returns cash to the lender’s account
anidretirnis coflateral to the boerWer's account, Trades
~are riot settled ntil several hotrs later. For several hours
each afternoon; dealers require funding of their entire,
tri-party répo book that lenders 46 not provide: This
$1,7 triion furiding nead 1§ provided by thé fwo

cleaing banks. s :

This is-a potentially unstable situation, In times of rriarket.
stress, the clearing bank faces a conflict of interest.
botwaer its own visk-managernent riéeds and the role

it performs a8 a lender 1o dealers experiencing funding
problems: Given its intraday-exposurs 1o dealers; the
clearing barik could have & strong incentive; in the face
of & degier’s deteriorating credit quality; to refrain from
unwindling in order to avoid extending credit and taking
ortexposure to the dealer's collateral: ;

Poor risk' management practices. Some dealérs
refnain very dependent on shortterm repo funding
and aré heavily exposed to rollover risk: Of particular
concern is the Uise of short-térm borrowing to finance

tess liquid collateral, such as asset-backed sectrities
Or'corporate bonds: In‘addition; some lenders do
not exércise sufficient rigor in setting haircuts and

“inevaluating appropriate asset types as collateral,

particu!ariy for tess liquid asséts: This Can Créale &
déstabilizing cycle: if lenders do not feel protected by
the haircuts they have in place; they may respond to &
dealet stress event-or fising price volatiiity by. increasing -

- halrcuts sharply, further reducing the dealer's ability fo

obtain needed funding. Instability is-also intensified by
the fact that some lenders {fiotably MMFs subject to°
Rule 2a-7-under the lnvestment Company: Acty adcept
collateral that they.are tnable to hold and liquidate
gradually following a default: These lenders aré‘ﬁkely o

- plt back their funding altogether if they are subject to
< redermptions 10 avoid being forced to take possession

of the collateral—further destabllizing market cbnditions.
Pi’esen“xly, there is'noprocess in pl‘ace‘tc prevent.
lenders from taking on collateral that they-could not:

" properly manage or permissisly hold outright.

Absence of a mechanism to facilitate orderly:

i of a de dealer’s al.

A large dedler's defallt could leave lenders with bilions
of ddliars of collateral that they would fikely seek 10

Rouidate quickly, The resulling large volumes of asset
sales coutd depress prices, significantly.impair market.
‘liquidity, and erode the capital of many financial firms

throuigh matk-to-market losses: This erosion of capital
could; in turn; create inténse pressure for holders t6
shrink tHeir balance sheets by selling additional assets,
creating'a downward spiral; Thére Is currently no
rmschanism in place {6 ensure that lenders will be able
to liquidate the-collateral of a defaulted dealer gradually

over time in & manner that avoids this sort of fire

sale dynamic.

Potential Emerging Threats
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Vulierabiliies from feliance on shart-term funding can be -
campounded by, structural problems with:mionay market
funds (MMFs): MMFs are promioted 10 institutional and
retail ivestors as stablé investments that provide cash
on-demand at a constant net asset valug (NAV) of $1:
per share, very much ke bank depasits. However, these
flinds are prone o funs, as investors have an incemivé
toexit a fund at $4 per share if they susbect that its

NAV is likely 1o decline below $1 {that i, they expect the
fund to."break the buck”). A clear example 16 the wave
of redermptions from MMFsaftér the Reserve Primary
Furid broke the buck in Séptember 2008 because of its
Lefurian exposures: . .

A friore regent episode of iarge-scale MMF rédemptibns
is the résponse of MMFS to incréased-uncertainty about
euro area stability in June 2011 This-episode provides. -
ah Gpportunity o exarvine potential vulnerabiities in the
MME industry. In-June 2011, the potential for European
bank downgrades and rising concern about the sura
area periphery debl crisis prompted concerns about’ 1
WMMF exposures 1o Européan banks, Prime MMFs bégan
experishcing substantial redemptions; with assets fafling . -
by $165 bilior {or 5.1 percent) in June 2041 and-with
sorrie MMFs losing as miichas 20 percent of their assets
during this period: . :

‘MMFs were able to satisfy. these rederriptions with -
internally generated fiquidity, (See Chart5:3.7,
displayéd here for Gonvenienée.) n addition, while
MIMFS' 8uro area exposires had gerierated negative press
attention;. these positions had ot actually experienced
any logses atfecting the mark-to-market value of MMFs'
portiolios; MMFs were also better able. to absorb these
redemptions becatse they occurred on'a steady basis
over a period of weeks, as opposed to the sort of rurron
MMFs that occrred int 2008; where irvestors withdrew
over. $300 bilion Ina matter of days from prime MMFs,
Several of which were simultanéously expeériencing mark:
to-market losses in their portfolios. These ‘mitigating
circumstances allowsd MMFs to absorb redemptions in
the surmrmier of 2011 whils mairtaining a stable NAV.
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Chart 5.3.7. Prime Funds Liguidity
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Following this period of redemptions, MMFS rapidly:

“réduced their eXposure to euro aréa colinterparties.

For-examipiie,: prime MMF exposures to French issuers.
detlined from a peak of $274 bilion atMay 31, 2011, 10.-
$176:tilion {oF 36 percent) by July. 31,9011, and to'as low
as $48 billion by Decémber 31; 2011 Overall eUro area

exposires of prime MMFs décreased considerably frorn

nearly 30 percent of prime MMF assels to- 18 percent
of assets between‘May 31, 2011 and May 31,2012

*(Chart H.A).

While this rapid reduction In short-term doliar furiding

for eurd area BANnKS feduced MMF expostre to e debt
Grisls; it added to strains in the global financial system. For
those institutions in which MMFs continue to invest, credit
fhag been provided at shorter maturities and increasingly.
in secired form thiough repurchase agreements; From
March 207110 May 2012, the weighted average ife for.
prime MMFs declined frorm 81 fo 71.days’ As of June
2012 MMFs have a relatively smalt direct exposure of
approximately. $1 bilion to Spanish banks; with no-direct
exposure 10 alian or Greek'banks: Prime' MMFs also; on

“average, reduced their overall credit exposure; shifting

portiolic assets from bank ceftificatés of depasit into
government debt arid repos {Chart H.2). :
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Chart H1
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provided by automated trading strategies could
find s

ignificant amounts ol fiquidity suddenty

withdrawn if those automated strategies pause
due to changes in market conditions. Evidence
Hled “fla b of May

2010 involved a temporary Hquidity withdrawal

s that the so h o)

of this type. Attenuated market liquidity, in

turn, can adversely alfect market functioning

more generally. Risk controls must keep pace
with these developments. Unfortunately, the

risk arising from high-speed trading is difficult

o assess becaw

itis opaque and difficult to

monitor (particularly in real time).

Complex Trading Strategies and Risk
Management

The effects of advances in technology and
financial innovation have also resulted in

fnancial fivmns employing trading and hedging

strategies that rely increasingly on complex

assumptions regarding the performance and
interrelationships of financial instruments

and conty

cts. Recent events, including the

publicly announced trading losses at JPMorgan
Chase {JPM), highlight the
develop in the use of such comple

ks that can

strategies.
This incidemt reinforces how essential it is

that assumptions underlying trading and risk
management models be properly validated
and monitored on an ongoing basis to help
ensure that risks of complex trading strategies
are appropriately measured and understood.

Institutions also should establish a process to

review the effect of approved model changes to
belp ensure that such changes are appropriate.

Cyhersecurity
Cyberattacks represent an increasing threat to
Fnancial institations and the infrastruacture

components on which financial systems depend

for communicating, sharing information,

The number and

iness.

and conducting by
sophistication of malicious incidents continue
and financial institutions

10 grow as busine
continue o adopt Internet-based commerce
ystemns. Account takeovers can occur, including

fraudulent money transters and counterfeiting
of stored value cards. Third-party payment

processor breaches represent a continuing ris!
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whereby the computer networks of farge payment
processors are targeted, potentially leading to
financial losses and compromised personally
identifiable information. ‘

Cyber criminals are beconing more
sophisticated, and attack vectors are evolving.
Social-engineering techniques used in attempts
into networks

to gain unauthorized acc
and
vandom to highly targeted. Another cyber threat

stems are shifting from generalized and

can emerge from individuals with direct access
o core processing centers. Such individuals may
be in a position to steal intellectual property,
insider information, or data that can damage the
reputation of the company. Market pasticipants
report that attacks targeting data and assets are
increasingly focused on institutional aspects of
infrastructure as opposed to retail operations.
These types of attacks are associated with

increased severity of potential loss
be it

vasingly disruptive. Gyber threats also
pose a potentially significant risk to the stability
of financial markets through the disruption of
critical payment, clearing, and settlement systems
for key financial institutions.

Robustness of Operational, Risk

Management, and Govermnance Controls at
Central Counterparties

In its 2009 meeting in Pitsburgh, the G-20
established the goal of having standardized
swap contracts centratly cleared by the end of
2012, This obje
of the Dodd-Frank Act. Central clearing of

tive was codified in Title V11

swaps will enhance the stability and soundness
of over-the-counter {OTC) derivatives markets
in a variety of ways, inchuding improved
counterparty risk management and multilateral
netting of contracts. However, it could also lead

to an increased mimber of fnancial contracts

cleared by a relatively small number of central
counterparty {CCP) clearing houses, which

mitigate counterparty credit risk between
market participants by becoming the universal
counterparty and providing time-specific
settlement of transactions. As a result, these

clearing institutions have become associated

Potential Emerging Threats
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with even more critical concentration of visk

than before.

The default of a major participant could impair
the liquidity

ilable to a CCP, requiring
that liquidity for settlement be replaced from
the CCP’s own resources if it is to meet its
obligations in a timely fashion. The Principles

for Finaneial Market Infrastyvctures, finalized

this past April by the Committee on Payment
ems (CPSS) and the
International Organization of Secuvities

and Setlement

Commi

ions (TOSCO), provides a set of
international standards for CCPs and other

financial market utilities that address these

issues. fn addition, Title VHT of the Dodd-

Frank Act provides an enhanced regulatory
framework lor CCPs through the Council’s
authority to designate financial market utilities

as systemically important.

Data Standards and Analytics

The financial crisis revealed that lack of

data standards and poor data management
threatened financial stability inn several ways.
Those who created, collected, and relied upon
financial data found that financial data quality
and scope simply had not kept up with the
ncreasing complexity of, and innovation in,

modern finaneial marke

That was especiatly
the case as financial activity migrated from
traditional depository institutions into the
capital and securitization markets and across
nsequently, during the
stent and high-quality

national borders.

crisis, a tack of cons

data made it difficult or impossible for some
market participants and their regulators to
monitor risks in trading books, gauge overall

exposures to specific counterparties, price

complex securities, or even assess the potential

losses that individual firms might face duc to

falling house prices. Different data ems

using different naming conventions made

comparisons difficult or impossible, even within
the same firm. Resolving a large, complex
financial institution Hke Lehman Brothers was
hobbled by the snarled nature of tnsufficient,

conflicting, and inconsistent data.
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Since then, policymakers have broadened the

scope of data they collect and have made efforts
E
the new Form PF (for private funds) and data

to improve their quality.

amples include

and

to be collected by swap data repositories

security-based swap repositories for swaps and
other derivatives, as well as international efforts
by the International Monetary Fund {(IMF)

and the Financial Stability Board (FSB) to
close data gaps, particularly for derivatives and
pontraditdonal funding activities. Yot significant
8y

s remain in both the scope and quality of
data needed (o monitor and enhance financial
stability. More needs to be done, particularly
in the activities that have traditionally

resided outside the regulators’ sphere such as
securitization markets and OTC derivatives.

Data standards facilitate bmprovements in
data quality. For instance, efforts to establish
global legal entity identifier (LEI) have
made significant progress in the last year,

including the establishment of the CFTC
Interim Compliant Identifier (CICI) initiative,
but work remains to be done to complete this
important effort. The Office of Financial
Research (OFR), established in Title I of the
Dodd-Frank Act, is tasked with improving the
quality of financial data and data ana

along muliiple dimensions, including LEI
implementation and enhancement.

74.3  Behavioral Vulnerabilities

fanaging Risk in a Low Interest
Rate Environment
An unusually fow rate environment, such as
that currently in place, Is prone to several
bebavioral vulnerabilities, Market participants
may have an incentive to take on additional

leverage, credit risk, and duration risk in an

effort to boost vields. While increased risk

ble transmission mechanism

taking is one po

for expansionary policies, such reach for

vield hehavior without appropriate risk
management could Jeave many participants with
portfolios that are more vulnerable to adverse
market moves.

Potential Emerging Th
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Chart7.4.2  Cregit Quality of High-Yield New Issues The tendency o reach for yield may be
especially pronounced for entities such as
Bittions of US$ End Date: 22-Jun-2012 Percent N . . . -
70 40 pension funds or insurance companies that {a

K CCC or Lower New lssue Volume (left axis) ~ . s . R -
a stream of quasi-fixed nominal labilities. For

» example, the investment yield for life insurers
" in aggregate is ouly around 1.1 percentage
points above the minimum yield needed to
16 maintain policvholder reserves, leaving these
insurers with a velatively small margin of ervor.
8 Hedge funds also may have an incentive to
o o reach for excess yield if they manage to specific
1998 2000 2002 2004 2006 2008 2010 3%% hurdle rates expected by their investors or if

the value of their fund is considerably below
Note! Includes Spiit B, CCC and non-rated new issuances.

Source: JP Morgan + 2012 data are YTD o of 22.Jum2012. the high-water mark that would trigger a large

payout. In addition, money market funds may
have an incentive to increase their risk profile:

especially if the low interest rates do not provide

sufficient yield to cover their expenses.

We do not see much evidence of such behaviors
currently. Risky assets do not exhibit signs of
overvaluations associated with widespread
reach-for-yield behavior. If anything, measures
of risk premia for equities and corporate bonds
are very wide by historical standards. However,
indicators of such behaviors should be watched
carefully, inchuding Jeverage, contractual terms,

borrower characteristics, the use of levered
imstruments for funding, issuance of “covenant
lite™ loans, and the rate of original issue,

eld bonds (Chart 7.4.2).

-rated high-

Eventually, interest rates will move up to
more normal levels. I market participants ave

adequately prepared for such an increase in

rates, and if this increase occurs gradually,
it is unlikely that financial stability would be

adversely affected. Howeve
in interest rates could be disruptive. For
example, interest rates could increase rapidly
[ollowing a loss in investor confidence in the

Tt is unclear

sustainability of U.S, fiscal policy.
how well prepared fixed income markets are
10 the possibility of such rapid interest rate
movements. Those especially vulnerable would
be market participants with highly leveraged

ca trade positions. Tt is important 1o

recognize that while any institution in isolation
can insulate itself from movements in interest

2012 FSOQC /4 Anneal Report
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vates via swaps and derivatives, these contracts Chart74.3 Complex Financial Institutions in 2012
are in zero net supply in the aggregate. As

a result, some market participants must be Jnstitution Total % Foreign Countriss of
Subsidiaries  Subsidiaries  Operation

exposed to interest rate visk.

JP Morgan 5183 57% 72

Moral Hazard issues for Large, Complex
Financial Instifutions Bank of America 4847 21% 56

Behavioral valnerabilities of large. complex

X e . . Gitigrow 355 31% 9
financial institations could increase with the aroup % i *
complexity and size of these institutions. These

o ; Goldman Sachs 3550 39% 53
vulnerabilities occur because an expectation
of government support could generate more Margan Stanley 2718 0% a4
visk taking by institutions that are perceived
as oo big or too complex to fail. Indeed, Source: Bankscope As of: 17-May-2012

Ty

many ob s interpret actions taken by
government authorities during the recent crisis
as evidence that the public sector provides an

implicit guarantee to farge complex financial

instirntions. Such beliefs, If widespread,

could lead to increased concentration in

financial services and greater visk taking by
those institutions deemed protected, as the
mmplicit government guarantee reduces market
discipline. The result could be higher overall
risk in financial markets with attenuated

k management.

Large financial institutions continue 10 have
a high degree of operational complexity and

interconnectedne:

These complexities may
reflect the diverse lines of businesses and
locations in which these firms operate, but

lead 1o legal structure

with aciivities spread
over hundreds, and in some cases thousands,
of subsidiaries (Chart 7.4.3). Market
participants could believe that the complexity
and interconnectedness of these companies
could make them harder to resolve and induce
further likelihood of government support

in a stress environment. Such beliefs could

therefore promote continued moral hazard

problems for such complex financial entities.
In addition, there may continue to be
perceptions that some institutions may
receive special treatment by virtue of their
size. Such beliefs could be exacerbated

by greater concentration in the financial

services industry. The financial industry

Potential Emarging Thraats
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Chart 744 Assets of the 10 Largest Depository Institutions

Percent End Date: 2012 O Trillions of US$
8

45

Assets of
Institutions
{right axis}

o 0
1994 1998 2002 2008 2010

Source: FDIC
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has become increasingly concentrated {or

decades, a trend enhanced in part by such

legistative developments as the Riegle-Neal

Interstate Banking and Branching Efficiency
Act of 1994 permitting interstate branching,
and the Gramm-Leach-Bliley Act, enacted

in 1999, that allowed affiliations among
commercial banks, investment banks, and
insurance companies. This trend continued
is (Chart 7.4.4) in part due
o acquisitions of failing firms. As of the

fiest quarter of 2012, the 10 Jargest banks

hield 52 percent of industry assets, worth

through the cr

approximately 47 percent of GDP, compared

with 45 percent of industry assets, worth

approximately 40 percent of GDP at the end
of 2006. Notwithstanding this trend towards

greater concentration, the U.S, banking system

Temains concentrated than

gnificantly k

that of most developed countries.

These moral hazard problems are partially

addre:

ed by raising capital requirements.

An additional impertant priority is to develop
credible and robust failure resolution
procedures for large complex institutions—
procedures that would allow the institution to
be liquidated or restructured, as appropriate,
with minimal damage to the markets asa
whole, The FDIC is authorized to resolve
certain failing financial companies under

the Dodd-Frank Act and has developed a
resolution strategy for such firms that will
promote financial stability by minimizing
contagion and requiring accountability by
forcing the firms’ sharcholders and creditors

to bear lo

The credit rating agencies appear to have
vecognized that the Dodd-Frank Act limits
the ability of the government to provide

extraordinary support to sharcholders

and creditors of large complex financial
institutions. This recognition can be seen in
the reduced uplift the major rating agencies
incorporate into the long-term ratings for

a mumber of large financial institutions,
many of which have been downgraded or



assigned a negative rating outlook as a result

{Chart 7.4.5). However, a degree of ratings

uplife stifl reraains for the largest banks,
typically 1 to 2 notches for large bank holding
companies and 2 to 3 notches for large bank
subsidiaries. In additon, there is evidence that
market-derived indicators of eredit quality
tend 1o be lower than the levels assigned by

ratings agencics (Chart 7.4.6). While ratings
agencies typically report uplifts only for

long-tevm ratings, these uplifts also support

short-term unsecured wholesale funding.
Vulnerabilities can arise when a financial
institution’s funding model depends in part
on the belief that the government will provide
support, rather than only on the intrinsic
strength of Lthe institution and its portiolio.
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Chart7.4.5 Moody's BHC Systemic Support Uplift
Notches End Dale: Jun-2012 Notches
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Chart 7.4.6  S&P Current Actual & Market Derived Signal*
Rating As Of 8-0u-2012 Signat
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B

AA.+ B Markel Derived Signat (right axis)
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At

WFC

"Note: Market derived signal is

Source: Standard & Foar's Rating Services CDS-based.
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AppendixA

Designation of Systemically Important Financial Market Utilities

On July 18, 2012, the Financial Stability Oversight Council (Council) designated

eight financial market atlities (FMUs) as systemically important under Title VIIT

ol the Dodd-Frank Wall Street Reform and Consumer Protection Act {the Act).

The designated FMUs are:

*  The Clearing House Payments Company L.L.C. (PaymentsCo) on the
basis of its role as operator of the Clearing House Interbank Payments
System (CHIPS)

*  CLS Bank International (CLS Bank or CLS)

*  Chicago Mercantile Exchange, Inc. (CME)

®  The Depository Trust Company (DTC)

*  Fixed Income Clearing Corporation (FICC)

+ ICE Clear Credit LLC (ICE Clear Credit)

*  National Securities Clearing Corporation (NSCC)

®  The Options Clearing Corporation (OCC)

Title VHI provides four specific factors the Council must take into consideration

when determining whether an FMU is, or is likely to become, systemically
important.! These factors are also incorporated with more detail provided in

the Council’s regulations regarding the designation of FMUs.

The four specific

factors are (A} the aggregate monetary value of transactions processed by the

FMU; (B) the aggregate exposure of the FMU 1o its counterparties; (C) the

tions of the FMU with other

relationship, interdependencies, or other intera

AUs or payment, clearing, or settlement activities; and (D) the effect that the
failure of or a distuption to the FMU would have on critical markets, financial
institutions, or the broader financial system. Title VHT also requires the Councit
to take into consideration any other factors that the Council deems appropriate.
The Council believes that the four identified factors provided an appropriate
basi

any other factors.

s for making determinations, and thus the Council did not explicitly rely on

This appendix provides a description of each FMU, as well as an analysis of its
systentie importance based on the factors listed here. Each FMU received a letter

1y 22, 2012 informing it that the Council had proposed its designation and

providing it with the same rationale for the Council’s determination provided

in this appendix. This appendix does not, however, include any confidential

data thatwere part of the Council’s analysis, though such confidential data
MU. The FMUs each had 30 days

to request a hearing if they disagreed with the proposed determination of the

were included in the May 22 letters to each

Council or the Council’s proposed findings of fact, but no FMU requested such

Appendix A
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a hearing. Accordingly, the Council has unanimously voted in favor of final
o

gnations on the following FMUs based on the analyses described her
A. The Clearing House Payments Company L.L.C.

Description of the Clearing House Payments Company L.L.C.

PaymenmtsCo, a Dela son that operates CHIPS,

are corporation, is the legal pe

which is a multilateral system operated for the purpose of transferring payments

among its 52 participants. Therefore, PaymentsCo, as a person that operates a
mltitateral system whose purpose is transferring payments among financial

institutions, mevts the definition of FMU set out in Title VIIL?

CHIPS is the only private sector system in the United States for settling large-

value U.S. dollar payments continuousty throughout the day. Large-value
pi
banks to discharge pa

means for

et s ey role in financial markets by providing »

tems play a k

ment obligations related 1o important financial mar
yments settled

activities such as money market and commercial transactions. P;
by such systems are often high in value and require secure, reliable, and timely
settlement. For example, two banks might use a large-value payment system to
seitle a time-sensitive interbank loan. For commercial transactions, a corporation
may instruct its bank to use a large-value payment system to make critical

payments to its suppliers.

and foreign banks operating in
the United States, such as foreign exchange and Eurodollar transactions. CHIPS
waffic also includes an increasing share of payments for transactions such as the
adjustment of correspondent balances and payments associated with commercial

transactions, bank loans, and securities transactions.

The 52 CHIPS participants are U.S. commercial banks, foreign banks with offices
in the United States, and one private banker. These participants constitute some

of the largest banks in the world by asset size andd include bank subsidiaries of

22 financial institutions considered to be global systemically important financial
institutions by the Financial Stability Board.! Participants also send and receive
payments over CHIPS on behalf of thousands of customers, including a large
titutions account for a

number of correspondent banks. . depositor

substantial percentage of all value sent. Forty participants are headquartered
outside the United States.

An important feature of CHIPS is that it can bilaterally and multitaterally net

payments for sertlement, which permits CHIPS o seutle its daily average of

paymer

s with a fraction of funding. A disruption o CHIPS could therefore have
a multiplier effect on the liquidity needs of participants.

Pay

to each other over the system. They do, however, bear Hquidity

ipants do not bear credit risk within CHIPS, as they do not extend credit

k. Becanse
payment messages in the CHIPS queue are not guaranteed to settle, participants
may not receive, either during the day or at the end of the day, payments they

2012 FSOC /1 Awunal Repart
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are expecting to receive over CHIPS. Liquidity risk is high during the end-of-day

settlement process when participants have a final expecied position that depends

on other pay
Jé
of the payments remaining in the queue as possible and then delete the rest

ipants meeting their final funding requirements. 1 a partic

Is to fulfill its final funding requirement, CHIPS will net and release as many

those deleted

from the system. The participants that were expecting to recel
payments must then arrange 1o receive that liquidity outside of CHIPS.

Analysis of Systemic Importance

(A} Aggregate monetary value of transactions processed by CHIPS

The volume and value of payments settled over CHIPS demanstrate the high
ant

degree to which the U.S, banking system relies on CHIPS to facilitaie signific
financial Hows, particularly those involving transfers between U.S. money center
banks and foreign banks operating in the United States. As context for the value

of payments settling through CHIPS, every two weeks, CHIPS settles payments

equivalent to the gross domestic product of the United States.

Settlement volumes and values. CHIPS, setiling $1.6 wrillion on average a day, has
asut

antial share by volume and value in the U.S. large-value payments market,
Asignificant pereentage of CHIPS volume is sent or received by participants on

behalf of third parties that are not participants. At feast 7,500 third parties are

listed in the database that CHIPS maintaing to facilitate the routing of payments

straight through to their end benefictaries.

Funding. The average and peak total participant funding for the CHIPS
account at the Federal Reserve Bank of New York (FRBNY) per day in 2011 was

substantial, with a significant portion being supplied by a small group of fanding

agents acting on behall of nonfunding participants. Total funding is low relative
to the value of payments sctiled over CHIPS because the bilateral and multilateral
netting feature of the system allows for a high leverage of liquidity compared 1o a
pure real-time gross settlement system, where payments are settled individually as
they are submitted.

(B) Aggregate exposure of CHIPS fo its counterparties

Credit exposures. There are no eredit exposures within CHIPS, and there is
no obligation to ensure the settlement of queued payments. Payment raessages
are not settled until they are released from the CHIPS queue, and all payment
raessages that are released are fully funded and settled with finality in real time.

Liquidity exposures. CHIPS does not bear lquidity exposures (o its
counterparties because it does not guarantee settlement of any payment messages
that are not fully funded. While this feature, which is inherent to the design and
rules of CHIPS, eliminates liquidity risk to the system, participants bear lquidity

risk arising [rom unsettled payments in the queue. Participants are further

exposed to liquidity risk because the funds used to settle payment me;
over CHIPS are held in the CHIPS
participants’ own accounts,

ages

ccount at FRBNY as opposed to in the
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Liquidity exposures for GHIPS participants are high because payment me

ges
in the CHIPS gueue are not guaranteed to settle. There is a possibility that
participants may not receive, either during the day or at the end of the day,
payments they are expecting to receive over CHIPS. This risk decreases over the

course of the day

-ause of the intraday finality of settled payments, but there
is inherent liquidity risk in the end-of-day process, when participants must meet

their final funding requirements and CHIPS must successfully execute payouts,

Settlement of the payments remaining in the queue at the end of the day

is dependent on all participants successfully meeting their final funding
requirements, which, on average, is in the billions of doltars. If some participants
do not fulfill their final funding requivement, CHIPS will setde as many
remaining payments as possible and then delete the rest from the system

unsettled. There has been only one ins aited to meet
its final funding requirement, resulting in payment messages worth $7.3 hillion

failing to settle over CHIPS,

ance where a participant £

Since that disruption, the typical value of the payments settfed at the end of the
stitl
sizeable. If a large proportion of those payments failed to settle because of a

day has fallen o less than 1 percent of total daily value, yet that amount is

disruption caused by the faihure of one or move participants to make a final pay-
in, it could put quidity pressure on the intended recipients of those payments,
which would need to make up that Hguidi

sutside of CHIPS, Following the

completion of final funding, a disruption impairing the ability of CHIPS to make

payouts could trigger more significant disruptions to the liguidity positions of

participants. In 2011, the daily average and peak of totat CHIPS payouts at the

end of the day were significant.

Under either disruption scenario, participants might have to borrow funds in the
market late in the day to replace the payments or payouts not received in order
1o meet their pa

ment obligations outside of CHIPS or Federal Reserve account
balance requiremen

uch as required re;

erves, This could be particolarly

challenging for a participant with more limited access to €

doflar funding
markets, such as a bank in a weakened condition. For any participant, obtaining

replacement funding late in the day conld prove difficult or costly, as the Hauidity

of funding market

1ch as the Fed funds and repo markets declines toward the
end of the business day.

€ ionships, i ies, or other interactions of CHIPS with other FMUs
or payment, clearing, or seftlement activities

The structure of participation in CHIPS indicates a tight, interdependent network
of institutional relationships

and payment flows, such that a disruption could
reverberate throughout the financial

ystem. Participants rely heavily on CHIPS
1o settle significant US. dollar financial flows each day. including transactions

related to third-party activity for thousands of additional institutions. Activity
underlying CHIPS payments spans foreign exchange, trade finance, remittance,
correspondent banking, securities, and bank funding,
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Concentration of participants and degree of tiering. CHIPS activity is highly
concentrated with a small number of participants accounting {or a relatively large
percentage of the value of the payment messages sent and received. Funding for
CHIPS is further concentrated with a small number of participants representing a
majority of the funding.

Although no FMUs depend on CHIPS directly, the participants that send and
receive the most value over CHIPS and contribute the most funding are also
some of the most active participanms by value in CLS Bank, DFC, FICC, NSCC,
CME, ICE Clear Credit, and OCC. The liquidity problems caused by a disruption
1o CHIPS might therefore adversely affect the payment activities of CHIPS
participants over those FMUs. Conversely, payment obligations arising within
those ather FMUs that were expected to settle over CHIPS could be disrupted.

Interdependencies indirectly Hink CHIPS not only to other FMUs and payment,
customers that are

clearing, and settfernent activities, but also to the third-party
the originators or beneficiaries of payments settfed over CHIPS, Participants
subruit a majority of their CHIPS traffic by volume on behalf of one of
thousands of third-party customers. Examples of third-party customers include
alfiliates and branches of CHIPS participants, other financial institutions, and
nonfinancial corporations. Because of the seope and nature of these customers,
a disruption to CHIPS could have a broader impact on both the financial system
and the real economy than might be assumed from consideration of only the
direct participants.

(D) Effect that the failure of or disruption to CHIPS would have on eritical markets,
financial institutions, or the broader financial system

Market effects of a failure of or long-term disruption to the functioning of
CHIPS. There are two types of disruption to CHIPS that could have significant

cffcets on critical markets, financial institutions, and the broader financial

system. First, a disvuption triggered by the failure of one or more participants to
make a required pay-in at the end of the day could cause several billion dollars
of payments not to settle over CHIPS, creating liquidity shortfalls for some

participants and their customers late in the day. Second, a disruption triggered
by an operational problem with CHIPS could canse significantly higher amounts
ol payments not to settle over CHIPS. An operational disruption could also cut

off participants’ ac o the funds in the CHIPS account, which could be a

significant amount by the end of the day.

The typical value of the payments settled at the end of the day is sizeable and
varies based on market conditions and the amount of supplemental funding
contributed by participants during the day. If one or more participants failed to
make a required pay-in at the end of the day, a portion of those payments would
not settle over CHIPS. As a result, the participants and their customers expecting
to receive those payments would need to make them up ousside of CHIPS and

could, therefore, face liquidity shortfalls late in the day.

In the case of an operational disruption to CHIPS, participants could use the
Fedwire Funds Service to settie payments, Their ability to do so would depend
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and access

on each participant’s access (o Fedwire, internal system capabi

10 suff

cient intraday lquidity. In particular, the availability of liguidity varies
by institution, such that some participants might need access to additional
liguidity in order to reroute theiy CHIPS wraffic. At a minimum, that increased
tquidity demand could create incentives for participants to dels

y sending
large outgeing payments over Fedwire untl they first received large incoming

payments. Detayed settlement of those outgoing payments could in turn dek

the settlement of all downstr ments reliant on those funds, likely causing

am p:

Hiquidity problems to spread.

Effects of a short-term disruption to the FMU. Depending on its timing, an
operational disruption to CHIPS could leave participants without access to

the increasingly significant amounts of liquidity held in the CHIPS account.

As discussed under Consideration (B), the value of [unds held in the CHIPS

account rises steadily throughout the day, with the funds returned to participants
as payouts at the end of day.
pay
participants at a time of day when liquidity in funding markets may be least

A disruption that prevented CHIPS from making

+ the end of the day could cause significant liquidity shortages for

available, This is particularly true for the subset of CHIPS participants that
do not have access o intraday credit from a Federal Reserve Bank. These
participants might need tos

ek funding in the Fed funds and repo markets,
where, as discussed previously, liquidity declines towards the end of the business
day. Further, Hiquidity in these markets would likely be especially tight under

the stressed market conditions surrounding a faiture of or disruption to CHIPS.
Without this funding late in the day, partdcipants might not be able to meet their

payment obligations outside of CHIPS or meet Federal Reserve account balance

requirements, such as reserve requirements.

der either scenario, a disruption to CHIPS could reverberate throughout the

financial system, affecting the thonsands of institutions worldwide that may be

reliant on payments settled over CHIPS. As discussed under Consideration (A),
CHIPS settles a sizeable overall share in the U.S. large-value payments market.

Furthermore, a significant portion of the volume of payment messages sent ove
CHIPS i
In addition to disrupting third-part

s sent or received on behalf of ene of thousands of third-party customers.
discussed under Consideration
inthe US.

ustomer

(C), a disruption ro CHIPS might also indirectly distupt other FMU

financial sector through the channel of shared participants.

Conclusion
-value payment systems such as CHIPS play a key role in financial markets

Larg
by providing a means for banks to discharge payment obligations related to
important financial market activities. CHIPS is a particularly large system, settling
$1.6 willion on average a day representing a significant percentage of the value

of the U.S. doltar large-value payment market. A disruption to CHIPS could
significantly increase the amount of unsettded payments in the CHIPS quene,
disrupt the ability of participants to manage thelr CHIPS traffic, and sufficiently
alter the payment and funding patterns over CHIPS so as to cause liquidity

disruptions affecting all participants, including 22 global systemically important

institutions, and potentially spread 1o their customers and to other FMUs and
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the broader financial system. The resulting widespread Hquidity shortage conld
prove difficult or costly to ameliorate, particularly if the disruption were to cut
off acc

s to the funding in the CHIPS account and to occur at the end of the day
amid already stressed market conditions.

Taking into consideration the significant value and proportion of large-value

payments that settle over CHIPS, the increased liquidity required to reroute those

payments to settle outside of CHIPS, and the risk 10 other FMUs and downstream
financial institutions and nonfinancial companies that rely on those payments

to settle, it is the
CHIPS could incres
financial institutions or markets and thereby threaten the stability of the Enancial

essment of the Council thata faiture of or disruption to

e the risk of significant liquidity problems spreading among
system of the United States. For the reasons set out here, the Council has
determined that PaymentsCo should be designated as a systemically important

FMU pursuant to Title VI of the Act.
B. GLS Bank International

Description of CLS Bank International

CLS Bank, a legal person chartered by the Board of Governors of the Federal
Reserve System under the Edge Act, operates a sultilateral system that settles
foreign exchange (FX) transactions among its financial institation membe
Therefore, CLS Bank meets the definition of FMU set out in Title VIIT of the Act.®

The FX ma
with an average aggregate daily value settded of 8.0 trillion U.S. dollar equivalent
(UShE
relative value of a currency, providing liquidity 1o the international banking

et is one of the lavgest and most liquid global financial markets

The FX market plays a pivotal international role in determining the

tem, and facilitating cross-border trade and investment. Because of its

importance, the FX market has long been a focus of attention by finance
ministries, central banks, and banking supervisors,

The FX mar
participants that connect local trading centers into a Yiquid, global market. The

et is an over-the-counter {OTC) market with globally dispersed

three largest trading centers are located in the United Kingdom, the United
States, and Japan respectively, although a number of other countries also host
major centers. Due to the dispersion of market participants, the FX market is
ctions. The three

also a 24-hour market with farge volumes of cross-border trans:
major instruments in the FX market are spot, forward, and FX swaps, which

ity. These
instruments are typically considered part of the short-term international money

collectively account for approximately 94 percent of FX market ac

market, serving as critically important cross-currency funding tools for a wide
risk in the FX marketand is

ariety of participants. Settlement ri

is the prima

CLS Bank is the sole multi-currency settlement system of its kind, offering both

liquidity savings and settlement risk mitigation across all major currencies, and
the only one that operates on a global basis across all the major currencies.”

CLS Bank settles an average daily value of 4.77 trillion USDE, representing 68
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percent of FX market activity in CLS Bank-eligible currencies and products. The
CL8 Bank system Tinks thousands of institutions, including many of the largest
banks, investment companies, and nonfinancial corporations, both domestic
and foreign. Through CLS Bank, these institutions are able to reduce their
settlement risk in the FX mar
(PVP) setilement.* CLS Bank i
to settle muld-currency payment flows. Among other potential effects, a failure

ket through the use of paymentversus-payment

a number of other FMUs

also used by and use

of or disruption 1o the functioning of CLS Bank could substantially increase

k and remntroduce ant settlement ris

varticipants” iquidity ignif among
¥ i3 1 ¥ £ 8

institutions in the FX market.

Analysis of Systemic Importance

A} Aggregate monetary value of transactions processed by CLS Bank
CLS Bank seutle
the FX market. Through it se:
risk
funding, If the volumes and values seutled by CLS Bank continue 1o grow, CLS
Ban

become even more significant,

asignificant and iner

sing vohume and value of activity in

ices, O settlement

.S Bank significantly reduce:

and provides substantial iquidity savings through its use of multilateral net

s vole in the FX market, and market participants’ reliance on CLS Bank, will

Settlement volumes and values. CLS Bank estimates that it settles, by value,
In 2011,
volume of 820,600 sides and an average

ctiv

68 percent of FX market 2

y in eligible carvencies and products.

CLS Bank settled an average daily gr

aggregate daily value of 4.77 tritlion USDE. In addition, through PVP settlement,
CLS Bank mitigated a substantial amount of the settlement risk associated with

the average daily gross volume settled. In 2011, CLS Bank settded a peak daily

gross volume of 1937417 sides; on its peak settlement value day, March 19, 2008,

CLS Bank settled approximately 10.3 willion USDE.

In 2011, ULS. dollar transactions settled at CLS Bank accounted for a substamtial
amount of the average daily gross settlement volume and the average aggregate

~based settlement members accounted for a
alue setted in 2011 at CLS Bank.

daily sertlement value. In additon, Ul

ge aggregate daily v

significant portion of the av

1 2011, the volume and value of transactions settled at CLS Bank increased by

4.7 percentand 15.5 percent, respectively, from 2010. Since 2007, the volume of

transactions processed by Bank has grown at a compound annual rate of

. dollar transaction volumes growing at a compound annual

22 percent, with U.
rate of 23 percent. In addition, since 2007, the value of transactions processed by
CLS Bank has grown at a compound annual rate of 7.3 percent, with the value

of U.8. dollar transactions growing at a compound annual rate of 7.2 percent. In
comparison, from 2007 through 2010, the total value of the FX market grew ata

compound annual rate of 3.7 percent.

Funding. Members fund and defund their multi-currency accounts at CLS Bank
settlernent {(RTGS) s
Reserve’s Fedwire Funds Service for U.S. dollar payments. Funding occurs on a

through 17 real-time gro

tems, including the Federal

mukilateral net hasis, which provides substantial netting efficiencies. In order 1o
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smooth out the liquidity needs of its members, CLS Bank permits its members

and their nostro agents o pay in over a five-hour funding window,

B) Aggregate exposure of CLS Bank to its counterparties
Although CLS Bank has a robust risk management framework, it is still exposed
to significant credit and liguidity risk,

Credit exposures. CLS Bank may extend credit to its members in the form of
haircut-adjusted short positions, which are collateralized by a member's long
positions and capped at the aggregate short position limit (ASPL) for each

settlement member. ASPLs vary among members based on an assessment of each

w®

member’s credit, Hiquidity, and operational capabilities.

B

credit exposure is in the billions of USDE." Though these exposures are

e on the ASPL for each settlement mermber, CLS Bank’s maximum potential

collateralized by

haircut-adjusted ong positions, as a result of extreme exchange

rate volatility, CLS Bank may bave insufficient liquidity and incur financial losses,

which it would allocate 1o its surviving members.
Liquidity exposures. In the event that a settlement member fails to pay in the

currency required to cover a short position by the end of the funding window,

CLS Bank will attempt to swap the failing member’s remaining long positions

Tor the currency requived to fulfill CLS Bank’s pa s a result,

vout obligations

CLS8 Bank has obtained committed lines of Jiquidity across the 17 currencies that

are eligible for settlement. U.S. dollar Hquidity is provided by a group of U.S.

depository institutions, each of which is also a settlement member.

In the case of a single member pay-in failure, the peak liquidity that CLS

Bank would require from its committed liquidity providers is equivalent o the
maximum ASPL. Provided that its currency hairveuts are sufficient to mitigate
market risk, CLS Bank
(1()])‘(})]&‘[6 payouts in the appropriate currenc

committed lnes of liquidity should be sufficient to
even if the failing member

However, if CLS Bank's currency

Tiquidity provider in the required eurrenc

haircuss are insufficient to absorb a significant depreciation in the value of the
members” fong positions refative to the value of their short positions, CLS Bank’s

Hquidity needs may exceed its committed hiquidity fines, and CLS Bank may incur

financial losses. Further, in the event that its fiquidity providers
S Bank will credit its affected

e unwilling

or unable to provide the committed Hiquidity,
member(s} in an alternate currency, which its members may choose to receive
as a payout or hold overnight at CLS Bank, thereby shifting liquidity risk 1o its
member(s) and potentially resulting in liquidity disruptions to U.S. and foreign

financial markets.

) Relati ips, interdependencies, or other interactions of CLS Bank with other
FMUs or payment, clearing, or settiement activities

CLS Bank settlement activity is highly concentrated amongst its largest members.
In addition, CLS Bank is highly interconnected with a number of other FMUs
and trade repositories. These relationships and interdependencies increase the
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potential for a disruption at CLS Bank o spread 1o other participants, FMUs,

markets, and throughout the U.S. financial system.

Concentration of participants and degree of tiering. The value of instructions

settled by CLS Bank is highly concentrated among the largest of its 63 members.

Further, third-party settlement activity is highly concentrated among a group

of members. Since the value of instructions sexled in CLS Bank is highly

concentrated, a disruption to one large member would have a significant impact

on the

sks faced by CLS Bank (see factor {D) for the impact of a failure to pay
by one or more participants). However, the inclusion of the largest FX market
participants in CLS Bank ensures that a significant proportion of the FX market
is setrled at CLS Bank using its PVP risk mitigating features.

In 2011, 27 of CLS Bank
hehalf of third parties, though the majority of ac

63 members were active in submitting instructions on

ity was concentrated among a

few institutions. In aggregate, third-party transactions represent approximately 11
percent of the aggregate value settled by CLS Bank. In addition, the three largest
U.S-based third-party service providers account for more than 48 percent of total
third-party activity.

Dependencies of other FMUs and trade repositories on CLS Bank. CLS

Bank settles non-PVP instructions for The Warchouse Trust Company’s Trade
Information Warehouse (TIW), which is a subsidiary of DTCC, as well as the
CME, ICE Clear Furope, Eurex, and LCH.Clearnet. Specifically, CLS Bank settles
FX futures-related payments for the CME and CE Clear Europe, and credit

derivative-related payments for TIW, Enrex, and LCH.Clearnet. Settlement at CLS

Bank provides operational and funding efficiencics for these FMUs and trade
repositories. The link with the TIW is particularly notable, as it allows payments
for OTC credit derivatives, which are calculated and bitaterally netted across
participants, to be divectly submitted for settlement at CLS Bank.

D) Effect that the failure of or disruption to CLS Bank would have on critical markets,
financial instifutions, or the broader financial system
A failure of or long-term disrupiion to CLS Bank may

significantly increase

settlement ri

and liquidity demands in the FX market. In turn, these

developments may reduc

e FX market activity and the How of funds in TS, and
foreign financial markets and to the broader economy.

Market effects of a failure of or long-term disruption to the fonctioning of
CLS Bank. In addition o potentially transmitting credit risk to its members via
loss allocation, a failare of or long-term disruption to CLS Bank may resultin a
reversion to non-PVP settlement and therefore reintroduce significant credit risk
to the FX market. Because CLS Bank is the sole global multi-currency settlement
system that eliminates FX settlement risk across all major currencies, a failure

of or long-term disruption o CLS Bank would require members w settle FX
transactions through non-PVP settlement arrangements, including bilateral
gross settlernent, bilateral net settdement, and “on-us” settlement. A reversion

o non-PVP settlement arrangements could reintroduce a substantial amount

of settfement risk to the FX market daily, As a result, members would initally
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ceed

experience a sudden increase in settlement risk that may significantly
counterparty settlement limits set by their internal credit risk management

and drasticall

function and may have to sudden reduce their trading activity

to stay under prudent counterparty setttement Hmits. Alternatively, members
would need to collect large amounts of collateral from counterparties or accept
significantly higher levels of counterparty credit risk that may

exceed their capital.

A reduction in trading activity would reduce the flow of funds between CLS
Bank participants, including domestic and foreign banks, investment companies,
andt nonfinancial corporations, and would impair FX market higuidity. As FX

instruments are typically considered part of the shore-term international money

market, a reduction of FX market Hquidity would seriously disrupt cross-border
funding markets. As a result, the impact of a [ailure of or long-term disruption

to CLS Bank would be feltin U.S. and foreign financial markets, as well as

the broader economy. Further, in the absence of PVP settlement, a failure of
an FX market parth
that could lead to additional failures of, or an erosion of confidence in, other

sk

dcipant would expose connterparties to significant credit

FX market participants. In addition, because CLS Bank settles transactions
both directly and indirectly for thousands of institutions, including banks,
investment companies, and nonfinancial corporations, the failure of CLS
Bank or a disruption of its settlemnent services could have a crippling impact on
international trade with adverse second-order effects on the real economy and

U.S. fnancial stabitity.

In the absence of CLS Bank and multilateral net funding in the FX market,

members would be required to provide additional liquidity to complete

settlement, thereby increasing liquidity demands on market participants, As such

funding may occur in stressed market conditions and require access to large and

alternative sonrces of liquidity at short notice, there could be significant Hquidity

since the U8, dollar accounts for

disruptions 10 financial may - In particnlar,

a substantial percentage of settlement value at CLS Bank, demands for additional

. dollar liquidity roay be substantial and could have a significant impact on

raajor U.8.-based banks and the U.S. financial s
revert to bilateral gross settlement in the absence of CLS Bank, liquidity
would increase substantially, therefore providing another incentive for members

uming that members
v needs

of CLS Bank to significantly reduce their trading activity and the flow of funds
between CLS Bank participants.

In addition to a reduction in FX market activity and an increase in Hquidity
FCLS Bank would require that non-PVP sertlement

arrangements absorb an additional average daily volume of 795,000 sides. A

demands, the absence o

sudden increase in the volume of non-PVP transactions, however, may result
in immediate operational challenges due to capacity constraints, potentially

preventing a significant volume of FX transactions from settling in a timely

fashion and thereby spreading liquidity risk among participants and their
counterparties, Further, w the extent that a fatlure of or disruption to the
functioning of CLS Bank results in non-PVP settlement, the relevant RTGS
systems would experience sudden increases in the volume and value of
instructions setled, In the United States, for example, the Fedwire Funds Service
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and CHIPS may be required 1o absorb a significant amount in additional ¥
doltar payment activity daily,

CLS Bank also provides settlement of payments related to credit derivatives and FX

futures for mudtiple FMUs, both domestic and foreign. These FMUs benefit from

funding efficiencies and siraight-through proc

ing by settling at CLS Bank and,

in the short term, the absence of CLS Bank would be disruptive to these FMUs,
as they would have to reroute payments over the relevant RTGS systems. Based on

data compiled by the Federal Reserve Board, the U.S-based members of CLS Bank

are also members in several other FMUs. In the event that CLS Bank is unable to
complete settlement and these members are unable to obtain tmely settlement of
their payment instructions through alternative settlement atrangerents, liquidity
disruptions may be transmitted to other key FMUs and markets,

Effects of a short-term disruption to the FMU. In the event that an operational,
market, or funding-related event results in a short-tern disruption to CLS Bank,
CLS Bank would be required 1o defer settlenient, but may be able 10 complete
settlement before the end of the settlement day. Settlement, however, is heavily

dependent on the closing times of the RTGS systems used to transfer funds to

and from members” multi-currency accounts at CLS Bank and may require an

extension of the operating hours of certain RTGS systems on which CLS Bank

is dependent. Further, CLS Bank currently estimates that the largest single

settlement member pay-in faiture (in terms of its aggregate impact on the
settlemnent of transaction at CLS Bank) would result in a significant percentage

of transactions not settling. As a result, members would need to settle these
transactions on a non-PVP basis outside of CLS Bank, thereby increasing the
amount of settlement risk in the FX maarket significantly. In a pay-in failure
situation, however, surviving members would receive additional pay-in calls, which,
if met, would significantly reduce the value of unsettied transactions at CLS Bank.

In the event of a Jarge single member default, CLS Bank could issue additional
10

As such

n calls across the surviving members to fund additional liquidity.

p
funding may occur in stressed market conditions and require acc

s to large and

alternative sources of bquidity at short notice, there could be significant higuidity
disruptions to financial markets, Further, as most additional funding will occur
in U.S. dollars when U

impact on the financial s

markets are closed {between 3 a.m. and 6 a.m. ET), the
stem of the United States could be more severe.

The peak liquidity that CLS Bank could require from its committed Hquidity
providers is equivalent to the maximam ASPL. Provided that its currency

, CLS Bank
liquadity should be sufficient for CLS Bank to satisfy §

haireuts are sufficient to mitigate market ris committed Hnes of

s payout obligations in

the appropriate currency, even if the fatling member is a liquidity

provider in

the required currency. However, il additional members fail to fully satisfy the

addidonal pay-in calls that result from the original pay-in failure, then CLS Bank’s

liquidity needs may exceed its committed Hquidity lines. As a resuly, CLS Bank may
be unable to meetits payout obligations, in which case it would pay an equivalent

amount in an alternate currency and transfer its Hquidity risk to its members.
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Conclusion
CLS Bank is the sole global multi-ciorrency settlement system of its kind, oftering

both liguidity savings and settlement risk mitigation across alt major cuerrencies.

A failure of or long-term disruption to CLS Bank would have negative effects on

both its members and the FX mar ilting in significant credit, Haquidit

and operational disruptions. These effects would likely spill over into U.S. and

global financial markets, as the FX market is eritical to meeting cross-currene

funding needs of global financial institutions. Fusther, PVP settlennent i the
market continues 10 be encouraged by central banks, market regulators, and other

authorities in order to reduce setdement risk. Should the growth in the values
and volum
the FX may’

and settdement se

s settled by CLS Bank persist, perhaps due to the continued growth of
and the inchy

sion of additional participants, seitlement currencies,

ons, CLS Bank will assume an even more dominant role in the
FX market. In the absence of alternative settlement arrangements offering both

settlement risk mitigation and Hquidity savings across a similar set of FX products

and currencies, CLS Bank’s expansion will reduce overall risk but also concentrate

the risk associated with a potential disruption to or failure of CLS Bank.

setled at CLS
Bank, the extensive network of financial and nonfinancial institutions that depend
on CLS Bank, the dependence of other critical FMUs on CLS Bank to effect
settlement, and the lack of substitutes offering both settlement risk mitigation and

Based on the significant values and vohumes of FX market activit

Tiquidity savings, the Council has determined that CLS Bank should be designated
as a systemically important FMU pursuant to Title VIIE of the Act.

C. Chicago Mercantile Exchange, Inc.
Description of Chicago Mercantile Exchange, Inc.

CME is a subsidiary of CME Group, Inc, {CME Group), a public compar
through its U.S. clearing division (CME Clearing), provides clearing ser

among futiires commission merchants {which are inchuded in the definition of
financial institution in Section 803 of the Act) and between futures commission
merchants {(FCMs) and customers. Therefore, CME mects the definttion of FMU

set out in Title VI

CME is one of the largest central counterparty clearing services providers in

the world, clearing 96 percent of the entive market for U.S. Futures, options

on furures, and commodity options." CME clears all contracts traded on the
designated contract markets (DCMs)® owned by CME Group, namely the Chicago
M ntile Exchange (CME DCM), Board of Trade of the City of Chicago, Inc.
{CBOT), the New York Mercantile Exchange (NYMEX), and the Commodity
Exchange, Inc. (COMEX). In addition, CM
OTC market through, inter alic, CME ClearPort.

offers clearing services for the global

CME provides central counterparty clearing services for futures, options, and
swaps that can be used by market participants for a variety of purposes. Products
cleared by CME range from commaodity futures, which are essential to price

nd liquidity for the underlying commodities, to interest rate s

{IRS) and equity index contracts, which can be used as hedges or as investments
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ME. clears the targest and most liquid futures contracts based on
andard & Poor’s (S&P) 500 Ind
as well as TRS. C)
and clears a farge number of transactions supported by
ME s

the S wodotiar, U

and energy products ¢ functions as the central counterparty

o market participants
ands between its members

significant collateral. As a central counterpar

for every transaction cleared, serving as the seller to every buyer and the buyer to

every seller. In effect, members substinute CME's credit for each other's credit.
While the purpose of the contracts cleared by CME can vary, all such contracts
initially expose the participants on both sides of the contract to credit risk.

By guaranteeing to each counterparty that the other side of the contract will

be fulfilfed, CME acts as a central counterparty to mitigate such risks. CME
collecis margin from each of its clearing members to offset the risks of a clearing

member’s contr

s and nets margin calls across all of each member’s contracts.

with a notional value in the trillions of U

On average, C aArs CON

dollars and maintains collateral deposits averaging in the billions of U.S. dollars.

Analysis of Systemic importance
A} Aggregate y value of tr ions pr d by CME
Number of transactions processed, clearved or settled. In 2011, CME cleared an

average daily gross volume in the millions of futures and options contracts and

daily notional amounts in the millions of 1.8, doliars for OTC CDS and

IS IRS; in the millions of euros for OTC euro IRS; and in the millions
Ting for OTC GBP IRS. CME cle

notional amounts in the hillions of U.S.

of pound s ared a peak daily gross volume in

the millions of contracts and peak da
dollars of OTC CDS and OTC USD IR
and in the billions of pound sterling of OTC GBP IRS.

. in the billions of euros of OTC euro IRS,

Value of transactions processed, cleared or settled. In 2011, CME cleared

contracts with an average daily gross notional value in the trillions of U.S, dollars

and average daily gross notional values in the millions of U.S. doltars of 3
CDS; millions of U.S. dolfars of OTC USD IRS; millions of euros of OTC eurc
IRS; and miltions of pounds sterling of OTC GBP IRS. The peak daily gross value
2 cleared was in the trillions of LS. doftars for futures and
options, billions of . dollars tor OTC CDS, billions of U.S. doflars for OTC
USD IRS, billions of euros for OTC euro [RS, and hillions of pound sterling for
OTC GBP IRS.

of the contracts CM

Value of other financial flows. For all listed derivativ
and cleared OTC CDS, the average daily Ttow of funds (s
margin plus change in average daily initial marging in 2011 was in the billions

dollars on August 8, 2011. The

of LLS. dollars, with a peak in the billions of
peak daily open interest was in the millions of . dollars on August 253, 2011

B} Aggregate exposure of CME to its counterparties

Credit exposures. The period-end aggregate value of all collateral posted as of
December 30, 2011, was in the billions of U.S. dollars. On December 30, 2011,
the member guaranty fund requirement across all three guaranty funds was $4.5
biltion, CME designated capital across the guaranty funds was $300.0 million,
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and the consolidated initial margin requirement was billions of ULS. dollars. For
2011, CM
of $4.5 billion.

guaranty fund held average deposits of $3.8 billion, with a peak value

€
day for furures, 99 percent for a liquidation period of five days lor OTCIRS, and

E maintains minimam coverage of 99 percent for a liquidation period of one
99 percent for a liquidation period of five days for OTC CDS.

The average aggregate daily value of collateral (after haircuts) posted to CME was
in the billions of U.S. dollars. The peak aggregate dollar value of collateral (after
haircuts) posted o GME was in the billions of U.S. dollars on June 2, 2011. For
gin

nat

fation ma

the 12 months ended December 30, 2011, the average intraday
at CME was in the billions of U.S. dollax 2
CME for all listed derivatives, excluding cleared OTCIRS and cleared OTC CDS,
was in the billions of U.S. dobars on September 22, 2011,

The peak intr: variation ma

For the 12 months ended December 30, 2011, the average daily value of initial
margin at CME was in the billions of U.S. dollars. The peak daily value of initial
margin at CME was in the billions of U.S. dollars on June 1, 2011

Teis anticipated that with the introduction of mandatory clearing for swa

clearing volume and open interest will significantly increase, and margin on

deposit and exposure will increase proportionally.

Liquidity resources. On December 30, 2011, the amount of liquidity resources
nthe

{including only cash and U.8. Treasury and agency notes) at CME w

biltions of U.S. dollars, with billions of U8, dollars of liquidity resources on June
2, 2011, As of December 30, 2011, the total value of lines of credit from banks or

others was several billion ULS. doltars.

Liquidity exposures. For the 12 months ended December 30, 2011, the average

daily variation margin CME paid to clearing members was in the billions of
dollars. The peak daily variation margin CME paid to clearing members was
in the billions of UL.S. dollars on August 8, 2011, The largest intraday variation
margin collect was in the billions of U.S. dollars on October 27, 2031,

C) Relationships, interdependencies, or other interactions of CME with other FMUs or
payment, clearing, or settlement activities
Participants. CME has a total of 64 clearing members, including futures

commission merchants (some of which are also broker-dealers), bank affiliates,

and propriclary trading firms. Twenty-nine of CME's clearing members are foreign

clearing members (including U.S. operations of non-U.S. entities). CME’s clearing
members include some of the largest banking and brokerage firms in the world.

Other FMUs. CME has a cross-margining agreement with OCC, which is dually
registeved as a Derivatives Clearing Organization (DCO} and as a securities

clearing agency. The average amount of margin subject to the cross-margining
.S, dollars. (

avrangement with FICC, which generated a savings of millions of U.S. dollars

agreement is in the millions of also has a cross-margining
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E has a mutual offset

on December 30, 2011 for clearing lirms. fnaddition,

arrangement with Singapore E > Lid. The mutual offset arvangement with

Singapore Exchange Lud. enables market participants to open a futures position

in one of the following five contracts on one exchange and liquidate it on the

Trading platforms. CME provides clearing services for the CME, CBOT,
NYMEX, and CC § 1 part of CME Group. CME also
provides clearing services for the Green Exchange, a DCM that off rading

1 DCM that
focused

exchan

in environmental futures and options, and {or Eris E
. The Dubai Mercantile

commaodities exchange regulated by the Dubai Financial Serv

xchange, LI

offers trading in IRS futur xchange, an energ

s Author

all olits trades through NY
to CME Clearing,

X, which outsources its clearing operations

Other external service providers. CME uses the following platforms: Bloomberg,
¥ Globex, CME C
CME's physical trading floor. In addition. CME nses the services of the following
companies: ION, Sungard, WTD, FFastFill, ATEO, and Whentech. CME also

maintains se

Javelin, Tradeweb, Marketwire, Icelink, arport, and the

tlement bank relatiouships.

Average daily value of flows and other transactions with key financial
institutions. For the [Zmonth period ended December 80, 2011, the average daily
value of flows with key financial institutions was in the billions of U.S. doHars.

Average daily value of trades and other transactions on key trading platforms.
CME’s

. dollars.

average daily value of trades was in the millions of

D) Effect that the failure of or disruption to CME would have on critical markets,

financial institutions, or the broader financial system

Role of CME in the market served. In 2013, CME cleared 96 percent of the total
. U.S. futures and CFTC-regulated options market volume.

Availability of substitutes. While several other clearinghouses clear products

that may be viewed as serving as substitutes for some of the products cleared by

CME, it would be impractical, in the short term, for another clearinghouse to

substitute for CME.

Concentration by product type. As mentioned, CME clenrs 96 percent of all ULS,

futures, options on futures, and commodity options volume.

Financial Data/Metrics. On December 30, 2011, CME had in the billions of U.S.
doll
securities, in the millions of U

ents, in the billions of ULS. doliars in government

in cash and cash equiv

S. dollars in valued securities, in the billions

of dollars in letters of credit, and in the millions of U.S. dollars in escrow

deposits of contracts.
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Clearinghouses reduce the costs and operational risks of clearing and seitlement

among multiple market participanis b

¢ mitigating counterparty risk, settling

or netting participants’ obligations, or providing other clearing services or
CME

arrangements that muraalize or ranster credit risk among participant

houses one of the largest clearinghouses worldwide.

The primary trigger of a default by CME would be a default by one or more
clearing members with extraordinary losses in excess of CME’s default resources,
While such a default could conceivably result from civcumstances local to

those members, a default scenario would more likely be associated with a

d
extraordinary volatility, extreme changes to normal price corvelations, and acute

stuption to the markets more generally, including scenarios such as historically

reductions in liquidity,

An alternative trigger of a default by CME would be a failure by one of its
settlement banks, in particular its concentration bank, because a substantial

al resources, as well as those of its membe

portion of CME's finarn

are on
deposit with these banks. Thus, if those financial resources were to suddenly
become unavailable, CME’s operations would be adversely affected to a

considerable extent.

In additon, a CME default could result from u failure to maintain a generally

sound financial condition, such as a failure to maintain sufficient capital or other

financial resources against its al business k of one or

or against the r

gene:

more clearing member defaults.
As discussed previously, it would be impractical, in the short term, for another
CM
is, if the market had moved since the tvades were

clearinghouse to substitute fo

Moreover, even if swap transactions were

replaced on a bilateral ba

submiitted to CME, it is unclear how the original counterparties would reinstate
the original bilateral transaction. In addition, it could be difficult or impossible

to reinstate the original ransactions bilaterally if they were made on a trading

platform. Because multilateral netting reduces the exposure of a clearinghous
members to each other, the de-netting of positions resulting from a CME

default would immediately increase counterparty risk, which could have serious
consequences for market participants, including exposure to credit risk and

demand for collateral,

Furthermore, netting provides a market benefit in that the margin requived to

collav

eralize the exposure of a portfolio is generally smallter than collateralizing

its individual components, because the prices of the portfolio’s components
are often correlated. Central counterparty netting is more powerful, as each

member’s obligations to every other member can be netted and offset,”

Moreover, in the bilateral market, if A wishes to neutrali

€, €.g., a long exposure
to B, A would typically enter into a transaction with a shert exposure o another
counterparty, ¢.g., C. This would of(set A's market risk, but would leave A with
credit risk 1o each of Band C. In a dearved market, if A has cleared a transaction
with a long exposure and enters into a cleared transaction with an offsetting
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short exposure, those exposures would be offset, leaving A with neither market

nor credit ri

Thus, the amount of collateral posted in a set of bilateral transactions to obtain

the same level of protection that could be obtained through clearing would fikely

increase exponentially, thereby leading to some combination of a substantial

increase in required collateral (with a consequent drain in Hquidity), an increase

in the number and exposure of uncollateralized transactions (creating greater
, and a decre

that are entered into {based on a reduction of credit, which would likely have a

e in the otal number of ransactions

from further failure:

expe

deleterious impact on the financial activity that those transactions hedge).

n addition, any disruption in the clearing or trading of these produ

likely severely hmpede price discovery, which would result in both a decrease in

market efficiency and a loss of liquidity for these products.

Moreover, there would likely be a negative Impact on any economic activity that

presupposes the protection of hedging activity.® For example, livestock producers

that do notwant 1o take on the risk of changing prices in the cash markets may

abandon production entirely if they cannot use the futures market to Jock in

a price ahead of actual merchandising, and those that do choose to continue

production may face an uneven playing field against other competitors, thereby

effectively making them not competitive in the global markets.

Similarly, a nataral gas producer might use a futures contract to set a price now
for gas that it will sell in the future to avoid being exposed to the possibility of
lower prices. Without the protection of hedging, natural gas producers may

reduce production activities to lower their price exposures. As hedging activities

decrease., products become difficult (o price and, without clear and competitive

prices, the markets for those products become less liquid. As liquidity decreases
in a market, market participants will likely demand additional collateral and, as

the amount of available capital decreases, there will be an increased demand for
credit, which, in an unstable market environment, will be difficudt to obtain.

As positions move o the uncleared, bilateral market and are de-netted, settled

and replaced, operational risks and costs would likely increase, thereby decreasing

the number of reliable and readily available hedging opportunitie 2 vesult,

financial institutions and other market participanis may reduce their investment

activities, which could further stress the U.S. financial markets.

Finally, the contagion effect of a GME default iF it were to lack sufficient resources
o make timely payments obligations on variation margin could severely disrupt

hat

is of confidenc

aperations

at other clearinghouses because of a or
interrupts the orderly functioning of the market and/or because of the impact
} o pay (1)

losses owed to other DCOs, (2) increased collateral requirements for offsetting

that the Toss of funds would have on an entity’s ability {or willingnes

tosing positions, (3) deposits in pension find cash accotnts or (1) bank financing
charges. Essentially, the failure of CME would create enormous uncertainty about

the status of initiated transactions as well as the financial positions of its

clearing
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members and their customers and could jeopardize the orderly functioning of
other DCOs and the U.S. financial markets as a whole,

Conclusion
The data reviewed by the Council indicate that CME proc

a significant

volune of high-dollar-value transactions on a daily basis for eritical U.S.

markets." Morcover, it 3s questionable whether finding a substitute for CME’s

products is a viable short-term solution. Accordingly, even the shortest disruption
of CME could disrupt clearing for a variety of futures and options transactions
and could effectively freeze the furures and options markets, thereby creating

Tiquidity and credit problems in the U.S. futures markets. The loss of central

counterparty clearing in the products CME clears would increase coltateral
demands exponentially, r

sulting in a corresponding drain of liquidity.

which

A CME failure could also have an adverse impact on price discovery,

could, in turn, lead 1o inefficient markets and a correlated increase i liquidity

problems. Finally, the contagion effect of a CME

ailare could impose material

financial loss aud other market participants {such

s on CME's clearing membey

as customers) and could lead to increased liguidity demands and credit problems

across financial institutions, especially those that are active in the futures and

options markets. Where these financial institutions

are active in multiple U

the markets

markets, this contagion effect would have a broader impact and,
experience growing stress, would likely lead to increased demand for credit,

which would, in turn, likely lead to less liquidity. Thus, the Council believes that

a significant disruption or failure of CME could have a major adverse impact

on the U

. {inancial marke

the impact of which would be cerbated by

the limited number of clearing alternatives currently available for the products
cleared by CME

significant detrimental effect on the liquidity of th

Accordingly, a failure or disruption of CME would likely have a

s futares and options markets,
nd other market

learing members, which include farge financial institation:
participants, which would, in turn, likely threaten the siability of the broader U.S.
financial systern,

set out here, the Council has determined that CME should be
emically important FMU pursuant to Title VI of the Act.

For the reasons

des

gnated as

D. The Depository Trust Company

Description of The Depository Trust Company
DTCis an FMU
multilateral system for the purpose of dearing and

defined in Titde VI of the Act beeause it inanages or operates a

tiling securities transactions

o

among financial institutions and between financial institutions and DTC.

DTC serves as the central secu lepository (CSD) for substantially all
corporate and municipal debt and equity securities available for trading in

the United States. DTC s a wholly owned subsidiary of DTCC and is generally

administered as an industry-owned utility on an at-cost basi
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DTC provides depository services and asset servicing for a wide range of security
types such as money market instruments (MMIs), equities, warrants, rights,
corporate debt and notes, municipal bonds, government securities, asset-backed
securities {ABS), and collateralized mortgage obligations. DTC’s custodial
services include the salekeeping. record keeping, book entry transfer, and pledge
of securities among its participants. DTC substantially eliminates the physical
movement of securities by providing book-entry deliveries of securities, which
transfer the ownership of securities electronically among broker-dealers on

behalf of the beneficial owners of the secnrities, In addition to processing book-

entry transfers, including those trades cleared through the NSCC, DTG provides
services to securities issuers, such as maintaining current ownership records and

cistributing payments to sharcholders, In 2011, DTC maintained custody and

tritfion in securiti

ownership records for approximately §:

DTC has 298 full service members and 72 limited service members. DTC
S. broker-dealers, U.S. and non-U.S. banks or trust companies
(inchuding a trust company having limited powers), non-U.S. GSDs, U.S.

members include

government-sponsored enterprises (GSEs), and FRBNY. DTC direct participants
include some of the Jargest banks in the world by asset size, and include affiliates
of 25 of the 29 financial institutions considered to be globally systemically
important.® Trades that DTC sewtdes for NSCC are executed on more than 50

trading venues (including all U.S. securities exchanges and alternative trading

systerns) and with other domestic and foreign clearing agencies.

Analysis of Systemic Importance

A) Aggregate monetary value of transactions processed through DTC

In 2011, DTC processed millions of book-entry securities deliveries and settled
transactions with a substantial value, Average daily gross volume was 804,502

deliver orders, payment orders, and pledges, with an average daily g
namber of

transaction vatue of approximately $573 billion. The peak daily gra
transactions processed by DTC in 2011 was 1.24 million on June 29, 2011, Tn 2011,
the average daily gross value of transactions processed by DTC was §573 billion,
$339 billion of the total heing MMIs and $234 billion of the total being other
securities. The peak daily gross value of transactions processed by DTC in 2011

was equal to §728.8 billion on August 12, 2011

ate credit balance paid to participants as a result of the day*
SCC settlernent was

The average aggre;

settlement activity in the end-of-da s-endorsed DTC
equal 10 $32.8 billion in 2011, with a peak aggregate credit balance payment of
$78.3 billion on August 1, 2011. The average daily
of dividend and principal and interest (P&I) payments due on DTC-eligible
securities in 2011 was $10.1 billion. The peak daily value of these P&I payments in
2011 was $41.0 billion.

value of scheduled payments

B} Aggregate exposure of DTC fo its counterparties

DTC s the central securities depository for the United States and is responsible
for the safekeeping, custody, and certain ownership records of $39.5 trillion of
securities as of December 31, 2011, As of December 31, 2011, total contributions

to DTC's participants fund equaled approximately $1.76 billion. The participants
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fund is available to secure participants’ obligations and certain liabilities of DTG,
should they oceur, such as when a participant {ails to perform required payment
or securities delivery obligations. DTC's participants fund supports the clearance
and seutlement of a substantial portion of all corporate and municipal debt,

equity securities, ABS, exchange-traded funds (ETFs), and MMIs available for

trading in the United States.

DTC extends intraday credit to its participants by allowing them to have net

funds debit balances, which helps to facilitate the settlement process. These net

debits are capped ata maximum of §1.8 billion pev legal entity and $3 billion per

affiliated family of participants. Through the various processes described here,
DTC requires all transactions to be fully collateralized by its participants and
therefore considers Value at Risk (VaR) not to apply 1o its operations.

DTC’s liquidity resources are limited o a committed, secured line of creditand
the value of a

cts held in the participants fund—including certain assets of the
s line of credit,

defaulting participant held in anticipation of setdement. DTC
established with a syndicate of 31 banks, totaled $1.9 billion as of December 31,
2011 DTC also maintained uncommitted credit lines totaling Can$150 mitlion
with a participant to support Canadian settlement during 2011 Further, a $50
million shared uncommitted credit line with NSCC and DTCC is maintained with
a participant to support potential short-term operating cash requirements. Tn 2011,
s was $3

billion, which is the maximum net debit limit permitted {or any participant family.

the peak liquidity exposure to a single affiliated family of counterparti

DTC rules require such exposures to be fully collateralized in each instance,

€) Relati ips, i | lencies, or other interactions of DTC with other FMUs or
payment, clearing, or setttement activities

DTC’s operations and the current market structure for securities trading

and clearing involve significant interdependence between DTC and other

FMU:

exchanges, ¢ro;

credit facility lenders, custodians,

s, settlement banks, clearing members

margining entities, and pricing vendors. For example, NSCC—
vices for nearly

which provides clearance, settlement, and central counterpar

all broker-to-broker equity and corporate and municipal debt trades executed

on major U.S. exchanges and other equity trading venues—relies on an interface

with DTC to seude obligations via the book-entry movernent of secur

pant’s settlement

Throughout the day, the debits and credits in a DTC partic
account ave netted to calculate, atany time, the net debit balance or net credit
balance for the account. At end-of-day sertlement, DTC and NSCC net the

settlement balances of each DTC participant that is also a member of NSGC.

DTC maintains relationships with a number of other internationally important
stablished the Canadian-Link sexvice

FMUs as well. In particular, DTC has
with CDS Clearing and Depository Services, Inc. (CDS, Inc.), which enables
DTC participants to ¢lear and settle two categories of securities wransactions: (1)
cross-border Canadian dollar securities trapsactions with participants of CDS,
Tnc, and (2) intra-DTC Canadian dollar securities transactions with other DTC
participants. DTC also has established accounts at two non-U.5. CSDs, namely
Clearstream Bank AG in Germany and SIS SegalnterSettle AG in Switzertand.

Appendix A




231

Non-UL.S. CSDs with DTC accounts include: (1) CREST Nominees Ltd. {an

affiliate of Euroclear) in the UK. and Ireland; (2) Caja de Valores. in

Argentina; (3) Tel Aviv Stock Exchange Clearing House (TASECH) in Israck
{4) Monte Titoli, S.p.A. in Laly; (5} Japan Securities Depository Center, In
{6) Central Depository (Pre.) Lid. in Singapore; and (7) Hong Kong Securities
Clearing Company Limited. Tn addition, BM&F BOVESPA in Brazil and CDS,
Inc. have pledgee accounts at DTCin order to receive

.S, securities collateral
at DTC. Notably, however, the level of activity by GSD participants at DTC s

insignificant in comparison to fotal DTC activiry.

DTC has also (ormed a relationship with Omgeo, which provides global trade

coufirmation and trade matching systems for institutional trad, rades by

institutdonal investors are affirmed in Omgeo’s trade confirmation and trade-

matching systems, and the compared trade details ave then p;
to DTCs settlement system for settlement on a delivery-versus-payment/receipt-
versus-payment (DVE/RVE) bas

ssed on directly

D) Effect that the failure of or disruption to DTC would have on critical markets,
financial institutions, or the broader financial system

The immediate effects of a failure of or a disruption to the functioning of DTC
would include a major disruption to the markets for which DTC is the central

securities depository as well as financial losses for many of
disruption to DTC

participants. A

ervices would first lead to complete or partial disruption of
a significant amount in gross transaction value settled by DTC and to dividend,

interest, and certain principal payments made on a daily ba;

Such a disruption

similarly would completely or par

ally disrupt the additional $23.8 billion
average daily net settlement obligations that NSCC's

syster i

Continuous Net Settlement
tructs at DTC on behalf of NSCOC and its members. The markets would
be impacted further by an inability to access or trade some or all of the $39.5

rillion in securities for which DTC acts as custedian. The absence of DTCs
services could also delay or prevent payment of dividends, principal, and interest
to investors that own securities serviced by DTC. 1f a failure or disruption was
triggered by losses to DTC, those losses might be shared by and cause stress to
other FM

uch as NSCC, with which it has a cross-guarantee agreement.

In addition, a failure or a disruption to the functioning of DTC would likely

vesult in significant spilover effec

on the rest of the ULS. econamy,

ducing the
amount of credit available generally, reducing the value of household

COTPOTALE Feserv

U

affecting the financing activities

of corporations, destabilizing

money market funds, and reducing the availability of secured credit.
Conclusion

DTC plays an important role in financial markets in particular because it holds in
its custody substantially all corporate debt and equity securities available for trading
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in the United States. Accordingly, a faiture or disruption to the functioning of
DTC could:

*  Directly and negatively affect an enormous dollar value of financial assets

hekd in custody and a substantal dollar valie and volume of financial

1 equity and debt markets;

¢ bnpose material direct losses on pacticipants and their customers for
whom DTC acts as custodian;

*  Cause liquidity or credit problems resulting from its failure or disruption
to spread quickly and broadly among financial instititions and other
markets; and

*  Have cumulative negative effects on U.S. domestic equity and debt

markets, inancial institutions, and the broader financial system that
are substantial in their own right and so severe as to create a risk that

Tiquidity and credit problems experienced could spread among financial

institutions and other markets and, therefore, threaten the stability of the
financial system.

Accordingly, it is the assessment of the Council that a faiture of or a distuption
to DTC could inere

among financial institutions or markets and thereby threaten the stability of the

the risk of significant liquidity problems spreading

financial system of the United States. For the reasons set out here, the Council

has determined that DTC should be designated as
pursuant to Title VIH of the Act.

a systemically important FMU

E. Fixed Income Clearing Corporation

Description of Fixed Income Clearing Corporation
FICCis an FMU
or operates a multilateral system for the purpose of clearing and settling

as defined in Section 803(6)(A) of the Act becanse itmanages

securities transactions among fnancial institutions and between financial

institutions and FICC,

FICC plays a prominent role in the fixed income market as the sole clearing

in the United States acting as a central counterparty (CCP) and provider

agenc;

ant clearance and settlement services for cash setiled Treasury

of signi
and agency securities and the non-private lahel mortgage-backed securities
{MBS) markers. FICC is a wholly owned subsidiary of DTCC and is generally

administered as an industry-owned utility on an at-cost bas

FICC is made up of two divisions, the Government Securities Division (FICC/
GSD) and Mortgage Backed Securities Division (FICC/MBSD)}, each providing
clearing services in a different portion of the fixed income market. FICC/
GSD provides clearing, settlement, risk management, central counterparty

casury bills, notes,

services, and a guarantee of trade completion for (1) U.S
bonds, Treas s {
Registered Interest and Principal Securities (STRIPS); and (2) Federal agency

PS), and Separate Trading of

wy tnflation-protected securiti

notes, bonds, and zero-coupon securities that are book-entry, Fedwire eligible,

and non-mortgage backed (collectively, U.S. government and agency securities).
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FICC/GSD accepts buy-sell transactions, repurchase and reverse repos, and
Treasury auction purchases in several types of U.S. government securities. In
2011, the two divisions cleared transactions vahied at $1.1 quadrillion on a gross

Dasis and $64.8 wrillion on a gross basis, respectively.

FICC/MBSD is the only centralized clearing facility in the non-private label MBS
market. FICC/MBSD provides clearing, netting. settlement, risk management,

aud pool notification services to major markel participants trading in pas
MA), Freddie Mac, and Fannie Mae.
s options trades for “to-be-anvounced” transactions.

through MBS issued by the Ginnie Mae (G
FICC/MBSD also proces
On April 2, 2012, FICC/MBSD began providing central counterparty s

vices and

a guarantee of trade completion for MBS,

Both FICC/GSD and FICC/MBSD have relationships with more than 100

participants, FICC/GSD's members include the nation’s major brokers and
dealers, as well as a wide range of entities that trade U.S, government securities.

FICC/GSD's divect members include some of the Targest banks in the world by

asset size and include affiliates of 23 of the 28 financial institutions considered to

emically important.® FICC/MBSD's participants generally include
the following: (a) banks and trust companies, (b} dealers, {c} inter-dealer brokers,

be globally

(d) government securities issuers, {¢) registered investment companies, and (f)
unregistered investment pools.

A distinguishing characte of FICC is the wide range of risks it faces and
As a CCP, FICC faces

custody and investment risks, and operational risk. FICC uses a combination of

its ability to manage those risks. edit risk, Hquidity risk,

risk management tools to some of these risks to ensure it can meet its obligations.

ial resources

These tools include (1) membership standards with regard to finar
and operational capacity, (2) collection of collateral deposits to meet clearing
fund requirements and market-to-market payments in the form of margin, and
{3) close out and loss allocation procedures designed to facilitate an orderly
Tiquidation in the event of a member default,

Another important feature of FICC is that it uses multilateral netting through
which FIGC/GSD and FICC/MBSD are able to reduce significanily the value of
uption to FICC
cowld therefore have a multiplier effect on the liguidity needs of participants,

securiti

and payments that must be exchanged each day. A di

Analysis of Systemic importance
A) Aggregate monetary value of transactions processed through FIGC
In 2011, FICC/GSD processed 40.5 million transactions in U.S. government and

agency securities worth 1.1 quadriilion on a gross basis. Through multitateral
neuting, FICG/GSD reduced the value of financial ebligations requiring

settdement in 2011 from $1.1 quadrillion to $230 willion. In 2011, FICC/MBSD
processed MBS transactions worth approximately $64.8 willion. which through

multilateral netting was reduced in value 1o §3 triflion.

On an average day in 2011, FICC/GSD cleared 120,780 purchases and sales

of ULS. government securities, 39,156 repo transactions, and 1,122 GCF repo
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net abligations daily.
was 255,241

transactions, which in aggregate were reduced 10 24

s munber of wades for these three categori

Daily trading volume at FI g
The daily gross number of compared sides at FICC/MBSD peaked at 30,237 on
October 6, 2011,

G compared sid:

35D was
s of ULS. government securities, $1.7 trillion

In 2011, the average daily gross valie of trades compared by FIC
$893.7 billion for sales and purch

for repos, and $796 billion for GCF repo wansactions, The average daily net value
21 billion for FIG

.0 biltion. The daily gross value of sales

settlement hn all three categories was *5D, and the average
daily funds only settlement (FOS) wa

and purchases of U.S

government securities in 2011 peaked at $1.6 tritlion on
Angust 9, 2011, For repos and GOF repo transactions, the d;

trades peaked 2t $1.9 trillion and $1.2 willion, respectively. These peaks occurred
on August 3, 201, and September 8, 2011, respectively. The peak total of netred
transactions in 2011 for FICC/GSD was $999.4 bilhion on July 2N1, and FOS
peaked at $2.6 billion on August 10, 2011, FICC/MBSD conyp on average,

$
of trade par value peaked at $988.2 billion on October 6, 2011,

284.7 billion worth of transactions each day in 2011, FICC/MBSD's comparisons

FICC,
$0.5 billion on August 10, 2011, The average daily total of funds only settlernent

D's peak in e i daily total clearing fund deposits in 2011 equaled

debit was $ illion, and funds only settlement debits peaked at $1.8 billion on
August 10, 2011, FICC/MBSD's
2011, including changes in average daily initial margin, was $3.4 billion, and its

erage daily gross mark-to-market change for
daily variation margin (mark to market) peaked at $10.4 billion on January 6, 2011

B) Aggregate exposure of FICC fo its counterparties

In 2011, FICC/GSD maintained a clearing fund that averaged $11.1 biltion, while
FICC
of these funds peaked at §
bitlion for FICC/MBSD on )
99 percent confidence level for FICG,
VaR for FICC/MBSD in 2011 was
funds was held in cash and in U.

»/MBSD maintained a participants [und that averaged $7.7 billion. The sizes
0 billion for FICC/GSD on March 22, 2011 and $1
arch 22, 2011. The average daily VaR estimates at a
D in 2011 was $6.2 billion. The average

0 billion. All of the collateral in the two

>. government and agency securities.

FICC/GSD has lquidity needs for day-to-day securities setttement, daily funds
settlement obligations, and in the event of member default, FICC/MBSD, by
contrast, in 2011, had liquidity needs only for daily funds settlement obligations,
as it did not begin acting as central counterparty untl April 2012, FICC/GSD's
hquidity resources include the following: (1) the
fund; (2} the
using the eligible securities portion of the clearing fund (Treasury securities,

ash portion of the clearing

ash that would be obtained by entering into repo transactions

agency securities guaranteed by the U.S. government, and certain U.S. agency/
) and (3) the cash thatwould be obtained by entering

pass-through securiti
into repos using the securities underlying transactions that would have been

delivered o the defaulting member had it not defaulted. In addition, FICC/GSD
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could receive funds [ron its cross-margining and cross-guaranty arrangements

if its resources proved insufficient to cover Josses siemming from a member’s

default, FYCC/GSD does not maintain any committed lines of credit.

1 2011, FICC/GSD's peak Hquidity exposure to a single counterparty totaled $113
billion. Tu 2011, FICC/MBSD's peak liquidity exposure to asingle counterparty
totaled $25 billion, This
obligations of other FICC/MBSD participants or through use of the FICC/MBSD
participants fund. For the vear ended December 31, 2011, FYCC/GSD had an

posure was required to be covered by the settlement

aver:

ge of $10.6 billion in liquidit surces, which was comprised of $3.7 billion
h and $6.9 billion in US. Tr FICC/MBSD had
an average of $7.1 billion in Hquidity resources in 2011, of which $3.5 billion was

in wry and agency securitie:

in cash and $3.6 billion was in U.S. Treasury and agency securities.

C} Relationships, interder fes, or other interactions of FICC with other FMUs or
payment, clearing, or settlement activities

FICC/GSD has formed relationships with other market participants wo mitigate
the risks attending the potential default of a mutual participant. FICC/GSD has

established a cross-margining arrangement with CME, and FICC has established

a multifateral cross-guaranty agreement with both the OCC and FICC's affiliates,
NSCC and DTC, to cover certain obligations of a common defaulting member

to the extent of available resources of the member. FICC/GSD has also formed

a relationship with NYPC, a . futures clearing corporation, to allow joint
clearing members to cross-nargin certain positions cleared at FICC/GSD with

certain positions cleared at NYPC in a “one pot” margin porifolio.

FICC/GSD has only two clearing banks, [PMorgan Chase and Bank of New York
Mellon. These two entities are critically important to FICC for GCT repos and
security settlement processing. FICC/GSD also relies on FRBNY, both to issue
U.S. Treasury securities and 1o collect and pay margin deposi
from FICC/MBSD are made via DTC’s sub-account at FRBNY.

Payments to and

In addivon, FICC parent company, DTCC, provides significant services to
FICC pur

communications, corporate and regulatory compliance, executive services,

nt to a service agreement, including internal audit, corporate

finance, administration services, and legal services.

D) Effect that the failure of or disruption to FIGC would have on critical markets,
financial institutions, or the broader financial system
A failure of or a distuption to the functioning of FICC/GSD would be broad and

severe. First, it could cause a complete or partial disruption of the substantial
number and value of transactions typically pending to be cleared and setded
through FICC/GSD in a two-day settlement cycle. Additionally, FICC/GSD

members could face financial losses equal to the average net value of transactions

guaranteed by FICC/GSD over the two-day settlement eycle, due to the full oy
partial absence of the FICC/GSD trade guaranice. These potential losses would

be compounded by liquidity pressures due to at Jeast a temporary limitation on

a member’s ability to access collateral in the clearing and participant funds. Ay

2012 FEOC // Annual Report




236

of December 31, 2011, the approximate values of such contributions were $11.1
billion for FICC/GSD and $6.5 billion for FICC/MBSD.

There would also be a disruption 1o new trading activity in U

government

securities and MBS markets. Because there arve no other ring agencies
providing services similar to those of FICC, trades would need to be settled on a

bilateral basis.

In addition, a failure of or a disruption to the functioning of FICC would likely

result in significant spillover effects on the rest of the ULS. economy, reducing

the amount of credit available generally, drawing assets away [rom other

productive uses s and household sa

reducing the value of corporate reser

ings,

destabilizing U.S. money market funds, and negatively affecting financing

activities of the U.S. government and GSEs.

Conclusion
FICC pla
value of the trades FICC/GSD and FICC/MBSD dlear and the effic
they provide through multitateral netting of trades and payments among their

an important role in financial markets due to the high gross notiopal

encies

members, In particular, because FICC/GSD) 15 the sole clearing agency in the
United State
and agency securities, and FICC/MBSD is the predominant provider of clearance

s acting

A central counterparty for

h-setded U.S. government

and settlement ser

s for ULS. MBS markets, a failure or disruption © the
functioning of FICC could:

*  Directly and negatively affect an enormous dollar value and volume of

financial transactions in the U.S. government securities and MBS markets;
+ Impose material divect fosses on FICC counterparties and create

new demands for liquidity and new credit problems among financial
edit or Hquidi

*  Cause liquidity or credit problems resulting from its failure or distuption

institutions and others that rely on such markets for

to spreac guickly and broadly among financial institutions and other
markets; and

*  Have cumulative negative effects on ULS, government and MBS markets,

financial institutions, and the broader Anancial sysien that are substantial

in their own right and so severe as o create a risk that lquidity and credit
problems experienced could spread among financial institutions and

other markets and, therefore, threaten the stability of the financial system.

Ac
to FICC could increase the risk of significant liquidity problems spre:

the assessment of the Council that a failure of or a disruption

ordingly, it

ting
among financial institutions or markets and thereby threaten the stability of the
financial system of the United States. For the reasons set out here, the Council
bas determined that FICC should be designated as a systemically important FMU
pursuant to Title VHT of the Act.
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F.1CE Clear Credit LLC

Description of ICE Clear Credit LLG

ICE Clear Credit is a Delaware lmited liability company and an indirect
subsidiary of Intercontinental Exchange, Inc,, a Delaware corporation. ICE Clear
Credit provides central counterparty clearing services to direct participants that
are financial fnstitations, as well as to indivect market participants {custowers).
Therefore, ICE Clear Credit is an FMU as set out in Title VIH of the Act™

ICE Clear Credit clears a majority of the CDS products in the United States that
are eligible for clearing by a central counterparty. ICE Clear Credit courently
clears 46 North American CDS contracts (Index Contracts), 132 single-name
components of North American CDS contracts (Single-Name Contracts), and
5 Specifically, ICE
an CDS indices for the

four foreign sovereign CDS contracts (Sovereign Contracts

Clear Credit clears all of the active North Amer

ear

and 10-year tenors, and——save for certain financials—the most iquid U.S. single

names in the CDS market. Of the products that are accepted for clearing by ICE
Clear Credit, as of December 31, 2011, ICE Clear Credit cleared approximately 66
percent of all bilateral trades where both the buyer and the seller are 1CE Clear
Credit clearing participants. In addition, ICE Clear Credit is currently the only
clearinghouse worldwide that clears foreign sovereign CDS. Since 2009, ICE Clear
“redit has cleared over 300,000 CDS transactions whose notional value is in the

tritlions of U.S. dollar

1CE Clear Credit has a total of 27 clearing members, 14 of which are financtal

or banking groups and ¢ of which are non-U.S. domiciled. ICE Clear Credit's
clearing members include some of the Targest financial institutions designated as

G-SIFIs by the Financial Stability Board.

respective of whether a CDS is being used to hedge risk or take on exposure to
certain credit markets, as a bilateral contract between two market participants,
a CDS creates credit and liquidity risk exposure between the counterparties to
the CDS contract, For centrally cleared CDS contracts, ICE Clear Credit reduces
these

s by serving as a central counterparty, interposing itself between the
two original bilateral counterparties. Addiionally, ICE Clear Credit improves
market transparency and functioning by establishing robust daily settlement

pri
required to stand behind, as well as monitoring and reporting open positions

its member:

es for the CDS trades that it clears, which periodic

among clearing members.

Analysis of Systemic Importance
A) Aggregate tary value of tr ions pr d by ICE Clear Credit
Number of transactions processed, cleared or settted. In 2011, ICE Clear Credit

cleared an @

age daily gre

vohume of 821 Index Contracts, 1,145 Single-Name
Contracts, and 397 Sovereign Contracts. ICE Clear Credit cleared a peak daily
gross volume of 7,222 Index Contracts, 14,708 Single-Name Contracts, and 5,680

Sovereign Contracts.
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Value of transactions processed, cleared or settled. In 2011, ICE Clear Credit
cleared contracts with an average daily gross notional value in the billions of
dollars in each of Index Contracts, Single-Name Contracts, and Sovereign
Contracts. The peak daily gross notional values of the contracts FGE Clear Credit
cleared were in the hundred billion dollar range for each of Index Contracts,
Single-Name Contracts, and Sovereign Contracts.

Value of other finandial flows. For all fisted derivatives, the average daily [fow of
Tands {average daily mark-ro-market vahuation plus change in average daily initial
margin) was in the millions of doflars for initial margin and in the hundred million

dollar range for adjusted mark-to-market, and for all intraday fees (adjusted mark-

to-market, upfront fee, coupon plus eredit event). The peak datly flow of funds was
over a billion dolfars for initial margin and in the hundreds of millions of dollars
for adjusted mark-to-market and for all mraday fees (adjusted mark-to-marker,
upfront fee, coupon plus credit event). The peak daily open interest was in the
hundreds of billions {or each of Index Contracts and Single-Name Contracts, and

in the tens of billions of dollars range for Soversign Contracts.
B) Aggregate exposure of ICE Clear Credit to its counterparties
Credit exposures. During 2011, the average size of ICE Clear Credit’s guaranty

fund was in the billions of U.S. dollars, with a peak size of billions of U.S. dollars.

It is anticipated that following the implementation of a clearing requirement for

swaps, clearing volume and open interest will significantly increase, and margin

on deposit and exposure will increase proportionally.
P I 3

Liquidity resources. The average amount of liquidity resources {(including only
cash and U.S. Treasury and agency notes) ar ICE Clear Gredit was billions of ULS.

dollars, with a peak amount in the billions of U.S. dollars. As of December 31,

2011, the total vatue of lines of credit from banks or others was mitlions of doltars,

Liquidity exposures. The average aggregate daily dollar value of payouts by ICE
Clear Credit to clearing members was in the millions of U.S. dollars, with a peak

in the millions of U.S. dollars. The peak liquidity need with a single counterparty

was in the millions of U.S. dollars.

C) Relationships, i ies, or other interactions of ICE Clear Credit with
other FMUs or payment, clearing, or settlement activities

Jlear Credit has a total of 27 clearing membe
S

14 of which

Participants. ICE

are financial or banking groups and 9 of which are nou-U

Credit's clearing members include some of the largest banking and brokerage

firms in the world.

Other FMUs. ICE Clear Credit does not have any relationships with other F
other than its affiliate relationships.

Trading platforms. ICE Clear Credit clears OTC swaps (all cleared CDS
L and therefore does not have a relationship

with any trading platforms. However, it is expected that ICE Clear Credit will

nsactio re executed hilaterally)

S. domiciled. ICE Clear
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begin clearing transactions executed on DCMs or swap execution facilities with

the commencement of CDS trading through such venues.

Other external service providers. ICE Clear Credit uses The Clearing

Corporation for license fee and management services and ICE for technology and

management s

ces.

Average daily value of flows and other transactions with key financial institutions,
ICE Clear Credit does not have any flows with unaffiliated key financial institntions
other than its clearing members, sertlement banks, and repo counterparties.

Average daily value of trades and other transactions on key trading platforms.
ICE Clear Credit clears OTC swaps and therefore does not have a relationship
with any trading platforms.

Average daily value of services provided and other transactions with other
external service providers not captured. ICE Clear Europe uses {CE Clear Credit
for technology and management services.

D) Effect that the failure of or disruption to ICE Clear Credit would have on critical
markets, financial institutions, or the broader financial system

Role of ICE Clear Credit in the market served. In 2011, of the North American
Index and Single-Name CDS market CDS products that ICE Clear Gredit accepts
for clearing, ICE Clear Credit cleared approximately 66 percent of all bilateral
trades where both the buyer and the seller are 1CE Clear Credit Clearing
participants. It is also the only clearinghouse workdwide that clears foreign
sovereign CDS.

ar the breadth of

Availability of substitutes. Currently, no other DCC
products cleared by ICE Clear Credit. Accordingly, it is impracticable to expect
that one could continue clearing ICE Clear Credic's CDS products immediately or
in the short term following a disruption of ICE Clear Credit's operations.

Concentration by product type. ICE Clear Credit is currently the only
clearinghouse worldwide that clea
Clear Cry
and -year tenors, and-—save for certain financials—ithe most liquid U.S, single

foreign sovereign CDS. In addition, ICE

orih American CDS indexes for the §

dit clears all of the active ar

names in the CDS market.

Financial Data/Metrics. On December 30, 2011, ICE Clear Credit had in the
billions of U.S. doflars in cash and cash equivalents and in the billions of ULS.
dollars in government securities.

ICE Clear Credit reduces systemic risk in the CDS market in a number of ways.

First, ICE Clear Credit lowers counterparty risk exposures among market
participants through the novation of CDS contracts. Second, ICE Clear Credit
lowers the likelihood of a default leading to 2 financial contagion of defaults
across major CDS counterparties by maintaining substantal financial resources
to manage the default of its two largest clearing members. Third, ICE Clear
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Credit reduces credit, liquidity, and operational risk by facilitating the timely

r Cire

ations. 1CE Cle dit is one of the

settlement of trade-related payment obli
fa

est clearers of CDS ransactions worldwide.

The primary trigger of a delault by 1CE Clear Credit would be a default by one
of ICE Clear
Credit's default resources. While such a default could conceivably result from

¢ Tosses in exce:

or more clearing members

with extraordinary

circumstances local to those membe

s, a default scenario would more likely be

associated with a disruption to the markets more generally, including scenarios

to normal price corvelations, and

h as extreme volatility, extreme
ICE C
circumstances than other central counterpartics, because it has

acute reductions in liquidit Sredit may be more exposed (o such

gnificant

exposure to credit default swaps, which have jump-to-default risk.

An alternative trigger of a default by ICE Clear Credit would be a fajlure
ol its sertlement bank or one of 1ICE Clear Credit's overnight reverse repo

al

Thus, if those financial resources were

s finar

counterparties, because a substantial portion of ICE

resources are on deposit with such entities

to suddenly become unavailable, ICE Clear Credit’s operations would be adversely

affected to a considerable extent. In addition, an ICE Clear Credit default could

wh as

result from a fatlure 10 maintain a generally sound financial condition, s

a failure (o maintain sufficient capital or other financial resources against its

business ris

gene: k or against the risk of one or more clearing member defaults.
An ICE Clear Credit failure, or a disruption in the functioning of its clearing
services, would effectively mean the immediate loss of the dominant clearing
platform for the credit default products it clears. This disruption would likely

expose ICE Clear Credit’s clearing members and other market participants

1o credit and liquidity risks. The

signiificant margin deposits held by IC

Clear Credit could lead to a period wherein affected entities may be unable to

access, of in a worst case scenario would lose, the collateral they posted with

the clearinghouse. Furthermore, if ICE Clear Credit does not have sufficient

financial resonrces to satisly its obligations to surviving market participants,
the ability of those participants to meet other financial obligations could be

adversely impacted. An ICE Clear Credit failure or disruption of its sevvices could

directly pose credit and Hauidity risk to other financial market infrastructures,
which include depositories, other clearinghouses, custodians, DCMs, trade

repositories, and swap execution facilities. Since many of ICE Clear Credi

clearing members are G-SIFIs, a disruption or failure could indirectly pose credit

and liquidity issues to every major market in the United States, every significant

market participant in the United Stases, and all significant finandial market

infrastructures in the United States.

In the event of an ICE Clear Credit failure, it is unlikely in the short term that
a substitute could take over ICE Clear Credit's clearing operations. Moreover,
market participants would have to post substantially more collateral to enter
into transactions in a bilateral space and obtain the same level of protection
or exposure than they would through ICE Clear Credit. For example, in

the bilateral market, if A wishes to neutralize, e.g., a long exposwre to B, A
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would typically enter into a transaction with a short exposure to another

counterparty, e.g., C. This would offset A's market risk, but would leave A with
credit risk to each of B and C that A would need to collateralize. Furthermore,
the margin required to collateralize the exposure of a portfolio is generally
of

the portfolio’s components are often correlated. Central counterparty netting

smaller than collateralizing its individual components because the pric

is more powerful, as each member’s obligations to every other member can

be treated as one portfolio that is netted and offset.” There could also be an
increase in the number and exposure of uncollateralized transactions (creating
greater exposures from further failures) and a decrease in the total number of
transactions. This would likely have a deleterious impact on the financial activity
that relates to those transactions.

In addition, any distuption in the clearing of these products would likely impede
the price discovery benelit of central countevparty clearing, which would result in

a decrease or loss of

quidity for these products and lead to market opacity. Large
aggregate exposures 1o counterparties under CDS contracts could be hidden
in opague markets until the bankruptey of a major CDS market participant is
imminent. The ciraumstances of such an event, which figured prominently in

the recent ULS, financial erisis, could have additional consequences on the ability

of LS. financial institutions to obtain eredit. Bank lending could freeze until

such time as market participants’ CDS exposure can be adequately priced and

it becomes clear market participants are able to honor contract obligations in a

stressed financial environment.

Furthermore, not only would price discovery and liquidity be impacted by such an
event, but there also would likely be a negative impact on any cconomic activity
that presupposes the protection of hedging activity. Assume, for example, thata
targe U.S. based financial institution (FI1) hedged its exposure (o the corporation

A corporate bonds it purchased by buyving CDS protection from another financial

institution, and the trade was then cleared at ICE Clear Credit. Hany of ICE
Clear Credit’s members default and ICE Clear Credit does not have, and cannot
obtain, sufficient financial resources to maintain operations, this CDS protection

would no longer be active, If corporation A were then to suddenly defaudt, FI1
could have a large loss on the corporation A bonds; a loss that, but for ICE Clear
Credit’s failure, should have been hedged by the CDS. As positions move to the

bilateral market and are de-netted, settled, and replaced, operational risks and

costs would likely increase, thereby decreasing the number of relinble and readily

available hedging opportunities. As a vesulg, financial institutions and other

market participants may reduce their investment activities, which could further
rkets.

stress the VLS. financial ma

In addition, an ICE Clear Credit £

iture or disruption would pose a substantial
adverse impact to the CDS market for the products cleared by ICE Clear Credit.
Market participants would likely experience substantial uncertainty around,
and possibly outright loss of their CDS positions at ICE Clear Credit. Market
participants would no longer be able use CDS to manage credit risk without

) 1O cause

increasing bilateral counterparty credit risk. This, in turn, is likel

aloss of confidence in the CDS market in geneval, For holders of the debt of
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reference entities 1o CDS, those participants may be forced to sell large amounts

of securitie 25 L0 exist,

s at potentially fire

Je prices if their CDS protection ces

Market participants that transact with any reference entity and use CDS to hedge

credit risk may be forced to reduce or cease financial and other transactions with

those entities. Banks or other users of index CDS as broad-based, macroeconomic

hedges 1o credit risk may need to quickly sell securities or reduce lending activity
in order to comply with capital requirements in the absence of CDS hedging
benelits. Markel participants that use sovereign CDS to hedge divect exposures
to those countries, indirect exposures w entities domiciled in those countries or
H s

ctions with those entiti

curities and reduce or cease
All of these effe
the substantial risk of contagion from a distuption in the CDS market.

overall country risk may be forced to quickh

financial and other tras 1 represent

Finally, the contagion effect of an ICE Clear Credit default, if it were 1o fack
sufficient resources to make timely payments for mark-to-market obligations,
could severely disrupt operations at other clearinghouses because of a crisis
of confidence that intercupts the orderly functioning of the market and/or

because of the impact that the loss of tunds would have on an entity’s ability
{or willingness) to pay (1) losses owed 1o other DCOs, (2) increased collateral
requirements for offsetting out-of-the money positions, {3) deposits in pension
fund ¢

Clear Credit would ¢reate enormous nncertainty about the status of initiated

h accounts, or (4) bank financing charges. Essentially, the failure of ICE
transactions, as well as the financial positions of its clearing members and their

customen:
other DCOs, and the

and could jeopardize the orderly functioning of clearing members,

-

S. financial markets as a whole.

Based on its veview of the information set forth here, the Council recognizes
that ICE Clear Credit currently clears

aspecific range of the total credit

derivatives market.® 1CE Clear Credit also has a membership of 27 clearing

members, including 14 financial or banking groups. Accordingly, when viewed
narrowly the effects of a failure or disruption of ICE Clear Credit could be
considered to affect a finjte number of the world’s fargest financial institutions,
to the bilateral markets for

cach of which has, theoretically, immediate acce
CDS products and various other sources of credit and liquidity in the event of

such a failure or disruption.

However, the immediate loss of a clearing pladform for most of the products

cleared by ICE Clear Credit would effectively lead to at least a temporary
disruption of the CDS market for these products as the market infrasiructure

ablished, maintained, and closed out would be

through which positions are

gone. This, together with the increased risks and costs in the bilateral markets,
would create great uncertainty about the capacity of already strained markets to

accommodate any anticipated corresponding liquidity needs, which would likely

lead to increased credit and Hquidity problems for mar] . As these

s due to

s and costs increase, institutions may reduc

a lack of reliable and readily available hedging opportunities, which could further

S. financial markets.
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Moreover, under rules recently promulgated by the CFTC™ and equivalent rules
being considered by the SEC pursuant to the Act, ICE Clear Credit will likely be
required o expand its membership base to include smaller financial institutions

and permit the direct involvement of buy-side firns for the fivst time. These

new regulatory standards will also result in numerous financial institutions

being required (o clear rades with other financial institntions when clearing is
offered by one or more FMUs aned thereby increase their practical reliance on
ICE Clear Credit in a manner consistent with the policy direction established by
the Act. Thus, and especially upon these new standards taking effect, a failure
or disruption of ICE Clear Credit would necessarily involve a broader segment

of the financial community and have a wider impact on the financial system of

the United States than would have been true in the recent past. These more

widespread effects reinforce the Council’s conclusion that a failure or disruption

to the functioning of ICE Clear Credit could create or increase the risk of
liquidity and credit problems spreading among financial institations or markets

and thereby threaten the stability of the financial system of the United States.

Conclusion
The data reviewed by the Gouncil indicate that ICE Clear Credit processes high-
dollar-value transactions on a daily ba 5.8, financial mark: and

holds large amounts of collateral on deposit. Coupled with the unique nature

of CDS and the attendant jump-to-default risk that has to be managed, as well

as the size and nature of ICE Clear Credits clearing members, a significant
diseuption to or failure of ICE Clear Credit could create instability in the U.S.
CDS and securities markets. Moreover, there are currently no substitute DCOs for
many of ICE Clear Credit’s products. The loss of central counterparty clearing

in the products ICE Clear Credit clears would increase collateral demands
exponentially, resulting in a corresponding drain of liquidity.

An ICE Clear Credit failure could also have an adverse bmpact on price discovery,
which could, in taan, lead to inefficient markets and a correlaied increase in
liquidity problems. Finally, the contagion effect of an ICE Clear Credit failure
could impose material financial losses on ICE Clear Cre«lit's clearing mernbers
and other market participants (such as customers) that could lead to increased

liquidity demands and credit problems across financial institutions, Where these

financial institations are active in multiple U.S. markets, this contagion effect

would have a broader impact and, as the markets experience growing stres

would likely lead to increased demand for credit, which would, in turn, likely
Tead to less hquidity. Thus, the Council believes that a significant disruption or
fatture of ICE Clear €

the U.S. financial markets, the impact of which would be exacerbated by the lack

“redit could have a major adverse impact on the stability of

of clearing alternatives currently available for many of the products cleared by
1CE Clear Credit. Accordingly, a failure or disruption of ICE Clear Credit would
likely have a significant detvimental effect on the liquidity of the swaps markers

and tmpose significant financial Tosses on clearing members, which include large

financial institutions and other market participants, which would, in wirn, likely

threaten the stability of the broader UL.S. financial system.
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For the reasons set out here, the Council has determined that ICE Clear Credit
should be designated as a systemically important FMU pursuant to Title VI of
the Act.

G. National Securities Clearing Corporation
Description of National Securities Clearing Corporation

NS a FMU
multilateral

set out in Titde VIH of the Act because it manages or operates a

stem for the purpose of clearing and settling securities transactions
amoeng financial institutions and between financial institutions and NSCC.*

NSCC plays a prominent role in providing clearance, settlement, and CGP

sep

for nearly all broker-to-broker equity and corporate and municipal

debit trades executed on major U.S. exchanges and other equity trading venues.
NSCC is a wholly owned subsidiary of DTCC and is generally administered as an

industry

owned utility on an at-cost basis.

NS
services and a guarantee of completion for virtually all broker-to-broker trades

JC provides clearing, settlement, risk management, central counterparty

involving equity securities, corporate and municipal debt securities, American
receipts {ADRs), ETF:
and settlement generally occurs through NSCC’s Continuous Net Settlement
(CNS

a particular seitlement date are netted by issue into one netlong (buy) or net

depositor s, and unit investment trusts {U1T5s). Clearance

system, under which all eligible compared and recorded wansactions for

short (sell) position. NSCC guarantees the seulement of matched trades and, as
4 CCP, is the legal counterparty to all of its members’ netsettlement obligations.
NSCC's COP services reduce its members’ costs and risks associated with securities
wansfers. In 2011, NSCC, on a gross ba
pal bond, ADR, £

is, cleared 20.9 billion equity, corporate and

TF, and UIT wades worth $220.7 wrillion on a gross basis.

NSCC

members consist of registered broker-dealers, or banks or trust companies

CC has 187 {full service members and 647 limited service members.

(including a trust company having limited powers) that are members of the
Federal Reserve System or are supervised and examined by state or federal
authorities having sapervision over banks or registered clearing agencies. NSCC
direct members include some of the largest banks in the world by asset size and
include affiliates of 24 of the 29 financial nstitutions considered to be globally
temically important.™ Trades that NSCC clears and settles for its menbers are

vecuted on more than 50 trading venues for which it provides services (including

all U.S, securities exchanges and alternative stems) and with other

trading

domestic and foreign clearing agencies.

A distinguishing characteristic of NSCC is the wide range of 1
5. Asa CCP,

. and operational ris

CC faces credit

its ability to manage thos isk, liquidivy risk,

custody and investment ris . NSCC uses a combination
of risk management tools to mitigate some of these risks to ensure it can meet
its obligations. These tools include (1) membership standards with regard to

financial resouw: ational capacity, (2) collection of collateral deposits

and oper:

o meet clearing fund requirements and market-to-market payments in the form
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of margin, and (3} close out and Joss allocation procedures designed to facilitate
an orderly Hquidation in the event of a member default.

Another important feature ol NSCC is that it uses multilateral netting through
which NSCC is able to reduce significantly the value of securities and payments

that must be exchanged each day. A disruption to NSCC could therefore have a

multiplier effect on the liquidity needs of members,

Analysis of Systemic Importance

A) Aggregate monetary value of transactions processed through NSCC

In 2011, NSCC cleared $220.7 trillion worth of trades on a gross basis, which
ented nearl

repre ¢ all broker-to-hroker equity and debt trades executed on the

major . exchanges and most other equity trading venues,

On an average trading day in 2011, NSCC cleared 83 million securities trades.

The peak daily gross number of trades in 2011 was 199 million trades on August
8, 2011, with peak netted obligations equal to 204,000 trades. The historic peak
day for trades occurred on October 10, 2008, when NSCC cleared 209.4 million
ttled by
ations of $23.8 billion.

age dail alue of transactions

transactions. In 2011, the @
NSCC w:
The peak daily gross value of trades in 2011 was equal to §1.9 trillion on August 8,

gro;

3883 billion, with average aggregate netted oblig

2011, with the peak daily netted obligation equal o $78 bitlion.

The average daily value of mark-to-market contributions to and distributions
from NSCC's clearing fund for 2011 was $408.5 million, The peak daily value of
contributions to and distributions from NSCC’s clearing fund was $4.4 billion on
August 9, 2011,

B) Aggregate exposure of NSCC to its counterparties
in 2011, the average daily size of the NSCC dearing fund requirement was $3.9

billion and the pea
{ont August 9, 2011). Th
Tevel for NSCG in 2011 was $2.9 billion, and the peak VaR for NSCC was $6.3
billion on August 12, 2011, Using the scenario of a default of NSCC's largest

e of the NSGC clearing fund requirement was $10.2 bitlion

average daily VaR estimate at a 99 percent confidence

participant family,
in 2011 was $13 billion. In 2011 the average daily value of all collateral posted

NSCC's peak daily liquidity exposure to a single counterparty

0 NSCC, including excess deposits, was $5.1 billion, and the peak value of
SCC was $11.9 billion (oun August 9, 2011, All of the
SCC in cash and U.S. government

all collateral posted to )

collateral in the clearing fund was held by
and agency securities.

NSCC seeks to maintain sufficient Liquidity fo enable it to settle ransactions
in the default of the member-family to which NSCC has the largest aggregate
settlernent exposure over the three days between the time when its guarantee
is issued, generally one day following the trade date (T+1), and Hnal settlement
{T+3). N
earnings, and the value of assets held as collateral, including certain sec

C’s liquidity resources are Hmited to a line of credit, its retained
rities of

the defaulting member delivered in anticipation of settlement. NSCC's liquidity

facility is 2 $6.2 billion committed line of credit through a syndicated loan facility.
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The amount of funds available 1o NSCC under the committed credit facility
is limited not only by the overall size of the facility, but also by the amount of
assets available to NSCC to pledge as coltateral 1o lenders supporting the facifity.

NSCis also required to contribute up to 25 percent of its retained earnings
in the event the clearing fund and other collateral is not sulficient to cover a
loss, NSGLs retained earnings were $151 million as of December 31, 2011. For
2011, the average daily amount of NSCC's liquidity
X as $4.7 billion. The peak amount of such

resources held in cash and

asury and agency securities
Tquidity resources was $7.9 billion.

G} i ips, interdep fes, or other interactions of NSCC with other FMUs
or pay clearing, or s activities
NSC's ONS systent relies on an interface with its alffiliate DTC for the book-

entry movement of beneficial ownership of securities through securities accounts
established at DTC to setle obligations. NS short positions (i.e., obligations

to delivery are compared against members’ DTC accounts o determine issue
availability. If securities a
member’s account at DTC to NSCC's account at DTC. The allocation of GNS Jong
positions (i.e., obligations to receive} to receiving NSCC members is processed

s available, they are transferred from the NSCC

in an oyder determined by an algorithm built into the system, Securities

automatically allocated to NSCC members’ long positions as the secur!

NSCCL

ies are

received by

Throughout the day, the debits and credits in a DTC participant’s settlement
account are netted to calculate, at any time, the net debit balance or net credit
balance for the account. At end-of-day setttement, DTC and NSCC net the
After
end-of-day netting with NSCC (also known as cross-endorsement), DTC reports

settlement balances of each DTC participant that is also a member of NSCC.

final figures for cach DTC participant. Becanse each DTC participant must sertle
through a “Settling Bank,” there is a “roll-up” for each Settling Bank which is a
net-net balance payable from or to such Settling Bank. Payments are made to and
from DTC's account at FRBNY through the Federal Rese: i
Service Syster. Payments are made o and from NSCC on the National
Settlement System through the FRBNY sub-account of DTC. DTC and NSCC are
also parties to a netting contract and limited cross-guaranty agreement.

>

ational Settlement

CDS Clearing and Depository Services Inc. (CIXS, Tnc.), the Canadian central

securities depository and central counterparty, is a full service member of NSCC,

as well

a participant of DTC. This relationship enables CDS, Inc. participants

to clear and settle OTC wrades with U.S. broker-dealers through sponsored

accounts maintained by CDS, Inc. with DTC and NSCC and entitles them to

the pri
participants are not members of DTC and

vileges of direct membership in both organizations. However, CDS, Inc.

SCC and therefore must Jook only to
CDS, Inc. {or satisfaction of clearance and settlement obligations. Thus, if a CDS,
Inc. participant defaults on its obligation to DTC or NSCC, CDS, Ine. is required
to meet that obligation, CDS, Inc. mitigates its exposure to potential losses by
requiring participants to commit collateral to CDS, Inc. in amounts equivalent to
those required as collateral by NSCC and DTC.
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NSCLC receives transactions on exercises and a

signments of options from OCC
that are cleared and settled through NSCC. NSCC and OCC rely on one another
for coverage of certain risks through a Third Amended and Restated Options
Exercise Settlernent Agreement between them {the Accord). The arvangement is
designed to facilitate the settfement of the underlying securities upon the exercise

or

gument of such options by mitigating duplicative margin requirements.

The Accord provides for a two-w: aranty between QCC and NSCC of the

mark-to-market amounts for options transactions for which NSCC has guaranteed
completion in the event of a mutual participant’s failure. The failure of OCC

to meetits obligations under that agreement, and vice versa, could impair the
ability of the parties to ensure access to adequate margin with respect to a failing
participant that i a common member of both NSCC and QCC. Additionally,
there is an agreement with OCC providing for the setdement of exercises and
ecurities cleared and

gonments of options on sttted through NSCCin the

event of a mutual patticipant’s faiture.

In addition, NSCC's parent compar

L DTCC, provides significant sevvices to
NSCC pursuant to a service agreement, including internal audit, corporate

communications, corporate and regulatory

compliance, executive services,

finance, administration services, and legal services.

D) Effect that the failure of or disruption to NSCC would have on eritical markets,
financial institutions, or the broader financial system
The privoary elfect of a failure of or a disruption to the functioning of NSCC

would be a disruption 1o the settlement of the $3.5 willion in notional value of

transactions typically pending to e cleared and settled through NSCCon an
average day. Additionally, initiating new trades would be difficult at best duce to
the lack of any clearing agencies offering similar services. Given the enormous
efficiencies of multilateral netting provided by NSCC, bilateral settlernent of
transactions at curvent normal volumes would not be practical.

A failure of or a disruption to the functioning of NSCC would have several other
likely effects. Members of NSCC could experi
shortages due to N s inability to honor its central counterparty obligations

snce financial Joss

s or tiquidity

and due to members’ inability to access clearing fund contributions. There
would also be financial and operational stresses placed on other FMUs such as

DTC and OCE, which have closely related operations. Additionally, if bilatera
gross settlement of NSCC-cleared trades were attempted, DTC’s capacity could
be overwhelmed as it experiences enormous increases in values and volumes

of transactions.

In addition, a failure or a disruption to the functioning of NSCC would likely
result in significant spillover effects on the vest of the ULS. cconomy, reducing the
amount of eredit available generally, drawing assets away from other productive

reducing the vahie of houschold

wings, and affecting the financing

ities of corporations and municipalities.
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Conglusion

NSCC plays an important role in financial markets due (o the high gross
notionat value of the trades NSCC clears and the elficiencies it provides through
multilateral netting of trades and payments among its members, In particular,
because NSCC clear
corporate and municipal debt securities transactions in the United States and

and setdes virtually all broke

r-to-broker equity and

supports more than 50 trading venues for which it provides services {including all

U.S. securities exchanges and aliernative trading systems), a f

SCC could:

aiture or disruption

1o the functioning of

s Directly and negatively alfect an enovious doliar value and vohume of

financial transactions in equity and debt markets;

*  Impose material divect oss

s on NSCC counterparties and create
new demands for Hquidity and new credit problems among financial
institutions and others that rely on such markets for credit or Hquidit

+  Cause liquidity or credit problems resulting from its failure or disruption
to spread quickly and broadly among financial institutions and other

markets; and

+  Have cumulative negative effects on U.S. domestic equity and debt

markets, financial institutions, and the broader financial system that

are substantial in their own right and so severe as to create a risk that
Hquidity and credit problems experienced could spread among financial
institutions and other markets and, therefore, threaten the stability of the

financial system,

ssment of the Council that a failure of or a dis

Accordingly, it is the ass uption to

NSCC could increase the risk of significant liquidity problems spreading among

financial institutions or markets and thereby threaten the stability of the financial
system of the United States. For the reasons set out here, the Council determined
that NSCC should be designated :

Title VIH of the Act.

emically important FMU pursuant to

H. The Options Clearing Corporation

Description of The Options Clearing Corporation
The Options Clearing Corporation (OCC) s an FMU as defined in Title VI

of the Act because it manages or operates a multilateral system for the purpose

of clearing and settling securities transactions among financial institutions and

between financial institutions and OCCH

oCa

provides its clearing members with clearing and settlement services that eliminate

OCG is the predominant clearing organt . options markets

the need for individual counterparties to bilaterally exchange option premiums

. These ser

and collect and maintain margin on a daily bas nerease

the speed and cfficiency of trading and settiement while reducing members’

operational expenses. Additionally, OCC acts as a central counterparty for certain

options and other derivatives therefore reducing eredit risk for its members.
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onal traders, and

QGC’s clearing members serve institutional investors, profe
retail customers. QOCC currently has approximately 120 clearing members, which
comprise some of the largest domestic and foreign financial institutions inchuding
and

banks, broker-dealers, futures commission merchants, investment adyiser

tavestment funds. OCC’s members include some of the largest banks in the world

by asset size and inchude affiliates of 17 of the 29 financial insttutions considered

o be globally systemically important.®

The primary services that OCC provides relate to the clearing and settlement
of options and futures. The types of options cleared include those on equities,
indices, currency, and commodities though equity options accounted for
approximately 83 percent of total clearing volume. OCC is the sole issuer and

settling agent for all stock options, equity index options, and single-stock futures

listed on U.S. exchanges.

When OCC accepts a trade for clearing, it becomes a central counterparty for the

transaction and therefore i

subject to credit risk resulting from the transactions

it clears. OCC mitigates the risk from these transactions by collecting margin

collateral from its members and by maintaining a clearing fund. However, itis

still exposed to market visk should it be necessary 1o Hquidate collateral as well as

model risk that exists relating to the methodology used to calculate margin calls,

Analysis of Systemic Importance

(A} Aggregate monetary value of fransactions processed through 0CC

OCC also cleared stock lending transactions covering a total of 7.3 billion shares
in 2011, The dollar value and volume of options transactions handled by OCC

includes substantially all of the equity options raded on ULS. options exchanges.
In 2011, OCC cleared an average daily gross volume of 18.1 million option
contracts, 152,000 futures contracts and 29 million stock loan shares. The peak
daily gross volume for OCC in 2011 was approximately 41.5 million option
contracts, 383,000 futures contracts and 89.3 million stock loan shares. OCC's
average month-end open interest for 2011 was 305 million option contracts and
960,000 futures contracts. Daily open interest peaked at approximately 586
contracts on

million option contracts on August 19, 2011 and 1.2 million futures
December 16, 2011,

In 2011, the average daily gross value of preraium exchanged by OCC was $5.95
billion for option contracts and $1.2 billion for stock loan ransactions, The peak
daily gross $20.3 billion for options
contracts and $3.1 billion for stock loan transactions, respectively. The average

s $3.3

value of premium exchanged during 2011 was

notional value of open interest for contracts cleared by OCCin 2041

tritfion based on month-end data.

OCC processed an average of $1.2 billion in daily changes in initial and variation
margin payments in 2011, and the peak daily initial and variation margin

payments processed by OCC was $22.1 billion on August 8, 2011.
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{B) Aggregate exposure of GCC o its counterparties
As of December 31, 2011, GCC held $76.3 billion in margin deposits on behalf’
hoand other

of its clearing members, $57.3 billion of which consisted of

underlying securiti mately $19 billion

accepted as margin by OCGand appa
of which consisted of equity and index option escrow deposits accepted in lieu
of margin. As of December 31, 2011, OCC also maintained a clearing fund for
1l of the collateral in

options and futires clearing activity totaling $2.9 billion.

the clearing fund was held in the form of cash and U sury securities.

T 2011, the average aggregate daily vatue of collateral {after haircut) posted to
OCC was $89.8 billion. OCCs VaR estimate at 2 99 percent confidence level was

on average $15 billion in 2011, and the average collateral required to be deposited

with OCC 1o cover that exposure was $33.6 billion. The dai
OCC clearing fund in 2011 was $2.8 billion, and the remaining $55.4 billion in

collateral deposits consisted of mark-to-market charges to cover changes in the

value of option positions and stock and index option contracts held in escrow
in liew of margin. The average collateral coverage ratio for OCC during 2011
was 135 percent based on the ratio of valued collateral (not including eption
collateral held in escrow) over estimated margin requirements, using month-
end data over a 12-month period. The aggregate dollar value of collareral {after
$123.7 billion on August 9, 2011, fa 2011, the
collateral requirement was $63

haircut) posted to OCC peaked at

peak VaR was $35.7 billion, the pea biftion, and

the peak clearing fund requirement was $3.4 billion.

OCC's liquidity resources include the defaulting member’s collateral, the a
in the clearing fund, and a $2 billion secured line of credit.™ The amount of
funds available to OCC under the commitred secured credit facility is constrained
not only by the overall size of the facility, but also by the amount of assets that
OCC can pledge as collateral to lenders supporting the facility, which is limited

Jlaws give it the authort

to the securities in QCC’s clearing fund. OCC’s

use a defaulting clearing member’s margin and clearing fund deposits to obtain
temporary liquidity for purposes of meeting obligations arising out of (1) the
default or suspension of a clearing member or any action taken by OCCin
connection therewith or (2) the failure of any bank or any clearing organization
to perform any obligation owed to OCC. In addition, OCC may use such assets

o borrow or otherwise obtain funds through any means determined to be
reasonable by its Chairman, Management Vice Chaivman, or President of the
Corporation in his or her discretion (including, without limitation, pledging such

assets as security for loans and/or using such assets to effect repurchase, securities
lending, or other transactions). OCC rules provide, among other things, that

upon the suspension of a cleari

g member, OCC shall promptly liquidate, in the

most orderly manuer practicable, all of the clearing member’s margin.

For 2011, the average amount of OCC's liquidity resources held in cash and

U.8. Treasury and agency notes was $12 billion, and the peak amount of liquid

8 bittion. The peak liquidity exposure OCC experienced

with a single counterparty occurred on September 19, 2011, when the exposure
totaled $3 billion. OCC did not provide information regarding the average peak
exposure to individual members during the course of 2011

resources was $25
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(C) Relationships, interdependencies, or other interactions of 0CC with other FMUs
or payment, clearing, or settlement activities

OCCs
and clearing nvol

»perations and the current market structure for listed options trading

ignificant interdependence between OCC, other FMU

settlement banks, clearing members, credit facility lenders, custodians,

exchany ross-margining entities, and pricing vendors.

OCC maintains two active cross

~margin relatonships with the CME and ICE
Clear U.S. OCC clearing members use these cross-margin relationships to realize
the benefits of net settlement across the securities and futures markets, as well

as billions of dollars of savings on clearinghouse margin requirements. OCC's

av ct to these cros

age margin amount in 2011 subj -margining av

angements

was approximately $2.3 billion.

OCC s party to a multilateral cross-guaranty agreement with DTC, FICG, and

CC, which provides for the sharing of residual close-out proceeds from

a defauiting member between these clearing agencies in the event that one
clearinghouse is in an excess position and another is in a shortfall position.

In addition, OCC maintains an agreement with NSCC that governs the loss or
profit sharing resulting from the settlement of exercised or assigned options of
gned to facilitate the

a common defaulting member. That arvangement is de:

ignment of such

£

settlement of the unde

ying securities upon the exercise or ass
options by mitigating duplicative margin requirements.

DTC, in its role as a securities depository, provides services to OCC clearing
members, including the ability to pledge collateral held in DTC accounts to
QCC for collateral purposes. The most prevalent form of collateral—valued
securities—is pledged to QCG in this manner. DTC also provides the operational
cuted in both the bilateral

support for securities lending transactions to be

stock loan program and the AQS Market Loan platform.

{D) Effect that the failure of or disruption to 0CC would have on critical markets,
financial institutions, or the broader financial system

Should there be a failure of or disruption to the functioning of OCC, the
nnmediate effects could be manifested in two primary forms. The first is direct

financial stress placed on clearing members who would be at least temporarily

unable to access margin collateral and clearing fund deposits. Additionally, there

could be a complete or partial disruption of the $3.3 trillion in average notional

value of open interest for which OCCis i asudden

suer and guarantor as well a

decrease in options trading activity in the markets for which OCC s the sole

clearing agent due to ing
As of December 31, 2011, OCC held $57.3 billion in margin deposits on behalf
. and $19 billion

row deposits accepted in liew of margin. A failure

ased risk and decrcased efficiency in OCC's absence.

clearing menibe 2.9 billion in clearing fund depos

in equity and index option
of or disruption to the functioning of OCC could temporarily limit participants’
access to these deposits in the short term and possibly result in losses of the $19

billion of escrow deposits.
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In addition, in the event OCC s no longer available as an issuer and guarantor,

options cleared and settled through OCC may have to be replaced, to the extent

practicable, including through entering into transactions in the underlying
3 trillion. In

instruments, with an average replacement value of approximarely §
the event such a disruption were to occur, settlement of many future transactions

in options contracts currently cleared by OCC could be required to occur on a

bilateral basis between the parties to the respective transactions in a daily average

amount of $5.95 billion. The same is true of stock loan transactions with an

average daily gross vatue of $1.2 bithon,

In addition, a [ailure or distuption to the functioning of OCC would likely result
stof the U.S. economy, reducing the

in significant spillover effects on the 1

amount of credit available generally, drawing assets away from other productive

uses, disrupting the markets for securities and indexes underlying options cleared

ng the ability of

by OCC, reducing the value of household savings, and redu

corporations to use options to manage risks.

Conclusion
OCC s the sole cdearing agency providing clearance and settlement sery
us

isted options. A failure or disruption of QCC could:

*  Directly and negatively affect significant dollar value and volume of
and futures markets;

financial transactions in options
*  Impose material direct losses on OCC counterparties and create

i new credit problems among financtal

new demands for liquidi

institutions and others that rely on options markets for risk management,

and other purposes;
*  CGause liquidity or credit problems resulting from its failure or disruption

to spread quickly and broadly among financial instimtions and other

5 and
*  Have cumulative negative effects on U.S. domestic options and futures

markets

and the broader Gnancial systens that
that

markets, financial institutions

are substantial in their own right and so severe as to create a risk
liquidity and credit problems experienced could spread among financial
institntions and other markets.

sment of the Council that a faihire of or a disruption 10

Accordingly, it is the as

rificant liquidity or credit problems spreading

OCC could increase the risk of sig
ameng financial institutions or markets and thereby threaten the stability of the

reasons set out here, the Counceil

financial system of the United States. For the
has determined that OCC should be designated
pursuant to Tide VI of the Act.

U

emically important F
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Adjustable- Rate Morigage

Agency Mortgage-Backed

Security

Asset-Backed Commercial
Paper (ABGP)

Asset-Backed Security {ABS)

Auction Rate Security (ARS)

Bank for International

Settlements {BIS)

Bank Holding Company (BHC)

Basel Committee on Banking
Supervision {BCBS}

Broad Dotfar Index
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A mortgage that aliows for the periodic adjustment of the interest
rate on the basis of changes in a specified index or rate.

A mortgage-backed security issued or guaranteed by federal
agencies or government-sponsored enterprises,

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, or auto and equipment loans

or leases.

A term debt instrument that is collateralized by specific financial
assets, such as credit card receivables or auto loans, and that
makes payments based on the performance of these assets.

A debt security, often issued by municipalities, in which the yield
is reset regutarly via a Dutch auction.

An international financial organization that serves central banks
i their pursuit of monetary and financial stability, helping foster
international cooperation in those areas and acting as a bank
for central banks.

Any company that has direct or indirect control of one or more
banks and is regulated and supervised by the Federal Reserve in
accordance with the Bank Holding Company Act of 1956.

The Base! Committes on Banking Supervision {BCBS) develops
and issues international standards on bank capital adegquacy.

in 1988, the BCBS introduced a capital measurement system
commonly known as the Base! Capitat Accord, or Basel | In
2004, the BCBS issued a revised capital adequacy framework
titled jonal C: (e of Capitat and
Capital : A Revised F ," which is

referred to as the New Accord, or Basel if, Following the financial
crisis, the BCBS developed new globat standards for the banking
system that are collectively referred to as Basel #l,

A weighted average of the foreign exchange values of the U.S.
doHlar against the currencies of a large group of major U.S. frading
partners, The index weights, which change over time, are derived
from 1.S. export shares and from U.S. and foreign import shares.

Glossary




Broker-Dealer (BD)

Central Counterparty

Clearing Bank

Clearing House (Derivatives
Clearing Organization or
Clearing Agency)

Clearing House Interbank
Payments System (CHIPS)

Coflateralized Morigage
Obtigation {CMO)

Commercial Bank

Commercial Mortgage Backed

Security (CMBS)

Commerejal Paper (CP}
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An entity that is engaged in the business of buying and seifing
securities for itself and others.

An entity that is interposed between the initial participants to
a bitateral transaction and becomes the buyer fo every sefler

and the seller to every buyer of a specified set of contracts or
financial instruments.

A commercial bank that facilitates payment and setilement of
financial transactions, such as check clearing or matching frades
between the sellers and buyers of securities and other financial
instruments and contracts.

An entity through which financial institutiens agree to
exchange payment fons or other financial

©.g., ities). The institutions settle for items

at a designated time based on the rules and procedures of
the clearing house. In some cases, the clearing house may
assume signifi ty, financial, or risk
responsibilities for the clearing system,

An automated clearing system used primarily for international
payments. This system is owned and operated by The Clearing
House and engages Fedwire Funds Service for settfement.

Atype of mortgage-backed security. CMOs are bonds that
represent claims to specific cash fiows from large pools of home
mortgages. The streams of principal and interest payments on
the morigages are distributed to the different classes of CMO
interests, known as tranches, according to a compiicated deal
structure, Each tranche may have different principat balances,
coupon rates, prepayment risks, and maturity dates {ranging from
a few months to 30 years).

A chartered and regulated financial institution authorized to take
deposits from the public, obtain deposit insurance from the FDIC,
and engage in certain lending activities.

A security that is collateralized by a poo! of commercial
morigage loans and that makes payments that are based on the
performance of those foans.

Short-term {maturity typically up to 270 days), unsecured
corporate debt.



Gommittes on the Global
Financial System

Comritiee on Payment and
Settlement Systems {GPSS)

Core Deposits

Credit Default Swap (CDS)

Gredit Rating Agency

Credit Unfon

Dark Pool

Debt Valuation Adjustment (DVA)

Defined Benefit Plan

Defined Contribution Plan
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Monitors developments in global financial markets for central
bank governors. The Committes on the Global Financial System
has a mandate to identify and assess potentiat sources of stress
in global financial markets, to further the understanding of the
structural underpinnings of financial markets, and to promote
improvements to the functioning and stability of these markets.
The Committee on the Global Financial System also oversees the
colection of the BIS international banking and financial statistics..

A committee of ceniral banks hosted by the BIS that sets
standards for payment and securities settiement systems.

Deposits that are stable, Jower cost, and reprice more slowly than
other deposits when interest rates change. Core deposits are
typically funds of focal customers whe also have a borrowing or
other relationship with the bank.

A bilateral over-the-counter contract in which one party agrees
to make a payment to the other party in the event of a specified
credit event, in exchange for one or more fixed payments.

A private company that evaluates the credit quality of debt
issuers, as well as their issued securities, and provides ratings

on the issuers and those securities. Many credit rating agencies
are nationally recognized statistical raling organizations, the
fargest of which are Fitch Ratings, Moody's Investors Service, and
Standard & Poor’s.

A inember-owned, not-for-profit ive financial i

formed to permit members to save, borrow, and oblain refated
financial services. All federally chartered credit unions and most
state-chartered credit unjons provide federally insured deposits
and are regulated by the NCUA.

Atrading network that matches the orders of multiple buyers and
selfers for a financial without di Z ions 10
the public.

A decrease in the mark-to-market vatue of a hank holding
company’s iability that is booked as a profit,

A retirement plan that uses a predetermined formula to calculate
the amount of a participant’s future benefit.

A retirement plan in which the amount of the emplayer’s annual
contribution is specified.




Depository Institution

Discount Window

Farm Credit System

Federal Financial instifutions

Examination Council (FFIEC)

Fedwire Funds Service

Fedwire Securities Service

FIC0 Score

Financial Market Infrastructure
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Afinancial institution that is legally permitted to accept deposits
from individuals. Depository institutions include savings banks,
commercial banks, savings and loan associations, and

credit unions,

The Federal Reserve facility for extending credit directy to
eligible institutions.

A government-sponsored enterprise created by Congress and
composed of a network of borrower-owned Tinancial institutions
that provide credit to farmers, ranchers, residents of rurat
communities, agricultural and rural utility cooperatives, and
other eligible borrowers. The Farm Credit System is the largest
agricultural Jender in the United States and is regulated by the
Farm Credit Administration.,

An interagency body that prescribes uniform principles,
standards, and report forms for the federal examination of
financial institutions by the Federal Reserve, the FDIC, the NCUA,
the OCC, and the CFPB. The FFIEC makes recommendations fo
promote uniformity in the supervision of financial institutions. The
State Liaison Committee (SLC) serves as a voting member. The
SLE includes representatives from the Conference of State Bank
Supervisors, the American Council of State Savings Supervisors,
and the National Association of State Credit Union Supervisors,

A real-time gross settlement system owned and operated by the
Federal Reserve Banks that offers participants the ability to send
and receive time-critical payments for their own account or on
behalf of their clients.

A book-entry securities transfer system operated by the Federat
Reserve Banks that provides participants safekeeping, transfer,
and delivery-versus-payment settiement services.

A measure of a horrower's creditworthiness based on the
borrower's credit data; developed by the Fair Isaac Corporation.

A muttitateraf system among participating financial institutions,
including the operator of the system, used for the purposes of
recarding, clearing, or settling payments, securities, derivatives,

or other financial ions, Financial market i
exist in many financial markels to support and failitate the
transferring, clearing, or of financiat
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Subject fo certain exclusions, the Dodd-Frank Act defines an FMU
as “any person that manages or operates a muitilatera system
for the purpose of transferring, clearing, or settling payments,
securities, of other financial transactions among financial
institutions or between financial institutions and the person.”

Government policy aimed at reducing government deficits and the
pace of debl accumulation,

Any 12-month accaunting period. The fiscal year for the federal
government begins on October 1 and ends on September 30 of
the following year; itis named after the calendar year in which

itends.

Futures C:
{FCM)

Merchant

General Obligation Bond

Government-Sponsored

Enterprise {GSE)

Gross Domestic Product (GDP}

The Group of Twenty Finance
Ministers and Central Bank
Governors (G-20}

Household Debt Service Ratio

interest Rate Risk Management

partaerships, corporations, and trusts
that solicit or accept orders for the purchase or sale of any
commodity for future delivery on or subject to the rules of any
exchange and that accept payment from or extend credit to those
whose orders are accepted.

A type of municipal bond backed by the full faith and credit of the
governmental unit that issues the bond.

A corporate entity that has a federal charter authorized by law but
that is a privately owned financial institution,

The broadest measure of aggregate economic activity, measuring
the total value of all final goods and services produced within a
country’s borders during a specific period,

An international forum established in 1999 fo bring together
officals of imporiant i i and i
economies to discuss key issues in the global economy.

An estimate of the ratio of debt paymenis to disposable personal
income. Debt payments consist of the estimated required
payments on outstanding morlgage and consumer debt.

Management of the exposure of an individual's or an institution’s
financiat condition to movements in interest rates.

of
Ingurance Supervisors {IAIS)

that repi insurance regulators
and supervisors in 190 jurisdictions woridwide. The JAIS issues
global insurance principles, standards and guidance papers 1o
promote effective insurance supervision.

Glossary
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Organization of
Securities Commissions (10SC0)

International Swaps and

Derivatives Assaciation {SDA)

Invesiment-Grade Bond

{arge Bank Holding Company

Leveraged Buyout

Loan-to-Value Ratio {LTV)

Marketable Debt

Mark-to-Market

Maturity Transformation

Modef Risk

Money Market Fund (MMF)

Mortgage-Backed Security (MBS)

SOC /1 Awnual Repart

Ani i of securities market reguiatory
agencies that sets standards for securities markets.

A trade association of over-the-counter derivatives participants.
The ISDA Master Agreements standardized derivative terms to
simplify netting and reduce legal risks for market participants,

A bond whese rating is among the highest in creditworthiness as
measured by credit rating agencies.

Any bank holding company (BHC) that files the FR Y-8C. Alt
BHCs with fotat consolidated assets of $500 million or more are
required 1o file. Before March 2006, the threshold was $150
mitlion. BHCs meeting certain additional criteria determined by
the Federal Reserve may be required to file regardiess of size.

An acquisition of 2 company in which the buyer uses borrowed
funds for a significant portion of the purchase price.

The ratic of the amount of a foan to the value of an asset,
typicatly expressed as a percentage. This is a key metric when
considering the financing of a mortgage,

Obtigations that can be bought and soid on public
secondary markets.

The process by which the reported value of an asset is adjusted
1o reflect its market value,

A condition in which a financial intermediary issues shorter-term
liabilities to fund longer-term assets.

Risk refated to using an incorrect model specification, For
example, misspecification can result from programming errors,
technical errors, data issues, or calibration errors.

Atype of mutual fund that is required by faw to invest in low-risk
securities and pays dividends that generally reflect short-term
interest rates, MMFs typically invest in goverament securities,
certificates of deposit, commercial paper, or other highly liguid
and fow-risk securities.

An asset-backed security backed by a poot of morigages.
Investors in the security receive payments derived from the
Interest and principal payments on the underlying mortgages.



Maortgage Servicer

Municipal Bond

Mutual Fund

Nationally Recognized Statistical

Rating Organization

Over-the-Counter (0TC)

Payday Lenders

Personal Consumption

Expenditures (PCE}

Personat Savings Rate

Prudential Regulation

Public Company Accounting
Qversight Board (PCAOB)

Pubtic Debt
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A company that acts as an agent for mortgage holders by
coliecting and distributing mortgage cash flows. Servicers
also handie defaults, modifications, settlements, and
foreclosure proceedings.

Abond issued by states, cities, counties, local governmental
agencles, or certain instrumentalities of the state,

Atype of investment company that issues redeemable securities,
which the fund generally stands ready to buy back from investors
at their current net asset value. Also calted an open-end
investment company or open-end fund.

A credit rating agency that is registered with the SEC as a
nationally recognized statistical rating organization.

A method of trading that does not involve an organized exchange.
in over-the-counter markets, participants trade directly with each
other, typically through voice or computer commugnication.

Lenders that make small, short-term loans 1o households, with
the ioan repayment due in full on the borrower’s pay day.

A measurement of the goods and services purchased
by households.

Personal savings as a percentage of disposable personal income.

Regulation aimed at ensuring the safe and sound operation of
financial institutions, set by bath state and federal authorities.

A nonprofit corporation established by Congress that oversees the
audits of public companies fo protect the interests of investors
and further the public interest in the preparation of informative,
accurate, and independent audit reports. PGAOB also oversees
the audits of broker-deaters.

Cumulative amounts borrowed by the Treasury Department or the
Federal Financing Bank from the public or from another fund or
account. The public debt does not include agency debt (amounts
borrowed by other agencies of the federal government).

Fourth quarter over fourth quarter. A way of computing the rate
of growth of a statistic over a calendar year by comparing the
statistic’s value in the fourth guarter of the year with its value in
the fourth quarter of the previous year,

Glossary
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Repurchase Agreement {Repo)

Reserves

Residential Morigage-Backed
Securily {RMBS)

Revenue Bond

Revolving Credit

Risk-Based Capital
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The difference between the stand-alone credit rating assigned by
a credit rating agency to an issuer, based on that issuer’s intrinsic
financial strength, and the higher credit rating that considers the
possibitity of implicit external (e.g., government) support.

A custodian appointed to maximize the value of the asseis of a
failed institution or company and to settle the Habllities,

Atransaction in which one party sells a security to another party
white agreeing to repurchase it from the counterparty at some
date in the future at an agreed price.

Funds that a depository institutien holds against specified
deposit liabililes.

A security thatis ized by a poot of ial,
residential mortgage loans and makes payments that are based
primarity on the performance of those loans.

A type of municipal bond backed by revenue from the project the
bond finances.

A tending arrangement whereby a lender commits fo provide

a certain amount of funding to a borrower on demand. The
borrower may generally borrow and repay the commitied funding
at any time over the term of the agreement.

An amount of capital, based on the risk-weighing of various asset
categories, that a financial institution shouid hold to protect
against adverse developments.

The temporary transfer of securities fram one party to another for
a specified fee and term in exchange for collateral in the form of
cash or securities.

A financial transaction in which assets such as mortgage loans
are pooled, and securities representing interests in the pool
are issued.

Short-Term Whelesale Funding

2012 FSOC /7 dwanal Report

An ization that has the authority fo regulate its members
by establishing and enforcing rufes and standards regarding its
members’ conduct.

Large-value, short-term funding instruments, exceeding
deposit insurance limits, that are typically issued to institutional
investors. Examples include farge checkable and time deposits,
financial open market paper, and repurchase agreements.



Supervisory Capital Assessment
Program (SCAP)

Supervisory Information
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A stress test, conducted from February to May 2009, designed to
estimate the capital needs of 1.S. bank holding companies with
assets exceeding $100 bilion under an adverse Macroeconomic
scenario; it was administered by the Federal Reserve, 0CC,

and FDIC.

Generally refers to reports of examination and inspection,
operating and condition reports, and any information derived
trom, relating 1o, or contained in them, and information gathered
by agencies responsible for supervising financial institutions in

with any i igation or action.
Temporary Liquidity Aprogram { in October 2008 by the FDIC through a
Program (TLGP} systemic risk determination to pravide liquidity to the banking

Term Asset-Backed Securities
Loan Facifity {TALF}

Thiift

Time Deposits

Tri-Party Repo

industry by restoring banks’ access to funding markets and by
stabifizing bank deposits. The program had two components: the
Debt Guarantee Program and the Transaction Account Guarantee
{TAG) Program.

A Federal Reserve funding facility that issued toans with ferms

of up to five years to holders of eligible asset-backed securities
{ABS). TALF was intended fo assist the financial markets in
accommodating the credit needs of consumers and businesses
by facilitating the issuance of ABS collaterafized by a variety of
consumer and business ioans. TALF was alse intended to improve
the market conditions for ABS more generally. The program
began operating in 2009.

Afinancial institution that ordinarily possesses the same
depository, credit, financial infermediary, and account
transactionat functions as a bank but that is chiefly organized
and primarily operates to promote savings and home mortgage
fending rather than commercial lending. Also known as a savings
bank, & savings association, or a savings and loan association,

Deposits that the depositor, generally, does not have the right to
withdraw funds before a designated maturity date without paying
an early withdrawal penalty. A certificate of depositisa

time deposit.

A repurchase agreement in which a third-party agent, such as a
clearing hank, acts as an intermediary to facilitate the exchange
of cash and coliaterat between the two counterparties, In addition
to providing operational services to participants, the fri-party
agents in the U.S. tri-party repo market extend jarge amounts of
intraday credit to facifitate the datly settlement of tri-party repos.

Glossary




Troubled Asset Relief Program
(TARP}

Underwriting Standards

Yield Curve
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A government program to address the financial crisis, authorized
by the Emergency Economic Stabifization Act of 2008, allowing
the government fo purchase o insure up 1o $700 biltion in assels
and equity from financial institutions.

Terms, conditions, and criteria used to determine the extension of
credit in the form of a foan or bond.

A curve mapping the refationship between bond yields and their
respective maturities.
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Abbreviations
ABCP Asset-Backed Commercial Paper
ABS Asset-Backed Secutity
ADR American Depesitory Receipt
AFS Avaltable-for-Sale
AlFP Automotive industry Financing Program
AlG American tnternational Group
ANPR Advance Notice of Proposed Rulemaking
ARS Auction Rate Security
ASPL Aggregate Short Position Limit
AUM Assets Under Management
BAC Bank of America
BBA British Bankers' Association
BCBS Base! Committee on Banking Supervision
BD Broker-dealer
BEA Bureau of Economic Analysis
8Fl Business Fixed tnvestment
BHC Bank Holding Company
BIS Bank for international Settlements
BLS Bureau of Labor Statistics
C Citigroup
G&l Commercial and industrial
CBO Congressional Budget Office
Abbroviations
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CCAR Comprehensive Capital Analysis and Review
CeP Central Counterparty
ch Gertificate of Deposit
GoS Credit Defautt Swap
crrg Consumer Financial Protection Bureau
CFIC Commodity Futures Trading Commission
CHIPS Clearing House Interbank Payments System
Cict CFYC interim Compliant ldentitier
CLs CLS Bank International
CMBS Commercial Mortgage-Backed Security
COME Chicago Mercantile Exchange
CMO Coliateralized Mortgage Obligation
CNS Continuous Net Settiement
op Commercial Paper
crp Capital Purchase Program
PPl Commercial Property Price index
PSS Committee on Payment and Settlement Systems
CRE Commercial Real Estate
] Central Securities Depository
4 Credit Union
beM Designated Contract Market
oo Derivatives Clearing Organization
D04 1.8, Depariment of Justice
oTC Depository Trust Company
2002 FEQC /1 Anwual Report
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TcC Depository Trust and Clearing Corporation
ova Debt Valuation Adjustment

E&S Equipment and Software

EBA Eurepean Banking Authority

ECB European Central Bank

EFSF European Financial Stability Facility
EMBI+ Emerging Markets Bond index Plus
EME Emerging Market Economies

ESM European Stability Mechanism

ETF Exchange Traded Fund

£y European Union

FAQ Frequently Asked Questions

FASB Financial Accounting Standards Board
£OM Futures Commission Merchant

FDIC Federal Deposit insurance Corporation
FFIEC Federal Financial institutions Examination Councit
FFS Federat Funds Sold

FHA Federal Housing Administration

FHFA Federat Housing Finance Agency

FICC Fixed income Clearing Corporation
FICO Fair isaac Corporation

FINRA Financial industry Regulatory Authority
A0 Federal insurance Office

MU Financial Market Utifity




FRB

FRBNY

FSA

£38

FSOC

FX

FXFB

6-20

&-SIB

GAO

GBP

GCF

Gop

am

GNMA

GS

GSA

GSD

GSE

G-SIF

HAMP

HARP

HFT
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Funds Only Settlement

Federal Reserve Board

Federal Reserve Bank of New York
Financial Services Authority

Financial Stability Board

Financial Stabifity Oversight Council
Foreign Exchange

Foreign Exchange Prime Brokers

The Group of Twenty Finance Ministers and Central Bank Governors
Globally Systemically imporiant Bank
Government Accountability Office
British Pound Sterling

General Collateral Finance

Gross Domestic Product

General Molors

Ginnie Mae

Goldman Sachs

Green Strect Advisors

Government Securities Division
Government-Sponsored Enterprise
Globally Systemically important Finaneial Institution
Home Affordable Modification Program
Home Affordable Refinance Program

High-Frequency Trading



HTM

ICE

IFRS

IMF

1sco

PO

iRS

1SDA

JAPM

LE

LIBOR

LTRO

L

MBS

MBSD

MFG

MHA

MLLLE

ML
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Held-to-Maturity

U.S. Department of Housing and Urban Development
international Association of Insurance Supervisors
international Accounting Standards Board
IntercontinentalExchange

{nternational Financial Reporting Standards
Internationat Monetary Fund

of Securities G

Initial Public Otfering

Interest Rate Swap

Swaps and Dert

JPMargan Chase

Legal Entity Identifier

Lendon Interbank Offered Rate

Legal jon with Operational C

Longer-term Refinancing Operations

Loan-to-Value Ratio

Mortgage-Backed Security

Morigage-Backed Securities Division

MF Global

Making Home Affordable

Maiden Lane LLC

Maiden Lane I LLC

Maiden Lane H LLC

Abbreviations
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MMF Money Market Fund
MMl Money Marke! instrument
MoL Maximum Obligation Limitation
MS Morgan Stanley
MVC Model Vafidation Councit
NAIC National fation of Insurance G
NAV Nef Asset Value
NBER National Bureau of Economic Research
NCUA Nationat Credit Union Administration
NOF Non-deliverable Forward
NFIB National Federation of independent Business
NMS Nationai Market System
NPR Notice of Preposed Rulemaking
NSCC National Securities Clearing Corporation
NYPC New York Portfolie Clearing
0CC Office of the Comptrolier of the Currency
0ce The Options Clearing Corporation (only in Appendix A}
OFR Office of Financial Research
oiTpP Other important Trading Partners
oLA Orderly Liguidation Authority
ORSA QOwn Risk and Solvency Assessment
Uiy Qver-the-Counter
018 Office of Thrift Supervision
PRI Principal and Interest
203% FSOC // Awnual Repart




PCA

PCADB

PCE

PEME

PVP

Qa4

QaRM

REIT

Repo

RESPA

RMBS

ROA

RTGS

S&P

SCAP

SEC

SEF

SIFMA

SiPA

SIPG

SLHC

SLO0S

SMP
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Prompt Corrective Action

Public Company Accounting Oversight Board
Personat Consumption Expenditures
Principles for Financial Market Infrastructures
Payment-versus-Payment

Fourth Quarter over Fourth Quarter

Qualified Residential Morigages

Real Estate Investment Trust

Repurchase Agreement

Real Estate Settlement Pracedures Act
Residential Mortgage-Backed Security
Return on Assets

Real Time Gross Setfiement

Risk-Weighted Assets

Standard & Poor’s

Supervisory Capital Assessment Program
Securities and Exchange Commission

Swaps Execution Facifity

Securities Industry and Financial Markets Association

Securities Investor Protection Act

Investor Protection Corp

Savings and Loan Holding Company

Senior Loan Officer Opinion Survey

Securities Markets Programme

Abbroviations




SRC

SRO

STIF

STRIPS

TAG

TALF

TARP

™

LGP

i

y

uso

uspA

UsSDE

VA

VaR

VRDO

WAL

WAM

WFC

WFE

At
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Systemic Risk Committee

Seif-Regulatory Organization

Short Term Bank Common and Coflective lnvestment Funds
Separate Trading of Registered Interest and Principal Securities
Transaction Account Guaranteg

Term Asset-Backed Securities Loan Facility
Troubled Asset Relief Program

Truth in Lending Act

Treasury inflation-Protected Securities
Trade information Warehouse

Temporary Liquidity Guarantee Program
Trade Repositories

Unit investment Trust

U.S. Doltar

U.S. Department of Agriculture

U.S. Dollar Equivalent

Department of Veterans Affairs

Valye at Risk

Variable Rate Demand Obligations
Weighted Average Life

Weighted Average Maturity

Wells Fargo Company

World Federation of Exchanges

Year to Date
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Notes on the Data

Except as otherwise indicated, data cited in this reportis as of July 6, 2012.

Glossary of Certain Government Data Sources

Bank Holding Company Performance Report {BIICPR): Report of financial information produced for select
top-tier bank holding companies and published by the Federal Reserve.

Flow of Funds: Dara release compiled and published by the Federal Reserve.

FR 2004: Report of market activity for primary dealers in U.S. goverament securities published by the

Federal Reserve.

FRY-9C: Consolidated financial statement for domestic bank holding companies published by the

Federal Reserve.

SLOOS: Survey of senior loan officers on bank lending practices published by the Federal Reserve Board,
Academic Papers Cited in This Report

Copeland, Adam M., Antoine Martin, and Michael Walker. “The Tri-Party Repo Market before the 2010

Reforms," Federal Reserve Bank of New York Staff Reports, 2010, No, 477.

Bech, Morten L., Antoine Martin, and James McAndrews. “Settlement Liquidity and Monetary Policy

Implementation—Lessons from the Financial Cri ‘ederal Reserve Bank of New York Economic Policy Review 18,

March 2012, No. 1.

Other

Bloomberg data: © 2012 Bloomberg Finance L.P. All rights reserved,

= with permission.
Certain data was obtained through Haver Analytics.

iMoneyNet data made available for use by iMoneyNet subscribers and press, all others please contact
iMoneyNet for subscription information.

gage Statistical Annual Copyright 2012, www.insidemortgagefinance.com.

Inside Mortgage Finance, 2012 Mortgag:

® Markit makes no warranty, expressed or imaplied, as to accuracy, completeness or timeliness, or as to the
vesults to be obtained by recipients of the products and services described herein, and shall not in any way be

lable for any inaccuracies, ervors or omissions herein.

© 2012, Markit Group Limited. All rights reserved. Any unauthorized use, disclosure, reproduction or

dissemination, In full or in part, in any media or by any means, without the prior written permission of Markit

Group Limited is strictly prohibited.
Moody’s data provided by Moody's Investors Service.

The Risk Management Association's Aggregate Data Survey (2000-2012).
Notes on the Data
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Endnotes

Section 8
* insured depository institutions, Farm Cradit System institutions, Fannie Mas, Freddie Mac, and the
Federal Home Loan Banks are not subject to resofution under the OLA.

“in the case of a Taifing insurance company, the company is resolved uncder the relevant state’s
fiquigation or rehatiiitation process rather than under the FDIC's receb hip process. Special pro-
cedures also apply to the resolution of faiing financial companies that are broker-dealers.

¥ The Council met on August 8, 2011; September 15, 2011; Octobar 11, 2011, October 31, 2011;
November 11, 2011; December 5. 2011, December 21, 2011; February 1, 2012: Aprit 3, 2012: May
22,2012 June 11, 2012: and July 18, 2012,

< The Freadom of information Act regutation is avallable onfing at www.fsoc.gov.

* The transparency policy is avaifabls online at www.fsoc.gov.

Appendix A
£12 U.8.C. § 5463(a) (2).

¥12 CFR 1320.10.
" See 12 U.S.C. § 5462(6).

+ The list of globatly systernically important financial institutions, as datermined by the Financial Sta-
bility Board, is aval » at www.financialstabilityboard.org/publications/r 111104bb.pdf

“12 US.C. § 611 et seqg. {section 25A of the Federal Reserve Act).
See 12 U.S.C. § 5462(6).

? See Bank for International Settlements, Triennial Central Bank Survey, Report on global foreigr
axchange markel activity in 2010 (Triennial Survey) (December 2010). The Bank for International
Settiements reports average daily FX market turnover as 3.98 trilfion USDE, which is the sum of one
side of each FX transaction in 2010, For the purpose of comparability with statistics provided by
GLS Bank. this value has been doubled and reported as the average aggregate daily value settled in
the FX market.

#CLS Bank currently settles transactions in 17 currencies: the Australian dotlar, British pound, Cana-
dian doltar, Danish krone, euro, Hong Kong doliar, Israeh shekel, Japanese yen, Mexican peso, New
Zeatand dollar, Norwegian krone, Singapore dolfar, South African rand, South Korean won, Swedish
keona, Swiss franc, and U.S. dofiar,

¥ By settiing the two sides of an FX transaction simultaneousiy, on & PVR basis, CLS Bank substan-
tiafly recluces settlement risk to institutions using its services.

0 ASPL of zero would require that settiement members prefund transactions before settlernent
can take place,

* The maximum patential credit exposure is calculated as the sum of each settlement member's
ASPL and assumes that sach member reaches its ASPL at the same time.

lembers are net required to meet all additional pay-in calls, though non-compliance may result
in some of their trades not settiing at CLS Bank on settlement date and would be considerad a
ruitiple menmber pay-in faiture.

 See 12 U.8.0. § 5462(6). However, bacause DCMs are exprassly excluded from the definition
of an FMU (the Act specifically states that “the term ‘financial market utility” does not include - §i}

Endnotes
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designated contract markets. "}, the activities of CME's designated contract markets fall outside of
s definition,

“* CFTC staff calculation based on volume fbaser on the number of contracts clearedt). The underly
ing data for the calculation i taken from publicly avallable data compiled by the Futures Industry
Association (FIA). See nota 16

' DCOMs are CFTC-reguiated markets for the trading of contracts for sale of a commodity for future
delivery or commodity aptions. Essentially, they are boards of trads {or exchanges) that operate
under the regulatory oversight of the CFTC, pursuant 1o Section 5 of the Commodity Exchange Act,

((:

US Futures & Options Volurme

Number of contracts raded and/or cleared

CME Group 3,386.986,678
iCE Futures US 107.287,467
CBOE Futures Exchangg 12,040,074
Chicago Cimate Futures Exchange 84,580
NYSE Liffe US 20,898,174

S Total

CME Group % of totat 96%

7 For example, a central countarparty will net mernber A forig exposure in off fformerly to B) and As
short exposure in natural gas (ormerly to C), in determining A's coliateral requiremets.

nerally speaking. hedging activities resuit in more efficient markets and, ultimately, lower costs
for consumers.

 The futures and optioas markets play critical reles in the U.S, financial system because they
provide two important functions, First, market participards such as grain merchants, energy firms,
and portfolio managers use futures and oplions to reduce the risk to thelr business associated with
volatite prices. Second, the futures and options markets provida the economy with price discov-
ery {meaning they help determine the price level for commodities), and because futures prices are
determined by supply and demand, the prices discovered through these marksts offer va
economic information that determines how {and how much) of these commodities are produced and
consurmed.

" See 12 U.S.C. § 5462(6).

# The fist of globally systernically important financial institutions, as determined by the Financial
Stability Board, is avalable at www. financiatstabilityboard org/publications/r .111104bb.pdf,

* See 12 U.S.C. § B482{B).

The fist of globally systemically important financial institutions, as determined by the Financial

Stability Board, is available at www.financialstabiityboard.org/publications/r, 1 11104bb.pdf.

See 12 US.C. § 5462{6)

¥ This data is as of May 2, 2042, For a complete list of ali of ICE Clear Credit's clearing eligible
products, see www.theice.com/publicdons/clear_credit/ICE_Clear_Credit, Clearing, Eligibie_Prod-
ucts.xls.

thelce.com/releasede

e ICE Surpasses $15 Trilion Milestone in Global CDS Clearing at hiy
tail.cfm?ReleaselD=545362.

s of May 10, 2012, ICE Clear Credit’s clearing members were: Bank of America, N.A,, Barclays
Bank PLC, Barclays Capital Inc., BNP Paribas, BNP Paribas Securities Corp., Citikank N.A., Citi-
group Globat Markets inc., Credit Suisse International, Credit Suisse Securities (USA} LLC. Deutsche
Bank AG, London Branch, Deutsche Bank Securities Inc., Goldman, Sachs & Ce., Galdman Sachs
international, HEBC Bank USA, NLA., HEBC Securities {USA} Inc., JPMoergan Chass Bank, National
Agsociation, J.P. Morgan Securities LLC, Merrifl Lynch Internationad, Merrill Lynch, Piercs. Fenner

2612 FSOC /1 Anwnal Report
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& Smith, incorporated, Morgen Stanley Capitat Services LLC. Morgan Stantey & Co. LLC, Nomura
International PLC, Nomura Securities International, Inc., Société Générale, The Royat Bank of Scot
fand pic, UBS AG, London Sranch, and UBS Securitie:

L

* For example, a central counterparty will net member A's lo xposure in ong CDS index {formarty
to B} and A's short exposure in a diffsrent, but risk-related CDS index fformerly fo C), in determining
A collataral requiremen

* Ancording 1o the Bank for International Settlernenits, "Armounts outstanding with central cou
parties...increased fo about 17% of the fotal market at end-June 2011, after reaching 15% at end
December 2010." The 8IS report s avallable at: www, bi f.

* Derivatives Clearing Organization Generat Provisions and Core Pringiples, 76 FR 69334 (Nov. 8.
2011},

# The GBS rmarket plays a orit ole in the 1.8, Enancial system for financial market institutions
because it facififates lending and corporate finance activity among such partisipants, which can be
crucial in a tight credit envirenment, In addition, just as equity investors use indexes {such as the
S&P 500} to hedge against broad market tar purpose for crechit
investors (protecting assets) and i levelsh

@

12 U.8.0. § 5462061

* The list of globally systemically important financial institutions, as determined by the Financial
Stabitty Board, is available at www.financialstabilitybeard.org/publications/r_1 11104bb.p0,

* See 12 U.S.C. § 5462(8).

# The fist of globally systemically impartant finan:
Stability Board, is avaitable at www.financialstabilityboard.org/publication:

institutions, as determined by the Financial
111104bb. pdf.

ize the secured line of cradit and
s drawh ppon,

¥ 4 portion of the cleating fund assets must be
wili nct be available in addition ta the credit |

Endnotes
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Financial Stability Oversight Council
1500 Pennsylvania Avenue, NW
Washington, D.C. 20220
www.fsoc.gov
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Hearing held July 25, 2012
“The Annual Report of the Financial Stability Oversight Council”
House Financial Services Committee

Questions from Congressman Ron Paul (R-TX)
Please provide a direct answer to each question and sub-question while answering each
question as thoroughly as possible.

1. Does the President’s Working Group on Financial Markets (PWG) still exist, or has it
been superseded by the Financial Stability Oversight Council?

2. If the PWG is still active, how often does it meet?

a.

b.

C.

If the PWG still meets, are records of such meetings made?

If records are not made, why not?

If records are made, in what form, e.g., minutes, franscripts, etc? Please provide
as complete a list as possible.

d. If records are made, are these records kept? If not, why not?

If records are made and/or kept, will such records be released to the public or to
Congress? If not, why not?

If records will be released, when will these records be released to the public or to
Congress?

3. Were records made of past PWG meetings?

a,
b.

€.

If records were not made, why not?

If records were made, in what form, e.g., minutes, transcripts, etc? Please
provide as complete a list as possible.

If records were made, were these records kept? If not, why not?

If records were kept, will such records be released to the public or to Congress?
1f not, why not?

If records will be released, when will these records be released to the public or to
Congress?

4. If the PWG is still active, are records made of PWG decisions resulting in market

intervention?
a. If such records are not made, why not?
b. If records are made, are these records kept? If not, why not?
¢. If records are made, will such records be released to the public or to Congress?
If not, why not?
d. If records will be released, when will these records be released to the public or to

Congress?

5. Were records made of past PWG decisions resulting in market intervention?

a.

b.

<.

If records were not made, why not?

If records were made, were these records kept? If not, why not?

If records were kept, will such records be released to the public or to Congress?
If not, why not?



282

d. I records will be released, when will these records be released to the public or to
Congress?

6. If the PWG is still active, are communications of the PWG with market actors kept?
a. If communications are not kept, why not?
b. If communications are kept, will such communications be released to the public
or to Congress? If not, why not?
¢. Hf communications will be released, when will these communications be released
to the public or to Congress?

7. Were past communications of the PWG with market actors kept?
a. If communications were not kept, why not?
b. If communications were kept, will such communications be released to the public
or to Congress? If not, why not?
¢. If communications will be released, when will these communications be released
to the public or to Congress?

8. If the PWG is still active, are other types of PWG records maintained, other than those
previously mentioned?
a. If other records are maintained, please provide as complete a categorized list as
possible of the types of records.
b. Are these other types of records kept? If not, why not?

c. If other records are maintained, will such records be released to the public or to
Congress? If not, why not?

d. If records will be released, when will such records be released to the public or to
Congress?

9. Were any other types of records maintained related to the PWG, other than those
previously mentioned?

a. If other types of records were maintained, please provide as complete a
categorized list as possible of the types of records.

b. Were these other types of records kept? If not, why not?

c. If other records were kept, will such records be released to the public or to
Congress? If not, why not?

d. If records will be released, when will such records be released to the public or to
Congress?

The President’s Working Group on Financial Markets (PWG) was established by President
Reagan in 1988 to further goals of enhancing the integrity, efficiency, orderliness, and
competitiveness of our Nation’s financial markets and maintaining investor confidence. As such,
it has served as a forum to discuss and coordinate public policy issues among its four member
agencies. The PWG does not intervene in or discuss intervention in markets or exchanges, and
does not meet with market actors.
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Treasury is not aware of any minutes, transcripts, or recordings of past PWG meetings. Reports
and policy statements that have been issued by the PWG are publicly available on Treasury’s
website, including:

+ Hedge Funds, Leverage, and the Lessons of Long-Term Capital Management (1999);
+  Over-the-Counter Derivative Markets and the Commodity Exchange Act (1999);

»  Terrorism Risk Insurance (2006, 2010);

+ Policy Statement on Financial Market Developments (2008);

+ Statement by the President’s Working Group on Financial Markets (2008); and

+  Money Market Funds (2010).

The role of the PWG as a forum for discussion has largely been supplanted by the Financial
Stability Oversight Council, which was established in 2010. As a result, the PWG has
continuing staff work through the Financial and Banking Information Infrastructure Committee
(FBIIC), which was chartered under the PWG and is charged with improving coordination and
communication among financial regulators, and enhancing the resiliency of the financial sector.
In addition, the Terrorism Risk Insurance Act of 2002, as amended, requires the PWG to submit
a report to the House Committee on Financial Services and the Senate Committee on Banking,
Housing, and Urban Affairs in 2013 regarding the long-term availability and affordability of
insurance for terrorism risk.
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Questions from Rep. Ed Perlmutter (D-CO)
Secretary Geithner,

Thank you for your recent appearance before the House Financial Services Committee on
Wednesday, July 25, 2012. I appreciate and commend you for your service to our country.

Although I did not have an oppertunity to ask you questions at the recent hearing there are
several issues I would like to bring to your attention.

1.

Foreign Investment Real Property Tax Act (FIRPTA)

Commercial real estate properties in communities across the country are facing a
severe equity crisis. We need to be proactive in dealing with this issue, because if left
unchecked, the flood of commercial real estate loans coming due could result in
significant economic damage to our communities and could become a significant
liability for our nation's economic recovery.

One of the factors inhibiting equity coming into this sector is the Foreign Investment in
Real Property Tax Act (FIRPTA), a law that economists from all perspectives believe
makes foreign investment in U.S. real estate less attractive. Simply put, FIRPTA is a
barrier to raising equity at a time that the commercial real estate industry has an equity
problem too large for domestic investment alone to solve.

As you know, the Treasury in 2007 -- before your time in office -- made a very
controversial ruling (IRS Notice 2007-55) to tax the proceeds of a liquidating REIT, if
distributed to foreign shareholders, as a sale of real property rather than as stock, thus
subjecting them to FIRPTA.

I know the industry and tax experts have come to talk to you regarding the merits
surrounding the Withdrawal of the Notice. However, are you reexamining this ruling as
you move forward with your review of rules and regulations that inhibit economic
activity and job creation?

The Treasury Department appreciates the vital role of the commercial real estate market in
the U.S. economy, and we are sensitive to how our rules and regulations affect activity in that
sector. With that perspective, we are carcfully assessing the impact of Notice 2007-55 on the
commercial real estate market and continue to consider the issues addressed in the Notice.

Prior to the issuance of Notice 2007-55, foreign investors attempted to use private REITs to
avoid tax on gains from investments in U.S. real property under FIRPTA in apparent
contravention of the statutory framework. The Notice clarified that all REIT distributions to
foreign investors representing gain from the sale of U.S. real property remain subject to U.S.
tax regardless of whether those distributions represent ordinary-course dividends or
liquidating distributions.



285

We note that repeal of Notice 2007-55 would have a significant negative impact on revenue.
The Joint Committee on Taxation estimated in 2010 that repeal of Notice 2007-55 would cost
approximately $5.5 billion over 10 years, and Treasury’s more recent estimates suggest the
cost of repeal may be higher.

Basel 111 Capital Requirements

I recently heard from a community bank in Colorado who expressed concern about the
impact Basel II1 is going to have on their institution- which is under $1 Billion in assets.
Under the Basel III framework, bank holding companies with $500 million or more in
total assets will no longer be able to count trust preferred securities as Tier 1 capital.
This approach diverges somewhat from what Congress passed in the Dodd-Frank Wall
Street Reform and Consumer Protection Act. The ""Collins amendment' (Section 171)
or heightened capital requirements are only to apply to institutions with $15 Billion or
more in assets.

Community banks rely heavily on trust preferred assets/securities and are an important
source of capital to fund loans for mortgages and small businesses. As you know,
they're a long term, 30 year hybrid debt instrument that provides flexibility to banks in
times of economic distress to what we experienced in 2008. Furthermore, if banks can
no longer count "trust preferreds' as Tier 1 capital, their risk weighted assets will
increase and they'll be forced to hold more capital against everyday consumer loans.
This will make it very expensive for community banks to continue to make profitable
loans, especially in current economic times.

I hope you will take the time and effort to work with your colleagues at the Federal
Reserve and other regulatory agencies to ensure the Basel Il capital requirements
apply only to the most systemically important firms in the United States and not small
community banks that had nothing to do with the recent financial crisis.

1 agree with your assertion that community banks in the United States were not the primary
cause of the recent financial crisis. For this reason, a number of provisions of the Dodd-
Frank Act were largely tailored to large and complex financial institutions with significant
capital markets businesses.

Treasury understands the role that trust preferred securities play in meeting the regulatory
capital requirements for a number of community banks. Improving the amount and quality
of capital for banking organizations is critical to strengthening the financial system, but it is
also important to recognize the effect of excluding trust preferred securities from the capital
of smaller banks and the potential an increase in capital may have on lending to small
businesses and consumers. Treasury is not a rule writer for bank capital requirements.
Nevertheless, we have and will continue to engage with the banking agencies as they
consider public comments received on their proposed capital rules and work towards final
rules to implement Basel 111

3. Housing Refinance as a Way to Stimulate Economy

5
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Considering our current fiscal situation and the fact American consumers are still
deleveraging, spending less and saving more, we are running out of options/policy tools
to stimulate demand and grow our economy. However, by allowing homeowners the
ability to refinance into lower interest payments we can help American's save on
average $2,500 a year. Allowing more homeowners to take advantage of historically
low interest rates will provide a major stimulus to the economy because American's will
have more money to spend. Many homeowners use the savings on renovations,
furniture, appliances and other improvements, which help drive growth.

I commend the Obama Administration, Treasury, HUD and the GSE's for continuing
to help struggling homeowners refinance into lower monthly interest payments. In fact,
14.9 Million

Homeowners have refinanced since April 1, 2009. Since the housing crisis began,
Freddie Mac has helped nearly 4.8 million families refinance their mortgages to more
sustainable terms and more than 656,000 families avoid foreclosure.

Please continue to work with folks at HUD, FHA and the GSE's to ensure we are
encouraging all Americans to take advantage of historically low interest rates through
the Home Affordable Refinance Program (HARP) and the Home Affordable
Modification Program (HAMP).

Treasury remains committed to using a multi-pronged approach to supporting American
homeowners and preventing avoidable foreclosures whenever possible. To date, there have
been nearly 1.5 million assistance actions granted through the Making Home Affordable
Program, including more than 1.1 million homeowners who have received a permanent
modification through HAMP. In addition, TARP’s housing programs have transformed the
mortgage servicing industry by changing industry standards and practices and have helped to
make mortgage modifications become more sustainable, leading to a total of five million
maodifications. The Home Affordable Refinance Program (HARP) continues to be an
effective option for those homeowners who are not behind on their mortgage payments, but
are unable to secure traditional refinancing because the value of their home has declined.
Treasury will continue working with our partners at HUD, FHA, and the Federal Housing
Finance Agency (FHFA), which oversees the GSEs, to encourage more Americans to
consider refinancing or modifications, where appropriate, and take advantage of today’s low
interest rates.

Questions from Rep. Bill Posey (R-FL)

1. Secretary Geithner, as you are aware, over the past several months, I have had
numerous discussions with you and your staff regarding my concern about the non-
resident alien deposit rule you finalized in April of this year. I have repeatedly asked
Treasury to conduct an economic impact analysis before going forward with the
regulations because credible sources warned that the regulations would cause
significant capital flight from the United States to foreign jurisdictions. This is capital
that will never come back to the U.S,
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Repeatedly, I was told by you and your staff that the actual cost burden on banks to
comply with these regulations is minimal because banks will net have to spend much
money filling out the forms in order to comply. I was also assured that Treasury would
conduct a .good "public relations campaign" to "get the word out" to foreign
depositors that this information will simply be collected in case it is needed and will not
be shared unless it is requested and if we have a tax treaty with the requesting country.
This was Treasury's plan to prevent capital flight from the U.S.

1 was disappointed to receive a report from the Florida International Bankers
Association that in the few months following the publishing of the final Treasury
regulations, the loss of deposits to Florida institutions alone has amounted to nearly
$300 million. This is before the regulations have even been implemented. Do you
dispute this assessment and if so, what is your estimated deposit loss and how has
Treasury calculated that number?

The Treasury Department takes the economic strength and stability of U.S. financial
institutions very seriously. Accordingly, in finalizing the rules, we carefully considered the
potential impact of the bank deposit interest reporting rules on financial institutions. In
addition, we made several significant changes to the proposed regulations, in response to
concerns expressed by you and others, in order to make the existing legal and administrative
protections on the use of the collected information more transparent. Since finalizing the
rules in April, we have not seen any evidence of significant capital flight from Florida banks
or other U.S. financial institutions. To the contrary, we have analyzed Treasury International
Capital data (TIC data), including specifically data on deposits from Latin America, and have
confirmed that, in the aggregate, deposits did not decline following the release of either the
proposed or final regulations. Rather, non-negotiable deposits held by foreigners (other than
foreign official institutions and foreign banks) have increased since the regulations were
proposed in Januvary 2011 and since the finalization of the regulations in April 2012.

We believe that the benefits of the proposed regulations are significant, and they outweigh
any costs for U.S. financial institutions. The bank deposit regulations are a critical part of the
United States” efforts to combat offshore tax evasion—a top priority of the Administration
and Congress. In order to ensure that U.S. taxpayers cannot evade U.S. tax by hiding income
and assets offshore, the Internal Revenue Service (IRS) must be able to obtain information
from other countries regarding income earned and assets held in those countries by U.S.
taxpayers. Obtaining such information requires the cooperation of foreign governments,
which, in turn, often requires the United States to be able to provide information about
nonresident accounts held in U.S. financial institutions. For this reason, similar regulations
were proposed by both the Clinton Administration and the Bush Administration as a way of
combating the tax gap.

Questions for the Record from Rep. Royce (R-CA)

1.

Part of the reason I opposed TARP and every other bailout during the financial crisis
was my overriding concern with the moral hazard problem created by government
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providing such an enormous amount of support to the financial sector. An additional
concern I had was the steep cost to the American taxpayers of these bailouts.

It has been four years since TARP passed. According to ProPublica, the government is
still out $211 billion due to the financial bailouts. While the majority of the outstanding
funds ($146 billion) reside at the bailed out government sponsored enterprises, Fannie
Mae and Freddie Mac, the TARP program also remains in the red. An estimated $64
billion is the net amount still outstanding within TARP.

Regardless of one's position on the bailouts during the crisis, all sides would like to see
an end to TARP as soon as possible and the explicit government support removed from
the financial sector. From a good governance perspective, all sides should also be
concerned with minimizing the ultimate price tag for the taxpayers.

Recently the Treasury Department announced plans to proceed with a mass auction of
most of the remaining TARP capital purchase stock. Regarding this development,
please provide answers to the following questions:
¢ In your opinion, what are the benefits and repercussions of the mass auction
approach? Will this approach lead to the quickest exit from TARP? Will this
approach maximize the return to the taxpayers?
¢ Are there other options that would provide for a quicker withdrawal from
TARP? Or that would lead to a better return for taxpayers?

TARP—along with actions by the Treasury, the Federal Reserve, and the FDIC-—succeeded in
helping to prevent the collapse of the financial system and at a much lower cost than originally
expected. As of February 8, 2013, we have already recovered 93 percent of the $418.5 billion
disbursed. In the TARP banking programs, we invested $245 billion and have already recovered
over $268 billion through repayments and other income——representing a positive return of $23
billion.

In total, 707 institutions received investments through TARP’s Capital Purchase Program (CPP).
Today, there are fewer than 200 institutions remaining in CPP. Most of them are smaller,
community lenders who face more significant challenges raising funds from private investors in
the capital markets with which to exit TARP and to repay taxpayers. Additionally, many
community lenders have been particularly hard-hit by troubled commercial and residential real
estate loans in the aftermath of the financial crisis.

We remain committed to the same approach that we articulated in May 2012. We said then that
we will continue to use a combination of the following three strategies to exit the taxpayers’
remaining CPP investments:

1. Repayments: Based on our ongoing analysis and discussions with the participants still in
the CPP, we expect many of them to repay Treasury in full over the next 12 to 18 months.
We will continue to hold onto our investments with respect to those institutions.
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2. Restructuring investments: A handful of participants have proposed restructuring their
investments—typically in connection with a merger or a plan to raise new capital. In
these instances, Treasury agrees to receive cash or other securities (sometimes at a
discount to the original “par” value of the investment), which can be more easily sold.
Treasury has participated in approximately 20 such transactions, and we will continue to
do so going forward, but only if the terms represent the best deal for taxpayers under the
circumstances.

3. Sales: Treasury plans to sell its CPP preferred stock investments in institutions that do not
fall into one of the above categories. As of February 8, 2013 Treasury has sold its CPP
preferred stock investments in 106 institutions for over $1.8 billion in aggregate net
proceeds. We have done this through robust, open auctions using the same procedures
that we previously developed for auctioning the warrants received from CPP participants
as part of TARP. We will continue to sell many of our remaining positions in individual
auctions and may also combine some smaller positions into pools.

We believe these sales can be especially beneficial for community lenders because it attracts
new, private capital to replace the temporary government support they received through TARP.
That means that the government is able to exit its stake, while the CPP participant is still able to
preserve capital on its books. The institution can then continue to use that capital to help them
lend to families and businesses in their local communities.

These sales will continue to occur over time, in stages, and we regularly evaluate our strategies
as we proceed. In most cases, the sale prices may be less than the original par value; however,
Treasury will only sell above a preset minimum price in order to best protect taxpayer value.
Moreover, these auctions will not change the fact that the TARP banking programs in total have
generated a significant positive gain to the taxpayer. At this point, every additional dollar we
recover from these investments provides an additional positive return for taxpayers. As with all
of our TARP investments, the extent to which Treasury conducts these sales will ultimately
depend on market conditions and will be done in a way that balances the need to exit the
investment while maximizing value for the taxpayers. We believe this combination of strategies
is the best way to wind down the program in the near term.

Questions from Rep. Schweikert (R-AZ):

1. In light of the current Weighted Average Maturity of U.S. sovereign debt, what reason
does Treasury have for not circulating extended duration bonds, such as 50-, 75-, and
99-year bonds?

We constantly review our debt management options and consider new products. In order to
successfully issue extremely long dated maturing (“ultralong™) bonds, we would need to have
a consistent source of demand to establish regular and predictable issuance. Numerous
discussions with investors and market participants have indicated that such demand does not
currently exist. Indeed, within capital markets, there are, on balance, relatively few tradable
ultralong financial instruments. Most U.S. mortgages have maximum maturities of 30-years,
U.S. companies rarely issue debt greater than 13-years, and our 50-year swap market is

9
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extremely illiquid. As there may not be consistent sources of demand for longer dated
maturing bonds, issuing these debt instruments would likely lead to a substantial increase in
funding costs.

Wouldn't this direction in monetary policy be consistent with the design and intent of
the Federal Reserve's Operation Twist, and at the same time reduce U.S. exposure at
future refinancings?

Given the distinct separation between monetary and fiscal policy, Treasury’s debt
management is not influenced by actions taken by the Federal Reserve. We do not
coordinate our policies and instead focus on our goal of financing the government at the
lowest cost over time. In order to achieve this goal, we have continued to extend the
weighted average maturity of our debt portfolio, from 48 months during the crisis to 64
months currently. We also now have the lowest percentage of debt maturing in one year or
less in the last 30 years. These actions have greatly reduced the United States” exposure to
refinancing risk.
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