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Financial Regulatory Reform: A New Foundation

INTRODUCTION

Over the past two years we have faced the most severe financial crisis since the Great
Depression. Americans across the nation are struggling with unemployment, failing
businesses, falling home prices, and declining savings. These challenges have forced the
government to take extraordinary measures to revive our financial system so that people
can access loans to buy a car or home, pay for a child’s education, or finance a business.

The roots of this crisis go back decades. Years without a serious economic recession
bred complacency among financial intermediaries and investors. Financial challenges
such as the near-failure of Long-Term Capital Management and the Asian Financial
Crisis had minimal impact on economic growth in the U.S., which bred exaggerated
expectations about the resilience of our financial markets and firms. Rising asset prices,
particularly in housing, hid weak credit underwriting standards and masked the growing
leverage throughout the system.

At some of our most sophisticated financial firms, risk management systems did not keep
pace with the complexity of new financial products. The lack of transparency and
standards in markets for securitized loans helped to weaken underwriting standards.
Market discipline broke down as investors relied excessively on credit rating agencies.
Compensation practices throughout the financial services industry rewarded short-term
profits at the expense of long-term value.

Households saw significant increases in access to credit, but those gains were
overshadowed by pervasive failures in consumer protection, leaving many Americans
with obligations that they did not understand and could not afford.

While this crisis had many causes, it is clear now that the government could have done
more to prevent many of these problems from growing out of control and threatening the
stability of our financial system. Gaps and weaknesses in the supervision and regulation
of financial firms presented challenges to our government’s ability to monitor, prevent, or
address risks as they built up in the system. No regulator saw its job as protecting the
economy and financial system as a whole. Existing approaches to bank holding company
regulation focused on protecting the subsidiary bank, not on comprehensive regulation of
the whole firm. Investment banks were permitted to opt for a different regime under a
different regulator, and in doing so, escaped adequate constraints on leverage. Other
firms, such as AlG, owned insured depositories, but escaped the strictures of serious
holding company regulation because the depositories that they owned were technically
not “banks” under relevant law.

We must act now to restore confidence in the integrity of our financial system. The
lasting economic damage to ordinary families and businesses is a constant reminder of
the urgent need to act to reform our financial regulatory system and put our economy on
track to a sustainable recovery. We must build a new foundation for financial regulation
and supervision that is simpler and more effectively enforced, that protects consumers
and investors, that rewards innovation and that is able to adapt and evolve with changes
in the financial market.

In the following pages, we propose reforms to meet five key objectives:
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(1) Promote robust supervision and regulation of financial firms. Financial institutions
that are critical to market functioning should be subject to strong oversight. No financial
firm that poses a significant risk to the financial system should be unregulated or weakly
regulated. We need clear accountability in financial oversight and supervision. We
propose:

A new Financial Services Oversight Council of financial regulators to identify
emerging systemic risks and improve interagency cooperation.

New authority for the Federal Reserve to supervise all firms that could pose a
threat to financial stability, even those that do not own banks.

Stronger capital and other prudential standards for all financial firms, and even
higher standards for large, interconnected firms.

A new National Bank Supervisor to supervise all federally chartered banks.

Elimination of the federal thrift charter and other loopholes that allowed some
depository institutions to avoid bank holding company regulation by the Federal
Reserve.

The registration of advisers of hedge funds and other private pools of capital with
the SEC.

(2) Establish comprehensive supervision of financial markets. Our major financial
markets must be strong enough to withstand both system-wide stress and the failure of
one or more large institutions. We propose:

Enhanced regulation of securitization markets, including new requirements for
market transparency, stronger regulation of credit rating agencies, and a
requirement that issuers and originators retain a financial interest in securitized
loans.

Comprehensive regulation of all over-the-counter derivatives.

New authority for the Federal Reserve to oversee payment, clearing, and
settlement systems.

(3) Protect consumers and investors from financial abuse. To rebuild trust in our
markets, we need strong and consistent regulation and supervision of consumer financial
services and investment markets. We should base this oversight not on speculation or
abstract models, but on actual data about how people make financial decisions. We must
promote transparency, simplicity, fairness, accountability, and access. We propose:

A new Consumer Financial Protection Agency to protect consumers across the
financial sector from unfair, deceptive, and abusive practices.

Stronger regulations to improve the transparency, fairness, and appropriateness of
consumer and investor products and services.

A level playing field and higher standards for providers of consumer financial
products and services, whether or not they are part of a bank.
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(4) Provide the government with the tools it needs to manage financial crises. We need
to be sure that the government has the tools it needs to manage crises, if and when they
arise, so that we are not left with untenable choices between bailouts and financial
collapse. We propose:

e A new regime to resolve nonbank financial institutions whose failure could have
serious systemic effects.

e Revisions to the Federal Reserve’s emergency lending authority to improve
accountability.

(5) Raise international regulatory standards and improve international cooperation.
The challenges we face are not just American challenges, they are global challenges. So,
as we work to set high regulatory standards here in the United States, we must ask the
world to do the same. We propose:

e International reforms to support our efforts at home, including strengthening the
capital framework; improving oversight of global financial markets; coordinating
supervision of internationally active firms; and enhancing crisis management
tools.

In addition to substantive reforms of the authorities and practices of regulation and
supervision, the proposals contained in this report entail a significant restructuring of our
regulatory system. We propose the creation of a Financial Services Oversight Council,
chaired by Treasury and including the heads of the principal federal financial regulators
as members. We also propose the creation of two new agencies. We propose the
creation of the Consumer Financial Protection Agency, which will be an independent
entity dedicated to consumer protection in credit, savings, and payments markets. We
also propose the creation of the National Bank Supervisor, which will be a single agency
with separate status in Treasury with responsibility for federally chartered depository
institutions. To promote national coordination in the insurance sector, we propose the
creation of an Office of National Insurance within Treasury.

Under our proposal, the Federal Reserve and the Federal Deposit Insurance Corporation
(FDIC) would maintain their respective roles in the supervision and regulation of state-
chartered banks, and the National Credit Union Administration (NCUA) would maintain
its authorities with regard to credit unions. The Securities and Exchange Commission
(SEC) and Commodity Futures Trading Commission (CFTC) would maintain their
current responsibilities and authorities as market regulators, though we propose to
harmonize the statutory and regulatory frameworks for futures and securities.

The proposals contained in this report do not represent the complete set of potentially
desirable reforms in financial regulation. More can and should be done in the future. We
focus here on what is essential: to address the causes of the current crisis, to create a more
stable financial system that is fair for consumers, and to help prevent and contain
potential crises in the future. (For a detailed list of recommendations, please see
Summary of Recommendations following the Introduction.)

These proposals are the product of broad-ranging individual consultations with members
of the President’s Working Group on Financial Markets, Members of Congress,
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academics, consumer and investor advocates, community-based organizations, the
business community, and industry and market participants.

I. Promote Robust Supervision and Regulation of Financial Firms

In the years leading up to the current financial crisis, risks built up dangerously in our
financial system. Rising asset prices, particularly in housing, concealed a sharp
deterioration of underwriting standards for loans. The nation’s largest financial firms,
already highly leveraged, became increasingly dependent on unstable sources of short-
term funding. In many cases, weaknesses in firms’ risk-management systems left them
unaware of the aggregate risk exposures on and off their balance sheets. A credit boom
accompanied a housing bubble. Taking access to short-term credit for granted, firms did
not plan for the potential demands on their liquidity during a crisis. When asset prices
started to fall and market liquidity froze, firms were forced to pull back from lending,
limiting credit for households and businesses.

Our supervisory framework was not equipped to handle a crisis of this magnitude. To be
sure, most of the largest, most interconnected, and most highly leveraged financial firms
in the country were subject to some form of supervision and regulation by a federal
government agency. But those forms of supervision and regulation proved inadequate
and inconsistent.

First, capital and liquidity requirements were simply too low. Regulators did not require
firms to hold sufficient capital to cover trading assets, high-risk loans, and off-balance
sheet commitments, or to hold increased capital during good times to prepare for bad
times. Regulators did not require firms to plan for a scenario in which the availability of
liquidity was sharply curtailed.

Second, on a systemic basis, regulators did not take into account the harm that large,
interconnected, and highly leveraged institutions could inflict on the financial system and
on the economy if they failed.

Third, the responsibility for supervising the consolidated operations of large financial
firms was split among various federal agencies. Fragmentation of supervisory
responsibility and loopholes in the legal definition of a “bank” allowed owners of banks
and other insured depository institutions to shop for the regulator of their choice.

Fourth, investment banks operated with insufficient government oversight. Money
market mutual funds were vulnerable to runs. Hedge funds and other private pools of
capital operated completely outside of the supervisory framework.

To create a new foundation for the regulation of financial institutions, we will promote
more robust and consistent regulatory standards for all financial institutions. Similar
financial institutions should face the same supervisory and regulatory standards, with no
gaps, loopholes, or opportunities for arbitrage.

We propose the creation of a Financial Services Oversight Council, chaired by Treasury,
to help fill gaps in supervision, facilitate coordination of policy and resolution of
disputes, and identify emerging risks in firms and market activities. This Council would
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include the heads of the principal federal financial regulators and would maintain a
permanent staff at Treasury.

We propose an evolution in the Federal Reserve’s current supervisory authority for BHCs
to create a single point of accountability for the consolidated supervision of all companies
that own a bank. All large, interconnected firms whose failure could threaten the stability
of the system should be subject to consolidated supervision by the Federal Reserve,
regardless of whether they own an insured depository institution. These firms should not
be able to escape oversight of their risky activities by manipulating their legal structure.

Under our proposals, the largest, most interconnected, and highly leveraged institutions
would face stricter prudential regulation than other regulated firms, including higher
capital requirements and more robust consolidated supervision. In effect, our proposals
would compel these firms to internalize the costs they could impose on society in the
event of failure.

I1. Establish Comprehensive Regulation of Financial Markets

The current financial crisis occurred after a long and remarkable period of growth and
innovation in our financial markets. New financial instruments allowed credit risks to be
spread widely, enabling investors to diversify their portfolios in new ways and enabling
banks to shed exposures that had once stayed on their balance sheets. Through
securitization, mortgages and other loans could be aggregated with similar loans and sold
in tranches to a large and diverse pool of new investors with different risk preferences.
Through credit derivatives, banks could transfer much of their credit exposure to third
parties without selling the underlying loans. This distribution of risk was widely
perceived to reduce systemic risk, to promote efficiency, and to contribute to a better
allocation of resources.

However, instead of appropriately distributing risks, this process often concentrated risk
in opaque and complex ways. Innovations occurred too rapidly for many financial
institutions’ risk management systems; for the market infrastructure, which consists of
payment, clearing and settlement systems; and for the nation’s financial supervisors.

Securitization, by breaking down the traditional relationship between borrowers and
lenders, created conflicts of interest that market discipline failed to correct. Loan
originators failed to require sufficient documentation of income and ability to pay.
Securitizers failed to set high standards for the loans they were willing to buy,
encouraging underwriting standards to decline. Investors were overly reliant on credit
rating agencies. Credit ratings often failed to accurately describe the risk of rated
products. In each case, lack of transparency prevented market participants from
understanding the full nature of the risks they were taking.

The build-up of risk in the over-the-counter (OTC) derivatives markets, which were
thought to disperse risk to those most able to bear it, became a major source of contagion
through the financial sector during the crisis.

We propose to bring the markets for all OTC derivatives and asset-backed securities into
a coherent and coordinated regulatory framework that requires transparency and
improves market discipline. Our proposal would impose record keeping and reporting
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requirements on all OTC derivatives. We also propose to strengthen the prudential
regulation of all dealers in the OTC derivative markets and to reduce systemic risk in
these markets by requiring all standardized OTC derivative transactions to be executed in
regulated and transparent venues and cleared through regulated central counterparties.

We propose to enhance the Federal Reserve’s authority over market infrastructure to
reduce the potential for contagion among financial firms and markets.

Finally, we propose to harmonize the statutory and regulatory regimes for futures and
securities. While differences exist between securities and futures markets, many
differences in regulation between the markets may no longer be justified. In particular,
the growth of derivatives markets and the introduction of new derivative instruments
have highlighted the need for addressing gaps and inconsistencies in the regulation of
these products by the CFTC and SEC.

I11. Protect Consumers and Investors from Financial Abuse

Prior to the current financial crisis, a number of federal and state regulations were in
place to protect consumers against fraud and to promote understanding of financial
products like credit cards and mortgages. But as abusive practices spread, particularly in
the market for subprime and nontraditional mortgages, our regulatory framework proved
inadequate in important ways. Multiple agencies have authority over consumer
protection in financial products, but for historical reasons, the supervisory framework for
enforcing those regulations had significant gaps and weaknesses. Banking regulators at
the state and federal level had a potentially conflicting mission to promote safe and sound
banking practices, while other agencies had a clear mission but limited tools and
jurisdiction. Most critically in the run-up to the financial crisis, mortgage companies and
other firms outside of the purview of bank regulation exploited that lack of clear
accountability by selling mortgages and other products that were overly complicated and
unsuited to borrowers’ financial situation. Banks and thrifts followed suit, with
disastrous results for consumers and the financial system.

This year, Congress, the Administration, and financial regulators have taken significant
measures to address some of the most obvious inadequacies in our consumer protection
framework. But these steps have focused on just two, albeit very important, product
markets — credit cards and mortgages. We need comprehensive reform.

For that reason, we propose the creation of a single regulatory agency, a Consumer
Financial Protection Agency (CFPA), with the authority and accountability to make sure
that consumer protection regulations are written fairly and enforced vigorously. The
CFPA should reduce gaps in federal supervision and enforcement; improve coordination
with the states; set higher standards for financial intermediaries; and promote consistent
regulation of similar products.

Consumer protection is a critical foundation for our financial system. It gives the public
confidence that financial markets are fair and enables policy makers and regulators to
maintain stability in regulation. Stable regulation, in turn, promotes growth, efficiency,
and innovation over the long term. We propose legislative, regulatory, and
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administrative reforms to promote transparency, simplicity, fairness, accountability, and
access in the market for consumer financial products and services.

We also propose new authorities and resources for the Federal Trade Commission to
protect consumers in a wide range of areas.

Finally, we propose new authorities for the Securities and Exchange Commission to
protect investors, improve disclosure, raise standards, and increase enforcement.

IV. Provide the Government with the Tools it Needs to Manage Financial Crises

Over the past two years, the financial system has been threatened by the failure or near
failure of some of the largest and most interconnected financial firms. Our current
system already has strong procedures and expertise for handling the failure of banks, but
when a bank holding company or other nonbank financial firm is in severe distress, there
are currently only two options: obtain outside capital or file for bankruptcy. During most
economic climates, these are suitable options that will not impact greater financial
stability.

However, in stressed conditions it may prove difficult for distressed institutions to raise
sufficient private capital. Thus, if a large, interconnected bank holding company or other
nonbank financial firm nears failure during a financial crisis, there are only two untenable
options: obtain emergency funding from the US government as in the case of AIG, or
file for bankruptcy as in the case of Lehman Brothers. Neither of these options is
acceptable for managing the resolution of the firm efficiently and effectively in a manner
that limits the systemic risk with the least cost to the taxpayer.

We propose a new authority, modeled on the existing authority of the FDIC, that should
allow the government to address the potential failure of a bank holding company or other
nonbank financial firm when the stability of the financial system is at risk.

In order to improve accountability in the use of other crisis tools, we also propose that the
Federal Reserve Board receive prior written approval from the Secretary of the Treasury
for emergency lending under its “unusual and exigent circumstances” authority.

V. Raise International Regulatory Standards and Improve International
Cooperation

As we have witnessed during this crisis, financial stress can spread easily and quickly
across national boundaries. Yet, regulation is still set largely in a national context.
Without consistent supervision and regulation, financial institutions will tend to move
their activities to jurisdictions with looser standards, creating a race to the bottom and
intensifying systemic risk for the entire global financial system.

The United States is playing a strong leadership role in efforts to coordinate international
financial policy through the G-20, the Financial Stability Board, and the Basel Committee
on Banking Supervision. We will use our leadership position in the international
community to promote initiatives compatible with the domestic regulatory reforms
described in this report.
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We will focus on reaching international consensus on four core issues: regulatory capital
standards; oversight of global financial markets; supervision of internationally active
financial firms; and crisis prevention and management.

At the April 2009 London Summit, the G-20 Leaders issued an eight-part declaration
outlining a comprehensive plan for financial regulatory reform.

The domestic regulatory reform initiatives outlined in this report are consistent with the
international commitments the United States has undertaken as part of the G-20 process,
and we propose stronger regulatory standards in a number of areas.
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SUMMARY OF RECOMMENDATIONS
Please refer to the main text for further details

PROMOTE ROBUST SUPERVISION AND REGULATION OF FINANCIAL FIRMS

A. Create a Financial Services Oversight Council

B.

1. We propose the creation of a Financial Services Oversight Council to
facilitate information sharing and coordination, identify emerging risks,
advise the Federal Reserve on the identification of firms whose failure could
pose a threat to financial stability due to their combination of size, leverage,
and interconnectedness (hereafter referred to as a Tier 1 FHC), and provide a
forum for resolving jurisdictional disputes between regulators.

a. The membership of the Council should include (i) the Secretary of the
Treasury, who shall serve as the Chairman; (ii) the Chairman of the
Board of Governors of the Federal Reserve System; (iii) the Director
of the National Bank Supervisor; (iv) the Director of the Consumer
Financial Protection Agency; (v) the Chairman of the SEC; (vi) the
Chairman of the CFTC; (vii) the Chairman of the FDIC; and (viii) the
Director of the Federal Housing Finance Agency (FHFA).

b. The Council should be supported by a permanent, full-time expert staff
at Treasury. The staff should be responsible for providing the Council
with the information and resources it needs to fulfill its
responsibilities.

2. Our legislation will propose to give the Council the authority to gather
information from any financial firm and the responsibility for referring
emerging risks to the attention of regulators with the authority to respond.

Implement Heightened Consolidated Supervision and Requlation of All Large,
Interconnected Financial Firms

1. Any financial firm whose combination of size, leverage, and
interconnectedness could pose a threat to financial stability if it failed (Tier 1
FHC) should be subject to robust consolidated supervision and regulation,
regardless of whether the firm owns an insured depository institution.

2. The Federal Reserve Board should have the authority and accountability for
consolidated supervision and regulation of Tier 1 FHCs.

3. Our legislation will propose criteria that the Federal Reserve must consider
in identifying Tier 1 FHCs.

4. The prudential standards for Tier 1 FHCs — including capital, liquidity and
risk management standards — should be stricter and more conservative than
those applicable to other financial firms to account for the greater risks that
their potential failure would impose on the financial system.

5. Consolidated supervision of a Tier 1 FHC should extend to the parent
company and to all of its subsidiaries — regulated and unregulated, U.S. and

10
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foreign. Functionally regulated and depository institution subsidiaries of a
Tier 1 FHC should continue to be supervised and regulated primarily by their
functional or bank regulator, as the case may be. The constraints that the
Gramm-Leach-Bliley Act (GLB Act) introduced on the Federal Reserve’s
ability to require reports from, examine, or impose higher prudential
requirements or more stringent activity restrictions on the functionally
regulated or depository institution subsidiaries of FHCs should be removed.

Consolidated supervision of a Tier 1 FHC should be macroprudential in
focus. That is, it should consider risk to the system as a whole.

The Federal Reserve, in consultation with Treasury and external experts,
should propose recommendations by October 1, 2009 to better align its
structure and governance with its authorities and responsibilities.

C. Strengthen Capital and Other Prudential Standards For All Banks and BHCs

1.

Treasury will lead a working group, with participation by federal financial
regulatory agencies and outside experts that will conduct a fundamental
reassessment of existing regulatory capital requirements for banks and BHCs,
including new Tier 1 FHCs. The working group will issue a report with its
conclusions by December 31, 2009.

Treasury will lead a working group, with participation by federal financial
regulatory agencies and outside experts, that will conduct a fundamental
reassessment of the supervision of banks and BHCs. The working group will
issue a report with its conclusions by October 1, 2009.

Federal regulators should issue standards and guidelines to better align
executive compensation practices of financial firms with long-term
shareholder value and to prevent compensation practices from providing
incentives that could threaten the safety and soundness of supervised
institutions. In addition, we will support legislation requiring all public
companies to hold non-binding shareholder resolutions on the compensation
packages of senior executive officers, as well as new requirements to make
compensation committees more independent.

Capital and management requirements for FHC status should not be limited
to the subsidiary depository institution. All FHCs should be required to meet
the capital and management requirements on a consolidated basis as well.

The accounting standard setters (the FASB, the IASB, and the SEC) should
review accounting standards to determine how financial firms should be
required to employ more forward-looking loan loss provisioning practices
that incorporate a broader range of available credit information. Fair value
accounting rules also should be reviewed with the goal of identifying changes
that could provide users of financial reports with both fair value information
and greater transparency regarding the cash flows management expects to
receive by holding investments.

11
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6. Firewalls between banks and their affiliates should be strengthened to protect
the federal safety net that supports banks and to better prevent spread of the
subsidy inherent in the federal safety net to bank affiliates.

D. Close Loopholes in Bank Requlation

1. We propose the creation of a new federal government agency, the National
Bank Supervisor (NBS), to conduct prudential supervision and regulation of
all federally chartered depository institutions, and all federal branches and
agencies of foreign banks.

2. We propose to eliminate the federal thrift charter, but to preserve its interstate
branching rules and apply them to state and national banks.

3. All companies that control an insured depository institution, however
organized, should be subject to robust consolidated supervision and
regulation at the federal level by the Federal Reserve and should be subject to
the nonbanking activity restrictions of the BHC Act. The policy of separating
banking from commerce should be re-affirmed and strengthened. We must
close loopholes in the BHC Act for thrift holding companies, industrial loan
companies, credit card banks, trust companies, and grandfathered *““nonbank™
banks.

E. Eliminate the SEC’s Programs for Consolidated Supervision

The SEC has ended its Consolidated Supervised Entity Program, under which it
had been the holding company supervisor for companies such as Lehman
Brothers and Bear Stearns. We propose also eliminating the SEC’s Supervised
Investment Bank Holding Company program. Investment banking firms that seek
consolidated supervision by a U.S. regulator should be subject to supervision and
regulation by the Federal Reserve.

F. Require Hedge Funds and Other Private Pools of Capital to Reqgister

All advisers to hedge funds (and other private pools of capital, including private
equity funds and venture capital funds) whose assets under management exceed
some modest threshold should be required to register with the SEC under the
Investment Advisers Act. The advisers should be required to report information
on the funds they manage that is sufficient to assess whether any fund poses a
threat to financial stability.

G. Reduce the Susceptibility of Money Market Mutual Funds (MMFs) to Runs

The SEC should move forward with its plans to strengthen the regulatory
framework around MMFs to reduce the credit and liquidity risk profile of
individual MMFs and to make the MMF industry as a whole less susceptible to
runs. The President’s Working Group on Financial Markets should prepare a
report assessing whether more fundamental changes are necessary to further
reduce the MMF industry’s susceptibility to runs, such as eliminating the ability
of a MMF to use a stable net asset value or requiring MMFs to obtain access to
reliable emergency liquidity facilities from private sources.

12
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H. Enhance Oversight of the Insurance Sector

Our legislation will propose the establishment of the Office of National Insurance
within Treasury to gather information, develop expertise, negotiate international
agreements, and coordinate policy in the insurance sector. Treasury will support
proposals to modernize and improve our system of insurance regulation in
accordance with six principles outlined in the body of the report.

Determine the Future Role of the Government Sponsored Enterprises (GSES)

Treasury and the Department of Housing and Urban Development, in
consultation with other government agencies, will engage in a wide-ranging
initiative to develop recommendations on the future of Fannie Mae and Freddie
Mac, and the Federal Home Loan Bank system. We need to maintain the
continued stability and strength of the GSEs during these difficult financial times.
We will report to the Congress and the American public at the time of the
President’s 2011 Budget release.

ESTABLISH COMPREHENSIVE REGULATION OF FINANCIAL MARKETS

. Strengthen Supervision and Regulation of Securitization Markets

1. Federal banking agencies should promulgate regulations that require
originators or sponsors to retain an economic interest in a material portion of
the credit risk of securitized credit exposures.

2. Regulators should promulgate additional regulations to align compensation of
market participants with longer term performance of the underlying loans.

3. The SEC should continue its efforts to increase the transparency and
standardization of securitization markets and be given clear authority to
require robust reporting by issuers of asset backed securities (ABS).

4. The SEC should continue its efforts to strengthen the regulation of credit
rating agencies, including measures to promote robust policies and
procedures that manage and disclose conflicts of interest, differentiate
between structured and other products, and otherwise strengthen the integrity
of the ratings process.

5. Regulators should reduce their use of credit ratings in regulations and
supervisory practices, wherever possible.

. Create Comprehensive Requlation of All OTC Derivatives, Including Credit

Default Swaps (CDS)

All OTC derivatives markets, including CDS markets, should be subject to
comprehensive regulation that addresses relevant public policy objectives: (1)
preventing activities in those markets from posing risk to the financial system; (2)
promoting the efficiency and transparency of those markets; (3) preventing
market manipulation, fraud, and other market abuses; and (4) ensuring that OTC
derivatives are not marketed inappropriately to unsophisticated parties.

13
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. Harmonize Futures and Securities Requlation

The CFTC and the SEC should make recommendations to Congress for changes
to statutes and regulations that would harmonize regulation of futures and
securities.

. Strengthen Oversight of Systemically Important Payment, Clearing, and

Settlement Systems and Related Activities

We propose that the Federal Reserve have the responsibility and authority to
conduct oversight of systemically important payment, clearing and settlement
systems, and activities of financial firms.

. Strengthen Settlement Capabilities and Liquidity Resources of Systemically

Important Payment, Clearing, and Settlement Systems

We propose that the Federal Reserve have authority to provide systemically
important payment, clearing, and settlement systems access to Reserve Bank
accounts, financial services, and the discount window.

PROTECT CONSUMERS AND INVESTORS FROM FINANCIAL ABUSE

. Create a New Consumer Financial Protection Agency

1. We propose to create a single primary federal consumer protection supervisor
to protect consumers of credit, savings, payment, and other consumer
financial products and services, and to regulate providers of such products
and services.

2. The CFPA should have broad jurisdiction to protect consumers in consumer
financial products and services such as credit, savings, and payment products.

The CFPA should be an independent agency with stable, robust funding.

4. The CFPA should have sole rule-making authority for consumer financial
protection statutes, as well as the ability to fill gaps through rule-making.

5. The CFPA should have supervisory and enforcement authority and
jurisdiction over all persons covered by the statutes that it implements,
including both insured depositories and the range of other firms not
previously subject to comprehensive federal supervision, and it should work
with the Department of Justice to enforce the statutes under its jurisdiction in
federal court.

6. The CFPA should pursue measures to promote effective regulation, including
conducting periodic reviews of regulations, an outside advisory council, and
coordination with the Council.

7. The CFPA’s strong rules would serve as a floor, not a ceiling. The states
should have the ability to adopt and enforce stricter laws for institutions of all
types, regardless of charter, and to enforce federal law concurrently with
respect to institutions of all types, also regardless of charter.

8. The CFPA should coordinate enforcement efforts with the states.
14
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The CFPA should have a wide variety of tools to enable it to perform its
functions effectively.

10. The Federal Trade Commission should also be given better tools and

additional resources to protect consumers.

. Reform Consumer Protection

1.

Transparency. We propose a new proactive approach to disclosure. The
CFPA will be authorized to require that all disclosures and other
communications with consumers be reasonable: balanced in their
presentation of benefits, and clear and conspicuous in their identification of
costs, penalties, and risks.

Simplicity. We propose that the regulator be authorized to define standards
for “plain vanilla” products that are simpler and have straightforward
pricing. The CFPA should be authorized to require all providers and
intermediaries to offer these products prominently, alongside whatever other
lawful products they choose to offer.

Fairness. Where efforts to improve transparency and simplicity prove
inadequate to prevent unfair treatment and abuse, we propose that the CFPA
be authorized to place tailored restrictions on product terms and provider
practices, if the benefits outweigh the costs. Moreover, we propose to
authorize the Agency to impose appropriate duties of care on financial
intermediaries.

Access. The Agency should enforce fair lending laws and the Community
Reinvestment Act and otherwise seek to ensure that underserved consumers
and communities have access to prudent financial services, lending, and
investment.

. Strengthen Investor Protection

1.

The SEC should be given expanded authority to promote transparency in
investor disclosures.

The SEC should be given new tools to increase fairness for investors by
establishing a fiduciary duty for broker-dealers offering investment advice
and harmonizing the regulation of investment advisers and broker-dealers.

Financial firms and public companies should be accountable to their clients
and investors by expanding protections for whistleblowers, expanding
sanctions available for enforcement, and requiring non-binding shareholder
votes on executive pay plans.

Under the leadership of the Financial Services Oversight Council, we propose
the establishment of a Financial Consumer Coordinating Council with a
broad membership of federal and state consumer protection agencies, and a
permanent role for the SEC’s Investor Advisory Committee.
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5. Promote retirement security for all Americans by strengthening employment-
based and private retirement plans and encouraging adequate savings.

PRoVIDE THE GOVERNMENT WITH THE TooLsS IT NEEDS TO MANAGE
FINANCIAL CRISES

. Create a Resolution Regime for Failing BHCs, Including Tier 1 FHCs

We recommend the creation of a resolution regime to avoid the disorderly
resolution of failing BHCs, including Tier 1 FHCs, if a disorderly resolution
would have serious adverse effects on the financial system or the economy. The
regime would supplement (rather than replace) and be modeled on to the existing
resolution regime for insured depository institutions under the Federal Deposit
Insurance Act.

. Amend the Federal Reserve’s Emergency Lending Authority

We will propose legislation to amend Section 13(3) of the Federal Reserve Act to
require the prior written approval of the Secretary of the Treasury for any
extensions of credit by the Federal Reserve to individuals, partnerships, or
corporations in ““‘unusual and exigent circumstances.”

RAISE INTERNATIONAL REGULATORY STANDARDS AND IMPROVE
INTERNATIONAL COOPERATION

. Strengthen the International Capital Framework

We recommend that the Basel Committee on Banking Supervision (BCBS)
continue to modify and improve Basel Il by refining the risk weights applicable to
the trading book and securitized products, introducing a supplemental leverage
ratio, and improving the definition of capital by the end of 2009. We also urge
the BCBS to complete an in-depth review of the Basel Il framework to mitigate its
procyclical effects.

. Improve the Oversight of Global Financial Markets

We urge national authorities to promote the standardization and improved
oversight of credit derivative and other OTC derivative markets, in particular
through the use of central counterparties, along the lines of the G-20 commitment,
and to advance these goals through international coordination and cooperation.

. Enhance Supervision of Internationally Active Financial Firms

We recommend that the Financial Stability Board (FSB) and national authorities
implement G-20 commitments to strengthen arrangements for international
cooperation on supervision of global financial firms through establishment and
continued operational development of supervisory colleges.

. Reform Crisis Prevention and Management Authorities and Procedures

We recommend that the BCBS expedite its work to improve cross-border
resolution of global financial firms and develop recommendations by the end of
2009. We further urge national authorities to improve information-sharing
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arrangements and implement the FSB principles for cross-border crisis
management.

. Strengthen the Financial Stability Board

We recommend that the FSB complete its restructuring and institutionalize its
new mandate to promote global financial stability by September 2009.

. Strengthen Prudential Requlations

We recommend that the BCBS take steps to improve liquidity risk management
standards for financial firms and that the FSB work with the Bank for
International Settlements (BIS) and standard setters to develop macroprudential
tools.

. Expand the Scope of Requlation

1. Determine the appropriate Tier 1 FHC definition and application of
requirements for foreign financial firms.

2. We urge national authorities to implement by the end of 2009 the G-20
commitment to require hedge funds or their managers to register and disclose
appropriate information necessary to assess the systemic risk they pose
individually or collectively

. Introduce Better Compensation Practices

In line with G-20 commitments, we urge each national authority to put guidelines
in place to align compensation with long-term shareholder value and to promote
compensation structures do not provide incentives for excessive risk taking. We
recommend that the BCBS expediently integrate the FSB principles on
compensation into its risk management guidance by the end of 2009.

Promote Stronger Standards in the Prudential Regulation, Money
Laundering/Terrorist Financing, and Tax Information Exchange Areas

1. We urge the FSB to expeditiously establish and coordinate peer reviews to
assess compliance and implementation of international regulatory standards,
with priority attention on the international cooperation elements of prudential
regulatory standards.

2. The United States will work to implement the updated International
Cooperation Review Group (ICRG) peer review process and work with
partners in the Financial Action Task Force (FATF) to address jurisdictions
not complying with international anti-money laundering/terrorist financing
(AML/CFT) standards.

Improve Accounting Standards

1. We recommend that the accounting standard setters clarify and make
consistent the application of fair value accounting standards, including the
impairment of financial instruments, by the end of 2009.
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2. We recommend that the accounting standard setters improve accounting
standards for loan loss provisioning by the end of 2009 that would make it
more forward looking, as long as the transparency of financial statements is
not compromised.

3. We recommend that the accounting standard setters make substantial
progress by the end of 2009 toward development of a single set of high quality
global accounting standards.

K. Tighten Oversight of Credit Rating Agencies

We urge national authorities to enhance their regulatory regimes to effectively
oversee credit rating agencies (CRASs), consistent with international standards
and the G-20 Leaders’ recommendations.
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I. PROMOTE ROBUST SUPERVISION AND REGULATION OF FINANCIAL FIRMS

In the years leading up to the current financial crisis, risks built up dangerously in our
financial system. Rising asset prices, particularly in housing, concealed a sharp
deterioration of underwriting standards for loans. The nation’s largest financial firms,
already highly leveraged, became increasingly dependent on unstable sources of short-
term funding. In many cases, weaknesses in firms’ risk-management systems left them
unaware of the aggregate risk exposures on and off their balance sheets. A credit boom
accompanied a housing bubble. Taking access to short-term credit for granted, firms did
not plan for the potential demands on their liquidity during a crisis. When asset prices
started to fall and market liquidity froze, firms were forced to pull back from lending,
limiting credit for households and businesses.

Our supervisory framework was not equipped to handle a crisis of this magnitude. To be
sure, most of the largest, most interconnected, and most highly leveraged financial firms
in the country were subject to some form of supervision and regulation by a federal
government agency. But those forms of supervision and regulation proved inadequate
and inconsistent.

First, capital and liquidity requirements were simply too low. Regulators did not require
firms to hold sufficient capital to cover trading assets, high-risk loans, and off-balance
sheet commitments, or to hold increased capital during good times to prepare for bad
times. Regulators did not require firms to plan for a scenario in which the availability of
liquidity was sharply curtailed.

Second, on a systemic basis, regulators did not take into account the harm that large,
interconnected, and highly leveraged institutions could inflict on the financial system and
on the economy if they failed.

Third, the responsibility for supervising the consolidated operations of large financial
firms was split among various federal agencies. Fragmentation of supervisory
responsibility and loopholes in the legal definition of a “bank” allowed owners of banks
and other insured depository institutions to shop for the regulator of their choice.

Fourth, investment banks operated with insufficient government oversight. Money
market mutual funds were vulnerable to runs. Hedge funds and other private pools of
capital operated completely outside of the supervisory framework.

To create a new foundation for the regulation of financial institutions, we will promote
more robust and consistent regulatory standards for all financial institutions. Similar
financial institutions should face the same supervisory and regulatory standards, with no
gaps, loopholes, or opportunities for arbitrage.

We propose the creation of a Financial Services Oversight Council, chaired by Treasury,
to help fill gaps in supervision, facilitate coordination of policy and resolution of
disputes, and identify emerging risks in firms and market activities. This Council would
include the heads of the principal federal financial regulators and would maintain a
permanent staff at Treasury.
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We propose an evolution in the Federal Reserve’s current supervisory authority for BHCs
to create a single point of accountability for the consolidated supervision of all companies
that own a bank. All large, interconnected firms whose failure could threaten the stability
of the system should be subject to consolidated supervision by the Federal Reserve,
regardless of whether they own an insured depository institution. These firms should not
be able to escape oversight of their risky activities by manipulating their legal structure.

Under our proposals, the largest, most interconnected, and highly leveraged institutions
would face stricter prudential regulation than other regulated firms, including higher
capital requirements and more robust consolidated supervision. In effect, our proposals
would compel these firms to internalize the costs they could impose on society in the
event of failure.

A. Create a Financial Services Oversight Council

1. We propose the creation of a Financial Services Oversight Council to
facilitate information sharing and coordination, identify emerging risks,
advise the Federal Reserve on the identification of firms whose failure could
pose a threat to financial stability due to their combination of size, leverage,
and interconnectedness (hereafter referred to as a Tier 1 FHC), and provide
a forum for discussion of cross-cutting issues among regulators.

We propose the creation of a permanent Financial Services Oversight Council (Council)
to facilitate interagency discussion and analysis of financial regulatory policy issues to
support a consistent well-informed response to emerging trends, potential regulatory
gaps, and issues that cut across jurisdictions.

The membership of the Council should include (i) the Secretary of the Treasury, who
shall serve as the Chairman; (ii) the Chairman of the Board of Governors of the Federal
Reserve System; (iii) the Director of the National Bank Supervisor (NBS) (described
below in Section 1.D.); (iv) the Director of the Consumer Financial Protection Agency
(described below in Section I11.A.); (v) the Chairman of the Securities and Exchange
Commission (SEC); (vi) the Chairman of the Commaodity Futures Trading Commission
(CFTC); (vii) the Chairman of the Federal Deposit Insurance Corporation (FDIC); and
(viii) the Director of the Federal Housing Finance Agency (FHFA). To fulfill its mission,
we propose to create an office within Treasury that will provide full-time, expert staff
support to the missions of the Council.

The Council should replace the President’s Working Group on Financial Markets and
have additional authorities and responsibilities with respect to systemic risk and
coordination of financial regulation. We propose that the Council should:

o facilitate information sharing and coordination among the principal federal
financial regulatory agencies regarding policy development, rulemakings,
examinations, reporting requirements, and enforcement actions;

e provide a forum for discussion of cross-cutting issues among the principal federal
financial regulatory agencies; and
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e identify gaps in regulation and prepare an annual report to Congress on market
developments and potential emerging risks.

The Council should have authority to recommend firms that will be subject to Tier 1 FHC
supervision and regulation. The Federal Reserve should also be required to consult with
the Council in setting material prudential standards for Tier 1 FHCs and in setting risk-
management standards for systemically important payment, clearing, and settlement
systems and activities. As described below, a subset of the Council’s membership should
be responsible for determining whether to invoke resolution authority with respect to
large, interconnected firms.

2. Our legislation will propose to give the Council the authority to gather
information from any financial firm and the responsibility for referring
emerging risks to the attention of regulators with the authority to respond.

The jurisdictional boundaries among new and existing federal financial regulatory
agencies should be drawn carefully to prevent mission overlap, and each of the federal
financial regulatory agencies generally should have exclusive jurisdiction to issue and
enforce rules to achieve its mission. Nevertheless, many emerging financial products and
practices will raise issues relating to systemic risk, prudential regulation of financial
firms, and consumer or investor protection.

To enable the monitoring of emerging threats that activities in financial markets may
pose to financial stability, we propose that the Council have the authority, through its
permanent secretariat in Treasury, to require periodic and other reports from any U.S.
financial firm solely for the purpose of assessing the extent to which a financial activity
or financial market in which the firm participates poses a threat to financial stability. In
the case of federally regulated firms, the Council should, wherever possible, rely upon
information that is already being collected by members of the Council in their role as
regulators.

B. Implement Heightened Consolidated Supervision and Requlation of All
Large, Interconnected Financial Firms

1. Any financial firm whose combination of size, leverage, and
interconnectedness could pose a threat to financial stability if it failed (Tier
1 FHC) should be subject to robust consolidated supervision and regulation,
regardless of whether the firm owns an insured depository institution.

The sudden failures of large U.S.-based investment banks and of American International
Group (AIG) were among the most destabilizing events of the financial crisis. These
companies were large, highly leveraged, and had significant financial connections to the
other major players in our financial system, yet they were ineffectively supervised and
regulated. As a consequence, they did not have sufficient capital or liquidity buffers to
withstand the deterioration in financial conditions that occurred during 2008. Although
most of these firms owned federally insured depository institutions, they chose to own
depository institutions that are not considered “banks” under the Bank Holding Company
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(BHC) Act. This allowed them to avoid the more rigorous oversight regime applicable to
BHCs.

We propose a new, more robust supervisory regime for any firm whose combination of
size, leverage, and interconnectedness could pose a threat to financial stability if it failed.
Such firms, which we identify as Tier 1 Financial Holding Companies (Tier 1 FHCs),
should be subject to robust consolidated supervision and regulation, regardless of whether
they are currently supervised as BHCs.

2. The Federal Reserve Board should have the authority and accountability
for consolidated supervision and regulation of Tier 1 FHCs.

We propose that authority for supervision and regulation of Tier 1 FHCs be vested in the
Federal Reserve Board, which is by statute the consolidated supervisor and regulator of
all bank holding companies today. As a result of changes in corporate structure during
the current crisis, the Federal Reserve already supervises and regulates all major U.S.
commercial and investment banks on a firm-wide basis. The Federal Reserve has by far
the most experience and resources to handle consolidated supervision and regulation of
Tier 1 FHCs.

The Council should play an important role in recommending the identification of firms
that will be subject to regulation as Tier 1 FHCs. The Federal Reserve should also be
required to consult with the Council in setting material prudential standards for Tier 1
FHCs.

The ultimate responsibility for prudential standard-setting and supervision for Tier 1
FHCs must rest with a single regulator. The public has a right to expect that a clearly
identifiable entity, not a committee of multiple agencies, will be answerable for setting
standards that will protect the financial system and the public from risks posed by the
potential failure of Tier 1 FHCs. Moreover, a committee that included regulators of
specific types of financial institutions such as commercial banks or broker-dealers
(functional regulators) may be less focused on systemic needs and more focused on the
needs of the financial firms they regulate. For example, to promote financial stability, the
supervisor of a Tier 1 FHC may hold that firm’s subsidiaries to stricter prudential
standards than would be required by the functional regulator, whose focus is only on
keeping that particular subsidiary safe.

Diffusing responsibility among several regulators would weaken incentives for effective
regulation in other ways. For example, it would weaken both the incentive for and the
ability of the relevant agencies to act in a timely fashion — creating the risk that clearly
ineffective standards remain in place for long periods.

The Federal Reserve should fundamentally adjust its current framework for supervising
all BHCs in order to carry out its new responsibilities effectively with respect to Tier 1
FHCs. For example, the focus of BHC regulation would need to expand beyond the
safety and soundness of the bank subsidiary to include the activities of the firm as a
whole and the risks the firm might pose to the financial system. The Federal Reserve
would also need to develop new supervisory approaches for activities that to date have
not been significant activities for most BHCs.
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3. Our legislation will propose criteria that the Federal Reserve must consider
in identifying Tier 1 FHCs.

We recommend that legislation specify factors that the Federal Reserve must consider
when determining whether an individual financial firm poses a threat to financial
stability. Those factors should include:

e the impact the firm’s failure would have on the financial system and the economy;

e the firm’s combination of size, leverage (including off-balance sheet exposures),
and degree of reliance on short-term funding; and

e the firm’s criticality as a source of credit for households, businesses, and state and
local governments and as a source of liquidity for the financial system.

We propose that the Federal Reserve establish rules, in consultation with Treasury, to
guide the identification of Tier 1 FHCs. The Federal Reserve, however, should be
allowed to consider other relevant factors and exercise discretion in applying the
specified factors to individual financial firms. Treasury would have no role in
determining the application of these rules to individual financial firms. This discretion
would allow the regulatory system to adapt to inevitable innovations in financial activity
and in the organizational structure of financial firms. In addition, without this discretion,
large, highly leveraged, and interconnected firms that should be subject to consolidated
supervision and regulation as Tier 1 FHCs might be able to escape the regime. For
instance, if the Federal Reserve were to treat as a Tier 1 FHC only those firms with
balance-sheet assets above a certain amount, firms would have incentives to conduct
activities through off-balance sheet transactions and in off-balance sheet vehicles.
Flexibility is essential to minimizing the risk that an “AlG-like” firm could grow outside
the regulated system.

In identifying Tier 1 FHCs, the Federal Reserve should analyze the systemic importance
of a firm under stressed economic conditions. This analysis should consider the impact
the firm’s failure would have on other large financial institutions, on payment, clearing
and settlement systems, and on the availability of credit in the economy. In the case of a
firm that has one or more subsidiaries subject to prudential regulation by other federal
regulators, the Federal Reserve should be required to consult with those regulators before
requiring the firm to be regulated as a Tier 1 FHC. The Federal Reserve should regularly
review the classification of firms as Tier 1 FHCs. The Council should have the authority
to receive information from its members and to recommend to the Federal Reserve that a
firm be designated as a Tier 1 FHC, as described above.

To enable the Federal Reserve to identify financial firms other than BHCs that require
supervision and regulation as Tier 1 FHCs, we recommend that the Federal Reserve
should have the authority to collect periodic and other reports from all U.S. financial
firms that meet certain minimum size thresholds. The Federal Reserve’s authority to
require reports from a financial firm would be limited to reports that contain information
reasonably necessary to determine whether the firm is a Tier 1 FHC. In the case of firms
that are subject to federal regulation, the Federal Reserve should have access to relevant
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reports submitted to other regulators, and its authority to require reports should be limited
to information that cannot be obtained from reports to other regulators.

The Federal Reserve also should have the ability to examine any U.S. financial firm that
meets certain minimum size thresholds if the Federal Reserve is unable to determine
whether the firm’s financial activities pose a threat to financial stability based on
regulatory reports, discussions with management, and publicly available information.
The scope of the Federal Reserve’s examination authority over a financial firm would be
strictly limited to examinations reasonably necessary to enable the Federal Reserve to
determine whether the firmis a Tier 1 FHC.

4. The prudential standards for Tier 1 FHCs — including capital, liquidity and
risk management standards — should be stricter and more conservative than
those applicable to other financial firms to account for the greater risks that
their potential failure would impose on the financial system.

Tier 1 FHCs should be subject to heightened supervision and regulation because of the
greater risks their potential failure would pose to the financial system. At the same time,
given the important role of Tier 1 FHCs in the financial system and the economy, setting
their prudential standards too high could constrain long-term financial and economic
growth. Therefore, the Federal Reserve, in consultation with the Council, should set
prudential standards for Tier 1 FHCs to maximize financial stability at the lowest cost to
long-term financial and economic growth.

Tier 1 FHCs should, at a minimum, be required to meet the qualification requirements for
FHC status (as revised in this proposal and discussed in more detail below).

Capital Requirements. Capital requirements for Tier 1 FHCs should reflect the large
negative externalities associated with the financial distress, rapid deleveraging, or
disorderly failure of each firm and should, therefore, be strict enough to be effective
under extremely stressful economic and financial conditions. Tier 1 FHCs should be
required to have enough high-quality capital during good economic times to keep them
above prudential minimum capital requirements during stressed economic times. In
addition to regulatory capital ratios, the Federal Reserve should evaluate a Tier 1 FHC’s
capital strength using supervisory assessments, including assessments of capital adequacy
under severe stress scenarios and assessments of the firm’s capital planning practices, and
market-based indicators of the firm’s credit quality.

Prompt Corrective Action. Tier 1 FHCs should be subject to a prompt corrective action
regime that would require the firm or its supervisor to take corrective actions as the
firm’s regulatory capital levels decline, similar to the existing prompt corrective action
regime for insured depository institutions established under the Federal Deposit Insurance
Corporation Improvement Act (FDICIA).

Liquidity Standards. The Federal Reserve should impose rigorous liquidity risk
requirements on Tier 1 FHCs that recognize the potential negative impact that the
financial distress, rapid deleveraging, or disorderly failure of each firm would have on the
financial system. The Federal Reserve should put in place a robust process for
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continuously monitoring the liquidity risk profiles of these institutions and their liquidity
risk management processes.

Federal Reserve supervision should promote the full integration of liquidity risk
management of Tier 1 FHCs into the overall risk management of the institution. The
Federal Reserve should also establish explicit internal liquidity risk exposure limits and
risk management policies. Tier 1 FHCs should have sound processes for monitoring and
controlling the full range of their liquidity risks. They should regularly conduct stress
tests across a variety of liquidity stress scenarios, including short-term and protracted
scenarios and institution-specific and market-wide scenarios. The stress tests should
incorporate both on- and off-balance sheet exposures, including non-contractual off-
balance sheet obligations.

Overall Risk Management. Supervisory expectations regarding Tier 1 FHCs’ risk-
management practices must be in proportion to the risk, complexity, and scope of their
operations. These firms should be able to identify firm-wide risk concentrations (credit,
business lines, liquidity, and other) and establish appropriate limits and controls around
these concentrations. In order to credibly measure and monitor risk concentrations, Tier
1 FHCs must be able to identify aggregate exposures quickly on a firm-wide basis.

Market Discipline and Disclosure. To support market evaluation of a Tier 1 FHC’s risk
profile, capital adequacy, and risk management capabilities, such firms should be
required to make enhanced public disclosures.

Restrictions on Nonfinancial Activities. Tier 1 FHCs that do not control insured
depository institutions should be subject to the full range of prudential regulations and
supervisory guidance applicable to BHCs. In addition, the long-standing wall between
banking and commerce — which has served our economy well — should be extended to
apply to this new class of financial firm. Accordingly, each Tier 1 FHC also should be
required to comply with the nonfinancial activity restrictions of the BHC Act, regardless
of whether it controls an insured depository institution. We propose that a Tier 1 FHC
that has not been previously subject to the BHC Act should be given five years to
conform to the existing activity restrictions imposed on FHCs by the BHC Act.

Rapid Resolution Plans. The Federal Reserve also should require each Tier 1 FHC to
prepare and continuously update a credible plan for the rapid resolution of the firm in the
event of severe financial distress. Such a requirement would create incentives for the
firm to better monitor and simplify its organizational structure and would better prepare
the government, as well as the firm’s investors, creditors, and counterparties, in the event
that the firm collapsed. The Federal Reserve should review the adequacy of each firm’s
plan regularly.

5. Consolidated supervision of a Tier 1 FHC should extend to the parent
company and to all of its subsidiaries — regulated and unregulated, U.S. and
foreign. Functionally regulated and depository institution subsidiaries of a
Tier 1 FHC should continue to be supervised and regulated primarily by
their functional or bank regulator, as the case may be. The constraints that
the Gramm-Leach-Bliley Act (GLB Act) introduced on the Federal
Reserve’s ability to require reports from, examine, or impose higher
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prudential requirements or more stringent activity restrictions on the
functionally regulated or depository institution subsidiaries of FHCs should
be removed.

The financial crisis has demonstrated the crucial importance of having a consolidated
supervisor and regulator for all Tier 1 FHCs with a deep understanding of the operations
of each firm. The crisis has made clear that threats to a consolidated financial firm and
threats to financial stability can emerge from any business line and any subsidiary. Itis
not reasonable to hold the functional regulator of a single subsidiary responsible for
identifying or managing risks that cut across many different subsidiaries and business
lines.

The GLB Act impedes the Federal Reserve’s ability, as a consolidated supervisor, to
obtain information from or impose prudential restrictions on subsidiaries of a BHC that
already have a primary supervisor, including banks and other insured depository
institutions; SEC-registered broker-dealers, investment advisers and investment
companies; entities regulated by the CFTC; and insurance companies subject to
supervision by state insurance supervisors. By relying solely on other supervisors for
information and for ensuring that the activities of the regulated subsidiary do not cause
excessive risk to the financial system, these restrictions also make it difficult to take a
truly firm-wide perspective on a BHC and to execute its responsibility to protect the
system as a whole.

To promote accountability in supervision and regulation, the Federal Reserve should have
authority to require reports from and conduct examinations of a Tier 1 FHC and all its
subsidiaries, including those that have a primary supervisor. To the extent possible,
information should be gathered from reports required or exams conducted by other
supervisors. The Federal Reserve should also have the authority to impose and enforce
more stringent prudential requirements on the regulated subsidiary of a Tier 1 FHC to
address systemic risk concerns, but only after consulting with that subsidiary’s primary
federal or state supervisor and Treasury.

6. Consolidated supervision of a Tier 1 FHC should be macroprudential in
focus. That is, it should consider risk to the system as a whole.

Prudential supervision has historically focused on the safety and soundness of individual
financial firms, or, in the case of BHCs, on the risks that an organization’s non-
depository subsidiaries pose to its depository institution subsidiaries. The financial crisis
has demonstrated that a narrow supervisory focus on the safety and soundness of
individual financial firms can result in a failure to detect and thwart emerging threats to
financial stability that cut across many institutions or have other systemic implications.
Going forward, the consolidated supervisor of Tier 1 FHCs should continue to employ
enhanced forms of its normal supervisory tools, but should supplement those tools with
rigorous assessments of the potential impact of the activities and risk exposures of these
companies on each other, on critical markets, and on the broader financial system.

The Federal Reserve should continuously analyze the connections among the major
financial firms and the dependence of the major financial markets on such firms, in order
to track potential impact on the broader financial system. To conduct this analysis, the
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Federal Reserve should require each Tier 1 FHC to regularly report the nature and extent
to which other major financial firms are exposed to it. In addition, the Federal Reserve
should constantly monitor the build-up of concentrations of risk across all Tier 1 FHCs
that may collectively threaten financial stability — even though no single firm, viewed in
isolation, may appear at risk.

7. The Federal Reserve, in consultation with Treasury and external experts,
should propose recommendations by October 1, 2009 to better align its
structure and governance with its authorities and responsibilities.

This report proposes a number of major changes to the formal powers and duties of the
Federal Reserve System, including the addition of several new financial stability
responsibilities and a reduction in its consumer protection role. These proposals would
put into effect the biggest changes to the Federal Reserve’s authority in decades.

For that reason, we propose a comprehensive review of the ways in which the structure
and governance of the Federal Reserve System affect its ability to accomplish its existing
and proposed functions. This review should include, among other things, the governance
of the Federal Reserve Banks and the role of Reserve Bank boards in supervision and
regulation. This review should be led by the Federal Reserve Board, but to promote a
diversity of views within and without government, Treasury and a wide range of external
experts should have substantial input into the review and resulting report. Once the
report is issued, Treasury will consider the recommendations in the report and will
propose any changes to the governance and structure of the Federal Reserve that are
appropriate to improve its accountability and its capacity to achieve its statutory
responsibilities.

C. Strengthen Capital and Other Prudential Standards Applicable to All Banks
and BHCs

1. Treasury will lead a working group, with participation by federal financial
regulatory agencies and outside experts, that will conduct a fundamental
reassessment of existing regulatory capital requirements for banks and
BHCs, including new Tier 1 FHCs. The working group will issue a report
with its conclusions by December 31, 2009.

Capital requirements have long been the principal regulatory tool to promote the safety
and soundness of banking firms and the stability of the banking system. The capital rules
in place at the inception of the financial crisis, however, simply did not require banking
firms to hold enough capital in light of the risks the firms faced. Most banks that failed
during this crisis were considered well-capitalized just prior to their failure.

The financial crisis highlighted a number of problems with our existing regulatory capital
rules. Our capital rules do not require institutions to hold sufficient capital against
implicit exposures to off-balance sheet vehicles, as was made clear by the actions many
institutions took to support their structured investment vehicles, asset-backed commercial
paper programs, and advised money market mutual funds. The capital rules provide
insufficient coverage for the risks of trading assets and certain structured credit products.
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In addition, many of the capital instruments that comprised the capital base of banks and
BHCs did not have the loss-absorption capacity expected of them.

The financial crisis has demonstrated the need for a fundamental review of the regulatory
capital framework for banks and BHCs. This review should be comprehensive and
should cover all elements of the framework, including composition of capital, scope of
risk coverage, relative risk weights, and calibration. In particular, the review should
include:

e proposed changes to the capital rules to reduce procyclicality, for example, by
requiring all banks and BHCs to hold enough high-quality capital during good
economic times to keep them above prudential minimum capital requirements
during stressed times;

e analysis of the costs, benefits, and feasibility of allowing banks and BHCs to
satisfy a portion of their regulatory capital requirements through the issuance of
contingent capital instruments (such as debt securities that automatically convert
into common equity in stressed economic circumstances) or through the purchase
of tail insurance against macroeconomic risks;

e proposed increases in regulatory capital requirements on investments and
exposures that pose high levels of risk under stressed market conditions, including
in particular: (i) trading positions; (ii) equity investments; (iii) credit exposures to
low-credit-quality firms and persons; (iv) highly rated asset-backed securities
(ABS) and mortgage-backed securities (MBS); (v) explicit and implicit exposures
to sponsored off-balance sheet vehicles; and (vi) OTC derivatives that are not
centrally cleared; and

e recognition of the importance of a simpler, more transparent measure of leverage
for banks and BHCs to supplement the risk-based capital measures.

As a general rule, banks and BHCs should be subject to a risk-based capital rule that
covers all lines of business, assesses capital adequacy relative to appropriate measures of
the relative risk of various types of exposures, is transparent and comparable across
firms, and is credible and enforceable.

We also support the Basel Committee’s efforts to improve the Basel 11 Capital Accord, as
discussed in Section V.

2. Treasury will lead a working group, with participation by federal financial
regulatory agencies and outside experts, that will conduct a fundamental
reassessment of the supervision of banks and BHCs. The working group
will issue a report with its conclusions by October 1, 2009.

As noted above, many of the large and complex financial firms that failed or approached
the brink of failure in the recent financial crisis were subject to supervision and regulation
by a federal government agency. Ensuring that financial firms do not take excessive risks
requires the establishment and enforcement of strong prudential rules. Financial firms,
however, often can navigate around generally applicable rules. A strong supervisor is

28



Financial Regulatory Reform: A New Foundation

needed to enforce rules and to monitor individual firms’ risk taking and risk management
practices.

The working group will undertake a review and analysis of lessons learned about banking
supervision and regulation from the recent financial crisis, addressing issues such as:

e how to effectively conduct continuous, on-site supervision of large, complex
banking firms;

e what information supervisors must obtain from regulated firms on a regular basis;

e how functional and bank supervisors should interact with consolidated holding
company SUpervisors;

e how federal and state supervisors should coordinate with foreign supervisors in
the supervision of multi-national banking firms;

e the extent to which supervision of smaller, simpler banking firms should differ
from supervision of larger, more complex firms;

e how supervisory agencies should be funded and structured, keeping in mind that
the funding structure can seriously impact regulatory competition and potentially
lead to regulatory capture; and

e the costs and benefits of having supervisory agencies that also conduct other
governmental functions, such as deposit insurance, consumer protection, or
monetary policy.

3. Federal regulators should issue standards and guidelines to better align
executive compensation practices of financial firms with long-term
shareholder value and to prevent compensation practices from providing
incentives that could threaten the safety and soundness of supervised
institutions. In addition, we will support legislation requiring all public
companies to hold non-binding shareholder resolutions on the
compensation packages of senior executive officers, as well as new
requirements to make compensation committees more independent.

Among the many significant causes of the financial crisis were compensation practices.
In particular, incentives for short-term gains overwhelmed the checks and balances meant
to mitigate against the risk of excess leverage. We will seek to better align compensation
practices with the interests of shareholders and the stability of firms and the financial
system through the following five principles. First, compensation plans should properly
measure and reward performance. Second, compensation should be structured to account
for the time horizon of risks. Third, compensation practices should be aligned with sound
risk management. Fourth, golden parachutes and supplemental retirement packages
should be reexamined to determine whether they align the interests of executives and
shareholders. Finally, transparency and accountability should be promoted in the process
of setting compensation.

As part of this effort, Treasury will support federal regulators, including the Federal
Reserve, the SEC, and the federal banking regulators in laying out standards on
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compensation for financial firms that will be fully integrated into the supervisory process.
These efforts recognize that an important component of risk management involves
properly aligning incentives, and that properly designed compensation practices for both
executives and employees are a necessary part of ensuring safety and soundness in the
financial sector. We will also ask the President’s Working Group on Financial Markets
(and the Council when it is established to replace the PWG) to perform a review of
compensation practices to monitor their impact on risk-taking, with a focus on identifying
whether new trends might be creating risks that would otherwise go unseen.

These standards will be supplemented by increased disclosure requirements from the
SEC as well as proposed legislation in two areas to increase transparency and
accountability in setting executive compensation.

First, we will work with Congress to pass “say on pay” legislation — further discussed in a
later section — that will require all public companies to offer an annual non-binding vote
on compensation packages for senior executive officers.

Additionally, we will propose legislation giving the SEC the power to require that
compensation committees are more independent. Under this legislation, compensation
committees would be given the responsibility and the resources to hire their own
independent compensation consultants and outside counsel. The legislation would also
direct the SEC to create standards for ensuring the independence of compensation
consultants, providing shareholders with the confidence that the compensation committee
IS receiving objective, expert advice.

4. Capital and management requirements for FHC status should not be limited
to the subsidiary depository institution. All FHCs should be required to
meet the capital and management requirements on a consolidated basis as
well.

The GLB Act currently requires a BHC to keep its subsidiary depository institutions
“well-capitalized” and “well-managed” in order to qualify as a financial holding
company (FHC) and thereby engage in riskier financial activities such as merchant
banking, insurance underwriting, and securities underwriting and dealing. The GLB Act
does not, however, require an FHC to be “well-capitalized” or “well-managed” on a
consolidated basis. As a result, many of the BHCs that were most active in volatile
capital markets activities were not held to the highest consolidated regulatory capital
standard available.

We propose that, in addition to the current FHC eligibility requirements, all FHCs should
be required to achieve and maintain well-capitalized and well-managed status on a
consolidated basis. The specific capital standards should be determined in line with the
results of the capital review recommended previously in this report.

5. The accounting standard setters — the Financial Accounting Standards
Board (FASB), the International Accounting Standards Board (IASB), and
the SEC - should review accounting standards to determine how financial
firms should be required to employ more forward-looking loan loss
provisioning practices that incorporate a broader range of available credit
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information. Fair value accounting rules also should be reviewed with the
goal of identifying changes that could provide users of financial reports
with both fair value information and greater transparency regarding the
cash flows management expects to receive by holding investments.

Certain aspects of accounting standards have had procyclical tendencies, meaning that
they have tended to amplify business cycles. For example, during good times, loan loss
reserves tend to decline because recent historical losses are low. In determining their
loan loss reserves, firms should be required to be more forward-looking and consider
factors that would cause loan losses to differ from recent historical experience. This
would likely result in recognition of higher provisions earlier in the credit cycle. During
the current crisis, such earlier loss recognition could have reduced procyclicality, while
still providing necessary transparency to users of financial reports on changes in credit
trends. Similarly, the interpretation and application of fair value accounting standards
during the crisis raised significant procyclicality concerns.

6. Firewalls between banks and their affiliates should be strengthened to
protect the federal safety net that supports banks and to better prevent
spread of the subsidy inherent in the federal safety net to bank affiliates.

Sections 23A and 23B of the Federal Reserve Act are designed to protect a depository
institution from suffering losses in its transactions with affiliates. These provisions also
limit the ability of a depository institution to transfer to its affiliates the subsidy arising
from the institution’s access to the federal safety net, which includes FDIC deposit
insurance, access to Federal Reserve liquidity, and access to Federal Reserve payment
systems. Sections 23A and 23B accomplish these purposes by placing quantitative limits
and collateral requirements on certain covered transactions between a bank and an
affiliate and by requiring all financial transactions between a bank and an affiliate to be
performed on market terms. The Federal Reserve administers these statutory provisions
for all depository institutions and has the power to provide exemptions from these
provisions.

The recent financial crisis has highlighted, more clearly than ever, the value of the federal
subsidy associated with the banking charter, as well as the related value to a consolidated
financial firm of owning a bank. Although the existing set of firewalls in sections 23A
and 23B are strong, the framework can and should be strengthened further.

Holes in the existing set of federal restrictions on transactions between banks and their
affiliates should be closed. Specifically, we propose that regulators should place more
effective constraints on the ability of banks to engage in over-the-counter (OTC)
derivatives and securities financing transactions with affiliates. In addition, covered
transactions between banks and their affiliates should be required to be fully
collateralized throughout the life of the transactions. Moreover, the existing federal
restrictions on transactions between banks and affiliates should be applied to transactions
between a bank and all private investment vehicles sponsored or advised by the bank.
The Federal Reserve’s discretion to provide exemptions from the bank/affiliate firewalls
also should be limited.
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Finally, the Federal Reserve and the federal banking agencies should tighten the
supervision and regulation of potential conflicts of interest generated by the affiliation of
banks and other financial firms, such as proprietary trading units and hedge funds.

D. Close Loopholes in Bank Requlation

1. We propose the creation of a new federal government agency, the National
Bank Supervisor (NBS), to conduct prudential supervision and regulation
of all federally chartered depository institutions, and all federal branches
and agencies of foreign banks.

One clear lesson learned from the recent crisis was that competition among different
government agencies responsible for regulating similar financial firms led to reduced
regulation in important parts of the financial system. The presence of multiple federal
supervisors of firms that could easily change their charter led to weaker regulation and
became a serious structural problem within our supervisory system.

We propose to establish a single federal agency dedicated to the chartering and prudential
supervision and regulation of national banks and federal branches and agencies of foreign
banks. This agency would take over the prudential responsibilities of the Office of the
Comptroller of the Currency, which currently charters and supervises nationally chartered
banks and federal branches and agencies of foreign banks, and responsibility for the
institutions currently supervised by the Office of Thrift Supervision, which supervises
federally chartered thrifts and thrift holding companies. As described below, we propose
to eliminate the thrift charter. The nature and extent of prudential supervision and
regulation of a federally chartered depository institution should no longer be a function of
whether a firm conducts its business as a national bank or a federal thrift.

To accomplish its mission effectively, the NBS should inherit the OCC’s and OTS’s
authorities to require reports, conduct examinations, impose and enforce prudential
requirements, and conduct overall supervision. The new agency should be given all the
tools, authorities, and financial, technical, and human resources needed to ensure that our
federally chartered banks, branches, and agencies are subject to the strongest possible
supervision and regulation.

The NBS should be an agency with separate status within Treasury and should be led by
a single executive.

Under our proposal, the Federal Reserve and the FDIC would maintain their respective
roles in the supervision and regulation of state-chartered banks, and the National Credit
Union Administration (NCUA) would maintain its authorities for credit unions.

2. We propose to eliminate the federal thrift charter, but to preserve its
interstate branching rules and apply them to state and national banks.

Federal Thrift Charter

Congress created the federal thrift charter in the Home Owners’ Loan Act of 1933 in
response to the extensive failures of state-chartered thrifts and the collapse of the broader
financial system during the Great Depression. The rationale for federal thrifts as a
specialized class of depository institutions focused on residential mortgage lending made
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sense at the time but the case for such specialized institutions has weakened considerably
in recent years. Moreover, over the past few decades, the powers of thrifts and banks
have substantially converged.

As securitization markets for residential mortgages have grown, commercial banks have
increased their appetite for mortgage lending, and the Federal Home Loan Bank System
has expanded its membership base. Accordingly, the need for a special class of
mortgage-focused depository institutions has fallen. Moreover, the fragility of thrifts has
become readily apparent during the financial crisis. In part because thrifts are required
by law to focus more of their lending on residential mortgages, thrifts were more
vulnerable to the housing downturn that the United States has been experiencing since
2007. The availability of the federal thrift charter has created opportunities for private
sector arbitrage of our financial regulatory system. We propose to eliminate the charter
going forward, subject to reasonable transition arrangements.

Supervision and Regulation of National and State Banks

Our efforts to simplify and strengthen weak spots in our system of federal bank
supervision and regulation will not end with the elimination of the federal thrift charter.
Although FDICIA and other work by the federal banking agencies over the past few
decades have substantially improved the uniformity of the regulatory framework for
national banks, state member banks, and state nonmember banks, more work can and
should be done in this area. To further minimize arbitrage opportunities associated with
the multiple remaining bank charters and supervisors, we propose to further reduce the
differences in the substantive regulations and supervisory policies applicable to national
banks, state member banks, and state nonmember banks. We also propose to restrict the
ability of troubled banks to switch charters and supervisors.

Interstate Branching

Federal thrifts enjoyed the unrestricted ability to branch across state lines. Banks do not
always have that ability. Although many states have enacted legislation permitting
interstate branching, many other states continue to require interstate entry only through
the acquisition of an existing bank. This limitation on interstate branching is an obstacle
to interstate operations for all banks and creates special problems for community banks
seeking to operate across state lines.

We propose the elimination of the remaining restrictions on interstate branching by
national and state banks. Interstate banking and branching is good for consumers, good
for banks, and good for the broader economy. Permitting banks to expand across state
lines improves their geographical diversification and, consequently, their resilience in the
face of local economic shocks. Competition through interstate branching also makes the
banking system more efficient — improving consumer and business access to banking
services in under-served markets, and increasing convenience for customers who live or
work near state borders.

We propose that states should not be allowed to prevent de novo branching into their
states, or to impose a minimum requirement on the age of in-state banks that can be
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acquired by an out-of-state banking firm. All consumer protections and deposit
concentration caps with respect to interstate banking should remain.

3. All companies that control an insured depository institution, however
organized, should be subject to robust consolidated supervision and
regulation at the federal level by the Federal Reserve and should be subject
to the nonbanking activity restrictions of the BHC Act. The policy of
separating banking from commerce should be re-affirmed and
strengthened. We must close loopholes in the BHC Act for thrift holding
companies, industrial loan companies, credit card banks, trust companies,
and grandfathered “nonbank” banks.

The BHC Act currently requires, as a general matter, that any company that owns an
insured depository institution must register as a BHC. BHCs are subject to consolidated
supervision and regulation by the Federal Reserve and are subject to the nonbanking
activity restrictions of the BHC Act. However, companies that own an FDIC-insured
thrift, industrial loan company (ILC), credit card bank, trust company, or grandfathered
depository institution are not required to become BHCs.

Companies that own a thrift are required to submit to a more limited form of supervision
and regulation by the OTS; companies that own an ILC, special-purpose credit card bank,
trust company, or grandfathered depository institution are not required to submit to
consolidated supervision and regulation of any kind.

As a result, by owning depository institutions that are not considered “banks” under the
BHC Act, some investment banks (including the now defunct Bear Stearns and Lehman
Brothers), insurance companies (including AlG), finance companies, commercial
companies, and other firms have been able to obtain access to the federal safety net,
while avoiding activity restrictions and more stringent consolidated supervision and
regulation by the Federal Reserve under the BHC Act.

By escaping the BHC Act, these firms generally were able to evade effective,
consolidated supervision and the long-standing federal policy of separating banking from
commerce. Federal law has long prevented commercial banks from affiliating with
commercial companies because of the conflicts of interest, biases in credit allocation,
risks to the safety net, concentrations of economic power, and regulatory and supervisory
difficulties generated by such affiliations. This policy has served our country well, and
the wall between banking and commerce should be retained and strengthened. Such
firms should be given five years to conform to the existing activity restrictions imposed
by the BHC Act

In addition, these firms were able to build up excessive balance-sheet leverage and to
take off-balance sheet risks with insufficient capital buffers because of the limited
consolidated supervision and weaker or non-existent consolidated capital requirements at
the holding company level. Their complex structures made them hard to supervise.
Some of the very largest of these firms failed during the current crisis or avoided failure
during the crisis only as a result of receiving extraordinary government support. In fact,
some of these firms voluntarily chose to become BHCs, subject to Federal Reserve
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supervision, in part to address concerns by creditors regarding the effectiveness of the
alternative regulatory frameworks.

Thrift Holding Companies

Elimination of the thrift charter will eliminate the separate regime of supervision and
regulation of thrift holding companies. Significant differences between thrift holding
company and BHC supervision and regulation have created material arbitrage
opportunities. For example, although the Federal Reserve imposes leverage and risk-
based capital requirements on BHCs, the OTS does not impose any capital requirements
on thrift holding companies, such as AlG. The intensity of supervision also has been
greater for BHCs than thrift holding companies. Finally, although BHCs generally are
prohibited from engaging in commercial activities, many thrift holding companies
established before the GLB Act in 1999 qualify as unitary thrift holding companies and
are permitted to engage freely in commercial activities. Under our plan, all thrift holding
companies would become BHCs and would be fully regulated on a consolidated basis.

Industrial Loan Companies

Congress added the ILC exception to the BHC Act in 1987. At that time, ILCs were
small, special-purpose banks that primarily engaged in the business of making small
loans to industrial workers and had limited deposit-taking powers. Today, however, ILCs
are FDIC-insured depository institutions that have authority to offer a full range of
commercial banking services. Although ILCs closely resemble commercial banks, their
holding companies can avoid the restrictions of the BHC Act — including consolidated
supervision and regulation by the Federal Reserve — by complying with a BHC exception.
Formation of an ILC has been a common way for commercial companies and financial
firms (including large investment banks) to get access to the federal bank safety net but
avoid the robust governmental supervision and activity restrictions of the BHC Act.
Under our plan, holding companies of ILCs would become BHCs.

Credit Card Banks

Congress also added the special-purpose credit card bank exception to the BHC Act in
1987. Companies that own a credit card bank can avoid the restrictions of the BHC Act,
engage in any commercial activity, and completely avoid consolidated supervision and
regulation. Many of these companies use their bank to offer private-label cards to retail
customers. They use their bank charter primarily to access payment systems and avoid
state usury laws.

The credit card bank exception in the BHC Act provides significant competitive
advantages to its beneficiaries. Credit card banks are also more vulnerable to conflicts of
interest than most other banks because of their common status as captive financing units
of commercial firms. A substantial proportion of the credit card loans made by such a
bank provide direct benefits to its parent company. As with ILCs, the loophole for
special-purpose credit card banks creates an unwarranted gap in the separation of banking
and commerce and creates a supervisory “blind spot” because Federal Reserve
supervision does not extend to the credit card bank holding company. Under our plan,
holding companies of credit card banks would become BHCs.
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Trust Companies

The BHC Act also exempts from the definition of “bank” an institution that functions
solely in a trust or fiduciary capacity if: (i) all or substantially all of the institution’s
deposits are in trust funds and are received in a bona fide fiduciary capacity; (ii) the
institution does not accept demand deposits or transaction accounts or make commercial
loans; and (iii) the institution does not obtain payment services or borrowing privileges
from the Federal Reserve. Although these FDIC-insured trust companies enjoy less of
the federal bank subsidy than full-service commercial banks, they do obtain material
benefits from their status as FDIC-insured depository institutions. As a result, they
should be treated as banks for purposes of the BHC Act, and their parent holding
companies should be supervised and regulated as BHCs. Under our plan, holding
companies of trust companies would become BHCs.

“Nonbank Banks™

When Congress amended the definition of “bank” in the BHC Act in 1987, it
grandfathered a number of companies that controlled depository institutions that became
a “bank” solely as a result of the 1987 amendments. As a result, the holding companies
of these so-called “nonbank banks” are not treated as BHCs for purposes of the BHC Act.
Although few of these companies remain today, there is no economic justification for
allowing these companies to continue to escape the activity restrictions and consolidated
supervision and regulation requirements of the BHC Act. Under our plan, holding
companies of “nonbank banks” would become BHCs.

E. Eliminate the SEC’s Programs for Consolidated Supervision

The SEC has ended its Consolidated Supervised Entity Program, under which it
had been the holding company supervisor for companies such as Lehman Brothers
and Bear Stearns. We propose also eliminating the SEC’s Supervised Investment
Bank Holding Company program. Investment banking firms that seek
consolidated supervision by a U.S. regulator should be subject to supervision and
regulation by the Federal Reserve.

Section 17(i) of the Securities Exchange Act of 1934 (Exchange Act), enacted as part of
the GLB Act, requires the SEC to permit investment bank holding companies to elect for
consolidated supervision by the SEC. In 2004, the SEC adopted two consolidated
supervision regimes for companies that own an SEC-registered securities broker or dealer
— one for “consolidated supervised entities” (CSEs) and the other for “supervised
investment bank holding companies” (SIBHCs). The major stand-alone investment
banks (and several large commercial banking organizations) opted into either the CSE
regime or the SIBHC regime. The stand-alone investment banks that opted into one of
these regimes generally did so to demonstrate to European regulators that they were
subject to consolidated supervision by a U.S. federal regulator.

The two regimes were substantially the same, although the CSE structure was designed
for the largest securities firms. Under both regimes, supervised entities are required to
submit to SEC examinations and to comply with SEC requirements on reporting,
regulatory capital calculation, internal risk management systems, and recordkeeping.
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In light of the failure or acquisition of three of the major stand-alone investment banks
supervised as CSEs, and the transformation of the remaining major investment banks into
BHCs supervised by the Federal Reserve, the SEC abandoned its voluntary CSE regime
in the fall of 2008. The SIBHC regime, required by section 17(i) of the Exchange Act,
remains in place, with only one entity currently subject to supervision under that regime.

The SEC’s remaining consolidated supervision program for investment bank holding
companies should be eliminated. Investment banking firms that seek consolidated
supervision by a U.S. regulator should be subject to comprehensive supervision and
regulation by the Federal Reserve.

F. Require Hedge Funds and Other Private Pools of Capital to Register

All advisers to hedge funds (and other private pools of capital, including private
equity funds and venture capital funds) whose assets under management exceed
some modest threshold should be required to register with the SEC under the
Investment Advisers Act. The advisers should be required to report information
on the funds they manage that is sufficient to assess whether any fund poses a
threat to financial stability.

In recent years, the United States has seen explosive growth in a variety of privately-
owned investment funds, including hedge funds, private equity funds, and venture capital
funds. Although some private investment funds that trade commodity derivatives must
register with the CFTC, and many funds register voluntarily with the SEC, U.S. law
generally does not require such funds to register with a federal financial regulator. At
various points in the financial crisis, de-leveraging by hedge funds contributed to the
strain on financial markets. Since these funds were not required to register with
regulators, however, the government lacked reliable, comprehensive data with which to
assess this sort of market activity. In addition to the need to gather information in order
to assess potential systemic implications of the activity of hedge funds and other private
pools of capital, it has also become clear that there is a compelling investor protection
rationale to fill the gaps in the regulation of investment advisors and the funds that they
manage.

Requiring the SEC registration of investment advisers to hedge funds and other private
pools of capital would allow data to be collected that would permit an informed
assessment of how such funds are changing over time and whether any such funds have
become so large, leveraged, or interconnected that they require regulation for financial
stability purposes.

We further propose that all investment funds advised by an SEC-registered investment
adviser should be subject to recordkeeping requirements; requirements with respect to
disclosures to investors, creditors, and counterparties; and regulatory reporting
requirements. The SEC should conduct regular, periodic examinations of such funds to
monitor compliance with these requirements. Some of those requirements may vary
across the different types of private pools. The regulatory reporting requirements for such
funds should require reporting on a confidential basis of the amount of assets under
management, borrowings, off-balance sheet exposures, and other information necessary
to assess whether the fund or fund family is so large, highly leveraged, or interconnected
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that it poses a threat to financial stability. The SEC should share the reports that it
receives from the funds with the Federal Reserve. The Federal Reserve should determine
whether any of the funds or fund families meets the Tier 1 FHC criteria. If so, those
funds should be supervised and regulated as Tier 1 FHCs.

G. Reduce the Susceptibility of Money Market Mutual Funds (MMFs) to Runs

The SEC should move forward with its plans to strengthen the regulatory
framework around MMFs to reduce the credit and liquidity risk profile of
individual MMFs and to make the MMF industry as a whole less susceptible to
runs. The President’s Working Group on Financial Markets should prepare a
report assessing whether more fundamental changes are necessary to further
reduce the MMF industry’s susceptibility to runs, such as eliminating the ability of
a MMF to use a stable net asset value or requiring MMFs to obtain access to
reliable emergency liquidity facilities from private sources.

When the aggressive pursuit of higher yield left one MMF vulnerable to the failure of
Lehman Brothers and the fund “broke the buck,” it sparked a run on the entire MMF
industry. This run resulted in severe liquidity pressures, not only on prime MMFs but
also on banks and other financial institutions that relied significantly on MMFs for
funding and on private money market participants generally. The run on MMFs was
stopped only by introduction of Treasury’s Temporary Guarantee Program for MMFs and
new Federal Reserve liquidity facilities targeted at MMFs.

Even after the run stopped, for some time MMFs and other money market investors were
unwilling to lend other than at very short maturities, which greatly increased liquidity
risks for businesses, banks, and other institutions. The vulnerability of MMFs to
breaking the buck and the susceptibility of the entire prime MMF industry to a run in
such circumstances remains a significant source of systemic risk.

The SEC should move forward with its plans to strengthen the regulatory framework
around MMFs. In doing so, the SEC should consider: (i) requiring MMFs to maintain
substantial liquidity buffers; (ii) reducing the maximum weighted average maturity of
MMF assets; (iii) tightening the credit concentration limits applicable to MMFs; (iv)
improving the credit risk analysis and management of MMFs; and (v) empowering MMF
boards of directors to suspend redemptions in extraordinary circumstances to protect the
interests of fund shareholders.

These measures should be helpful, as they should enhance investor protection and
mitigate the risk of runs. However, these measures should not, by themselves, be
expected to prevent a run on MMFs of the scale experienced in September 2008. We
propose that the President’s Working Group on Financial Markets (PWG) should prepare
a report considering fundamental changes to address systemic risk more directly. Those
changes could include, for example, moving away from a stable net asset value for
MMFs or requiring MMFs to obtain access to reliable emergency liquidity facilities from
private sources. For liquidity facilities to provide MMFs with meaningful protection
against runs, the facilities should be reliable, scalable, and designed in such a way that
drawing on the facilities to meet redemptions would not disadvantage remaining MMF
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shareholders. The PWG should complete the report by September 15, 2009. Due to the
short time-frame and the work that is currently on-going, we believe that this report
should be conducted by the PWG, rather than the proposed Council, which we propose to
be created through legislation.

The SEC and the PWG should carefully consider ways to mitigate any potential adverse
effects of such a stronger regulatory framework for MMFs, such as investor flight from
MMFs into unregulated or less regulated money market investment vehicles or reductions
in the term of money market liabilities issued by major financial and non-financial firms.

H. Enhance Oversight of the Insurance Sector

Our legislation will propose the establishment of the Office of National Insurance
within Treasury to gather information, develop expertise, negotiate international
agreements, and coordinate policy in the insurance sector. Treasury will support
proposals to modernize and improve our system of insurance regulation in
accordance with six principles outlined in the body of the report.

Insurance plays a vital role in the smooth and efficient functioning of our economy. By
insulating households and businesses against unforeseen loss, insurance facilitates the
efficient deployment of resources and provides stability, certainty and peace of mind.
The current crisis highlighted the lack of expertise within the federal government
regarding the insurance industry. While AIG’s main problems were created outside of its
traditional insurance business, significant losses arose inside its state-regulated insurance
companies as well.

Insurance is a major component of the financial system. In 2008, the insurance industry
had $5.7 trillion in assets, compared with $15.8 trillion in the banking sector. There are
2.3 million jobs in the insurance industry, making up almost a third of all financial sector
jobs. For over 135 years, insurance has primarily been regulated by the states, which has
led to a lack of uniformity and reduced competition across state and international
boundaries, resulting in inefficiency, reduced product innovation, and higher costs to
consumers. Beyond a few specific areas where the federal government has a statutory
responsibility, such as employee benefits, terrorism risk insurance, flood insurance, or
anti-money laundering, there is no standing federal entity that is accountable for
understanding and monitoring the insurance industry. Given the importance of a healthy
insurance industry to the well functioning of our economy, it is important that we
establish a federal Office of National Insurance (ONI) within Treasury, and that we
develop a modern regulatory framework for insurance.

The ONI should be responsible for monitoring all aspects of the insurance industry. It
should gather information and be responsible for identifying the emergence of any
problems or gaps in regulation that could contribute to a future crisis. The ONI should
also recommend to the Federal Reserve any insurance companies that the Office believes
should be supervised as Tier 1 FHCs. The ONI should also carry out the government’s
existing responsibilities under the Terrorism Risk Insurance Act.

In the international context, the lack of a federal entity with responsibility and expertise
for insurance has hampered our nation’s effectiveness in engaging internationally with
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other nations on issues related to insurance. The United States is the only country in the
International Association of Insurance Supervisors (IAIS — whose membership includes
insurance regulators and supervisors of over 190 jurisdictions) that is not represented by a
federal insurance regulatory entity able to speak with one voice. In addition, the
European Union has recently passed legislation that will require a foreign insurance
company operating in its member states to be subject to supervision in the company’s
home country comparable to the supervision required in the EU. Accordingly, the ONI
will be empowered to work with other nations and within the 1AIS to better represent
American interests, have the authority to enter into international agreements, and increase
international cooperation on insurance regulation.

Treasury will support proposals to modernize and improve our system of insurance
regulation. Treasury supports the following six principles for insurance regulation:

1. Effective systemic risk regulation with respect to insurance. The steps proposed
in this report, if enacted, will address systemic risks posed to the financial system
by the insurance industry. However, if additional insurance regulation would help
to further reduce systemic risk or would increase integration into the new
regulatory regime, we will consider those changes.

2. Strong capital standards and an appropriate match between capital allocation
and liabilities for all insurance companies. Although the current crisis did not
stem from widespread problems in the insurance industry, the crisis did make
clear the importance of adequate capital standards and a strong capital position for
all financial firms. Any insurance regulatory regime should include strong capital
standards and appropriate risk management, including the management of
liquidity and duration risk.

3. Meaningful and consistent consumer protection for insurance products and
practices. While many states have enacted strong consumer protections in the
insurance marketplace, protections vary widely among states. Any new insurance
regulatory regime should enhance consumer protections and address any gaps and
problems that exist under the current system, including the regulation of
producers of insurance. Further, any changes to the insurance regulatory system
that would weaken or undermine important consumer protections are
unacceptable.

4. Increased national uniformity through either a federal charter or effective action
by the states. Our current insurance regulatory system is highly fragmented,
inconsistent, and inefficient. While some steps have been taken to increase
uniformity, they have been insufficient. As a result there remain tremendous
differences in regulatory adequacy and consumer protection among the states.
Increased consistency in the regulatory treatment of insurance — including strong
capital standards and consumer protections — should enhance financial stability,
increase economic efficiency and result in real improvements for consumers.

5. Improve and broaden the regulation of insurance companies and affiliates on a
consolidated basis, including those affiliates outside of the traditional insurance
business. As we saw with respect to AlG, the problems of associated affiliates
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outside of a consolidated insurance company’s traditional insurance business can
grow to threaten the solvency of the underlying insurance company and the
economy. Any new regulatory regime must address the current gaps in insurance
holding company regulation.

6. International coordination. Improvements to our system of insurance regulation
should satisfy existing international frameworks, enhance the international
competitiveness of the American insurance industry, and expand opportunities for
the insurance industry to export its services.

I. Determine the Future Role of the Government Sponsored Enterprises
(GSEs)

Treasury and the Department of Housing and Urban Development, in consultation
with other government agencies, will engage in a wide-ranging initiative to develop
recommendations on the future of Fannie Mae and Freddie Mac, and the Federal
Home Loan Bank system. We need to maintain the continued stability and strength
of the GSEs during these difficult financial times. We will report to the Congress
and the American public at the time of the President’s 2011 Budget release.

The 2008 Housing and Economic Recovery Act (HERA) reformed and strengthened the
GSEs’ safety and soundness regulation by creating the Federal Housing Finance Agency
(FHFA), a new independent regulator for Fannie Mae, Freddie Mac, and the Federal
Home Loan Banks.

HERA provided FHFA with authority to develop regulations on the size and composition
of the Fannie Mae and Freddie Mac investment portfolios, set capital requirements, and
place the companies into receivership. FHFA is also required to issue housing goals for
each of the regulated enterprises with respect to single-family and multi-family
mortgages. In addition, HERA provided temporary authority for Treasury to purchase
securities or other obligations of Fannie Mae, Freddie Mac, and the Federal Home Loan
Banks through December 31, 2009. The purpose of this authority is to preserve the
stability of the financial market, prevent disruption to the availability of mortgage
finance, and protect taxpayers.

The growing stress in the mortgage markets over the last two years reduced the capital
positions of Fannie Mae and Freddie Mac. In September 2008, FHFA placed Fannie Mae
and Freddie Mac under conservatorship, and Treasury began to exercise its GSE
assistance authorities in order to promote the stability and strength of the GSEs during
these difficult financial times.

Treasury and the Department of Housing and Urban Development, together with other
government agencies, will engage in a wide-ranging process and seek public input to
explore options regarding the future of the GSEs, and will report to the Congress and the
American public at the time of the President’s 2011 budget.

41



Financial Regulatory Reform: A New Foundation

There are a number of options for the reform of the GSEs, including: (i) returning them to
their previous status as GSEs with the paired interests of maximizing returns for private
shareholders and pursuing public policy home ownership goals; (ii) gradual wind-down
of their operations and liquidation of their assets; (iii) incorporating the GSEs’ functions
into a federal agency; (iv) a public utility model where the government regulates the
GSEs’ profit margin, sets guarantee fees, and provides explicit backing for GSE
commitments; (v) a conversion to providing insurance for covered bonds; (vi) and the
dissolution of Fannie Mae and Freddie Mac into many smaller companies.
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1. ESTABLISH COMPREHENSIVE REGULATION OF FINANCIAL MARKETS

The current financial crisis occurred after a long and remarkable period of growth and
innovation in our financial markets. New financial instruments allowed credit risks to be
spread widely, enabling investors to diversify their portfolios in new ways and enabling
banks to shed exposures that had once stayed on their balance sheets. Through
securitization, mortgages and other loans could be aggregated with similar loans and sold
in tranches to a large and diverse pool of new investors with different risk preferences.
Through credit derivatives, banks could transfer much of their credit exposure to third
parties without selling the underlying loans. This distribution of risk was widely
perceived to reduce systemic risk, to promote efficiency, and to contribute to a better
allocation of resources.

However, instead of appropriately distributing risks, this process often concentrated risk
in opaque and complex ways. Innovations occurred too rapidly for many financial
institutions’ risk management systems; for the market infrastructure, which consists of
payment, clearing and settlement systems; and for the nation’s financial supervisors.

Securitization, by breaking down the traditional relationship between borrowers and
lenders, created conflicts of interest that market discipline failed to correct. Loan
originators failed to require sufficient documentation of income and ability to pay.
Securitizers failed to set high standards for the loans they were willing to buy,
encouraging underwriting standards to decline. Investors were overly reliant on credit
rating agencies. Credit ratings often failed to accurately describe the risk of rated
products. In each case, lack of transparency prevented market participants from
understanding the full nature of the risks they were taking.

The build-up of risk in the over-the-counter (OTC) derivatives markets, which were
thought to disperse risk to those most able to bear it, became a major source of contagion
through the financial sector during the crisis.

We propose to bring the markets for all OTC derivatives and asset-backed securities into
a coherent and coordinated regulatory framework that requires transparency and
improves market discipline. Our proposal would impose record keeping and reporting
requirements on all OTC derivatives. We also propose to strengthen the prudential
regulation of all dealers in the OTC derivative markets and to reduce systemic risk in
these markets by requiring all standardized OTC derivative transactions to be executed in
regulated and transparent venues and cleared through regulated central counterparties.

We propose to enhance the Federal Reserve’s authority over market infrastructure to
reduce the potential for contagion among financial firms and markets.

Finally, we propose to harmonize the statutory and regulatory regimes for futures and
securities. While differences exist between securities and futures markets, many
differences in regulation between the markets may no longer be justified. In particular,
the growth of derivatives markets and the introduction of new derivative instruments
have highlighted the need for addressing gaps and inconsistencies in the regulation of
these products by the CFTC and SEC.
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A. Strengthen Supervision and Regulation of Securitization Markets

The financial crisis was triggered by a breakdown in credit underwriting standards in
subprime and other residential mortgage markets. That breakdown was enabled by lax or
nonexistent regulation of nonbank mortgage originators and brokers. But the breakdown
also reflected a broad relaxation in market discipline on the credit quality of loans that
originators intended to distribute to investors through securitizations rather than hold in
their own loan portfolios.

We propose several initiatives to address this breakdown in market discipline: changing
the incentive structure of market participants; increasing transparency to allow for better
due diligence; strengthening credit rating agency performance; and reducing the
incentives for over-reliance on credit ratings.

1. Federal banking agencies should promulgate regulations that require
originators or sponsors to retain an economic interest in a material portion
of the credit risk of securitized credit exposures.

One of the most significant problems in the securitization markets was the lack of
sufficient incentives for lenders and securitizers to consider the performance of the
underlying loans after asset backed securities (ABS) were issued. Lenders and
securitizers had weak incentives to conduct due diligence regarding the quality of the
underlying assets being securitized. This problem was exacerbated as the structure of
ABS became more complex and opaque. Inadequate disclosure regimes exacerbated the
gap in incentives between lenders, securitizers and investors.

The federal banking agencies should promulgate regulations that require loan originators
or sponsors to retain five percent of the credit risk of securitized exposures. The
regulations should prohibit the originator from directly or indirectly hedging or otherwise
transferring the risk it is required to retain under these regulations. This is critical to
prevent gaming of the system to undermine the economic tie between the originator and
the issued ABS.

The federal banking agencies should have authority to specify the permissible forms of
required risk retention (for example, first loss position or pro rata vertical slice) and the
minimum duration of the required risk retention. The agencies also should have authority
to provide exceptions or adjustments to these requirements as needed in certain cases,
including authority to raise or lower the five percent threshold and to provide exemptions
from the “no hedging” requirement that are consistent with safety and soundness. The
agencies should also have authority to apply the requirements to securitization sponsors
rather than loan originators in order to achieve the appropriate alignment of incentives
contemplated by this proposal.

2. Regulators should promulgate additional regulations to align compensation
of market participants with longer term performance of the underlying
loans.

The securitization process should provide appropriate incentives for participants to best
serve the interests of their clients, the borrowers and investors. To do that, the
compensation of brokers, originators, sponsors, underwriters, and others involved in the
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securitization process should be linked to the longer-term performance of the securitized
assets, rather than only to the production, creation or inception of those products.

For example, as proposed by Financial Accounting Standards Board (FASB), Generally
Accepted Accounting Principles (GAAP) should be changed to eliminate the immediate
recognition of gain on sale by originators at the inception of a securitization transaction
and instead require originators to recognize income over time. The proposed changes
should also require many securitizations to be consolidated on the originator’s balance
sheet and their asset performance to be reflected in the originator’s consolidated financial
statements.

Similar performance-based, medium-to-long term approaches to securitization fees
should enhance incentives for market participants to focus on underwriting standards.
For example, the fees and commissions received by loan brokers and loan officers, who
otherwise have no ongo