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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:



Financial Regulatory Reform: A New Foundation

(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.





