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MODERNIZING BANK SUPERVISION AND
REGULATION—PART I

THURSDAY, MARCH 19, 2009

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:37 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Senator Christopher J. Dodd (Chairman of the
Committee) presiding.

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD

Chairman DoDD. The Committee will come to order.

Senator Shelby is in his office. He will be along shortly but asked
us to commence the hearing. So we will begin this morning. Let me
welcome my colleagues, welcome our witnesses as well. We have
another long table here this morning of witnesses, and we are try-
ing to move through this series of hearings on the modernization
of financial regulation. So I am very grateful to all of you for your
testimony.

The testimony is lengthy, I might add. Going through last
evening the comments—there is Senator Shelby. Very, very helpful,
though, and very informative testimony, so we thank you all for
your contribution.

I will open up with some comments. I will turn to Senator Shel-
by, and then we will get right to our witnesses. We have got votes
this morning as well, I would notify my colleagues, coming up so
we are going to have to stagger this a bit so we do not delay the
hearing too long, and we will try to, each one of us, go out and vote
and come back so we can continue the hearing uninterrupted, if
that would work out. So I will ask my colleagues’ indulgence in
that regard as well.

We are gathering here again this morning to discuss the mod-
ernization of bank supervision and regulation. This hearing marks
yet another in a series of hearings to identify causes of the finan-
cial crisis and specific responses that will guide this Committee’s
formulation of a new architecture for the 21st century financial
services regulation.

Today, we are going to explore ways to modernize and improve
bank regulation and supervision, to protect consumers and inves-
tors, and help grow our economy in the decades ahead. A year ago,
this Committee heard from witnesses on two separate occasions
that the banking system was sound and that the vast majority of
banks would be well positioned to weather the storm.

o))
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A year later, taxpayers are forced to pump billions of dollars into
our major banking institutions to keep them afloat. Meanwhile,
every day 20,000 people, we are told, are losing their jobs in our
country, 10,000 families’ homes are in jeopardy from foreclosure,
and credit—the lifeblood of our economy—is frozen solid. People are
furious right now, and they should be. But history will judge
whether we make the right decisions. And as President Obama told
the Congress last month, we cannot afford to govern out of anger
or yield to the politics of the moment as we prepare to make
choices that will shape the future of our country literally for dec-
ades and decades to come.

We must learn from the mistakes and draw upon those lessons
to shape the new framework for financial services regulation, an in-
tegrated, transparent, and comprehensive architecture that serves
the American people well through the 21st century.

Instead of the race to the bottom we saw in the run-up to the
crisis, I want to see a race to the top, with clear lines of authority,
strong checks and balances that build the confidence in our finan-
f)i?l system that is so essential to our economic growth and sta-

ility.

Certainly there is a case to be made for a so-called systemic risk
regulator within that framework, and whether or not those vast
powers will reside in the Fed remains an open question, although
the news this morning would indicate that maybe a far more open
question in light of the balance sheet responsibilities.

And, Mr. Tarullo, we will be asking you about that question this
morning to some degree as well. This news this morning adds yet
additional labors and burdens on the Fed itself, and so the question
of whether or not, in addition to that job, we can also take on a
systemic risk supervisor capacity is an issue that I think a lot of
us will want to explore.

As Chairman Bernanke recently said, the role of the systemic
risk regulator will entail a great deal of expertise, analytical so-
phistication, and the capacity to process large amounts of disparate
information. I agree with Chairman Bernanke, which is why I won-
der whether it would not make more sense to give authority to re-
solve failing and systemically important institutions to the agency
with actual experience in the area—the FDIC.

If the events of this week have taught us anything, it is that the
unwinding of these institutions can sap both public dollars and
public confidence essential to getting our economy back on track.
This underscores the importance of establishing a mechanism to re-
solve these failing institutions.

From its failure to protect consumers, to regulate mortgage lend-
ing, to effectively oversee bank holding companies, the instances in
which the Fed has failed to execute its existing authority are nu-
merous. In a crisis that has taught the American people many hard
learned lessons, perhaps the most important is that no institution
should ever be too big to fail. And going forward, we should con-
sider how that lesson applies not only to our financial institutions,
but also to the Government entities charged with regulating them.

Replacing Citibank-size financial institutions with Citibank-size
regulators would be a grave mistake. This crisis has illustrated all
too well the dangers posed to the consumer and our economy when
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we consolidate too much power in too few hands with too little
transparency and accountability.

Further, as former Fed Chairman Volcker has suggested, there
may well be an inherent conflict of interest between prudential su-
pervision—that is, the day-to-day regulation of our banks—and
monetary policy, the Fed’s primary mission—and an essential one,
I might add.

One idea that has been suggested that could complement and
support an entity that oversees systemic risk is a consolidated safe-
ty and soundness regulator. The regulatory arbitrage, duplication,
and inefficiency that comes with having multiple Federal banking
regulators was at least as much of a problem in creating this crisis
as the Fed’s inability to see the crisis coming and its failure to pro-
tect consumers and investors. And so systemic risk is important,
but no more so than the risk to consumers and depositors, the en-
gine behind our very banking system.

Creating that race to the top starts with building from the bot-
tom up. That is why I am equally interested in what we do to the
prudential supervision level to empower regulators, the first line of
defense for consumers and depositors, and increase the trans-
parency that is absolutely essential to checks and balances and to
a healthy financial system.

Each of these issues leads us to a simple conclusion: The need
for broad, comprehensive reform is clear. We cannot afford to ad-
dress the future of our financial system piecemeal or ad hoc with-
out considering the role that every actor at every level must play
in creating a stable banking system that helps our economy grow
for decades to come. That must be our collective goal.

With that, let me turn to Senator Shelby.

STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you, Chairman Dodd.

We are in the midst of an unprecedented financial crisis. I be-
lieve the challenge before us involves three tasks: First, we must
work to stabilize the system. Second, we must understand the ori-
gins of the current crisis. And, third, we must work to restructure
our regulatory regime to meet the demands of a 21st century finan-
cial system.

Today, the Committee will focus primarily on the third task, re-
building the regulatory structure. I believe the success of our effort
will depend a great deal on our ability to determine what led us
to this point. Without that knowledge, we will not know whether
we are regulating the right things in the right way.

We need to determine whether the regulators had sufficient au-
thority and whether they used the authority they had to the fullest
extent. We need to consider here whether market developments
outpace current regulatory capabilities. We also need to better un-
derstand the impact regulation has on the private sector’s due dili-
gence and risk management practices.

After understanding the nature of the regulatory structure, I be-
lieve we need to come to an understanding as to the specific cause
or causes of the regulatory failure. We then need to address those
failures in such a manner where we create a durable, flexible, and
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robust regime that can grow with markets while still protecting
consumers and market stability.

This is a very tall order. It will take an intensive and extended
effort on our behalf, but in the end, getting this thing done right
is more important than getting it done quickly.

Thank you, Mr. Chairman.

Chairman DoDD. We have a lot of witnesses, but some of my col-
leagues may want to make some very brief opening comments on
this. Senator Brown, you are next in line. Do you want to make a
brief opening comment on this at all?

Senator BROWN. I will pass.

Chairman DoDD. You will. Senator Bunning.

Senator BUNNING. Pass.

Chairman DoDD. As well. Senator Tester.

Senator TESTER. I will pass.

Chairman DoDD. As well. Senator Crapo.

Senator CRAPO. Pass.

Chairman DoDD. Let me see. Senator Warner.

Senator WARNER. I will pass.

Chairman DoDD. We have a trend going here. Senator Bennett?
I was told by my staff that some members wanted to be heard, so
I am just responding to the staff request.

Senator BENNETT. I just want to thank you for holding the hear-
ing and recognize that it is going to be the first in a series, because
there is probably nothing more important that we will do in this
Committee this year than deal with this problem. The future is a
very—there are many demands that we have to deal with, with re-
spect to the future here.

Chairman DopD. Thank you.

Senator Schumer.

Senator SCHUMER. Pass.

Chairman DobpD. All right. Senator Merkley.

Senator MERKLEY. I will pass.

Chairman DoDD. Senator Bennet.

Senator BENNET. I appreciate the opportunity to make a lengthy
opening statement.

[Laughter.]

Chairman DoDD. Statements will be included in the record. We
will make sure that happens.

We will begin with our witnesses here. We are very fortunate to
have a good, strong group of folks who know these issues well and
have been involved before with this Committee on numerous occa-
sions. Let me briefly introduce them each.

I will begin with John Dugan. He is currently the Comptroller
of the Currency. We thank you for coming back before the Com-
mittee once again.

Sheila Bair, Chairperson of the Federal Deposit Insurance Cor-
poration, has been before the Committee on numerous occasions.

We have next Michael Fryzel, Chairman of the National Credit
Union Administration, and we appreciate your participation.

Dan Tarullo is with the Federal Reserve. We thank you, Dan.
Congratulations on your recent confirmation as well.

Scott Polakoff currently serves as the Acting Director of the Of-
fice of Thrift Supervision.



5

Joseph Smith is currently North Carolina Commissioner on
Banks and is appearing on behalf of the State Bank Supervisors,
and we thank you for being here.

And George Reynolds is the Chairman of the National Associa-
tion of State Credit Union Supervisors and Senior Deputy Commis-
sioner of the Georgia Department of Banking and Finance. And we
thank you as well for joining us.

I am going to ask, given the magnitude, the size of our Com-
mittee here this morning—I noticed, for instance, John, your testi-
mony is about 18 or 20 pages long last night as I went through it,
and I am hopeful you are not going to try and do all 20 pages here
this morning. Dan, yours is about 16 or 17 pages as well. If you
could abbreviate this down to about 5 or 6 minutes or so—and it
is important we hear what you have to say, so I do not want to
constrain you too much. But I would like to be able to get through
everyone so we can go through the question period.

We will begin with you.

STATEMENT OF JOHN C. DUGAN, COMPTROLLER OF THE CUR-
RENCY, OFFICE OF THE COMPTROLLER OF THE CURRENCY

Mr. DuGgaN. Thank you, Chairman Dodd, Ranking Member Shel-
by, and Members of the Committee.

The financial crisis has raised legitimate questions about wheth-
er we need to restructure and reform our financial regulatory sys-
tem, and I welcome the opportunity to testify on this important
subject on behalf of the OCC.

Let me summarize the five key recommendations from my writ-
ten statement which address issues raised in the Committee’s let-
ter of invitation.

First, we support the establishment of a systemic risk regulator,
which probably should be the Federal Reserve Board. In many
ways, the Board already serves this role with respect to system-
ically important banks, but no agency has had similar authority
with respect to systemically important financial institutions that
are not banks, which created real problems in the last several
years as risk increased in many such institutions. It makes sense
to provide one agency with authority and accountability for identi-
fying and addressing such risks across the financial system.

This authority should be crafted carefully, however, to address
the very real concerns of the Board taking on too many functions
to do all of them well, while at the same time concentrating too
much authority in a single Government agency.

Second, we support the establishment of a regime to stabilize re-
solve and wind down systemically significant firms that are not
banks. The lack of such a regime this past year proved to be an
enormous problem in dealing with distressed and failing institu-
tions such as Bear Stearns, Lehman Brothers, and AIG. The new
regime should provide tools that are similar to those the FDIC cur-
rently has for resolving banks, as well as provide a significant
funding source, if needed, to facilitate orderly dispositions, such as
a significant line of credit from the Treasury. In view of the sys-
temic nature of such resolutions and the likely need for Govern-
ment funding, the systemic risk regulator and the Treasury De-
partment should be responsible for this new authority.
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Third, if the Committee decides to move forward with reducing
the number of bank regulators—and that would, of course, shorten
this hearing—we have two general recommendations. The first may
not surprise you. We believe strongly that you should preserve the
role of a dedicated prudential banking supervisor that has no job
other than bank supervision. Dedicated supervision produces no
confusion about the supervisor’s goals or mission, no potential con-
flict with competing objectives; responsibility and accountability
are well defined; and the result is a strong culture that fosters the
development of the type of seasoned supervisors that we need. But
my second recommendation here may sound a little strange coming
from the OCC given our normal turf wars. Congress, I believe,
should preserve a supervisory role for the Federal Reserve Board,
given its substantial experience with respect to capital markets,
payment systems, and the discount window.

Fourth, Congress should establish a system of national standards
that are uniformly implemented for mortgage regulation. While
there were problems with mortgage underwriting standards at all
mortgage providers, including national banks, they were least pro-
nounced at regulated banks, whether State or nationally chartered.
But they were extremely severe at the nonbank mortgage compa-
nies and mortgage brokers regulated exclusively by the States, ac-
counting for a disproportionate share of foreclosures. Let me em-
phasize that this was not the result of national bank preemption,
which in no way impeded States from regulating these providers.
National mortgage standards with comparable implementation by
Federal and State regulators would address this regulatory gap
and ensure better mortgages for all consumers.

Finally, the OCC believes the best way to implement consumer
protection regulation of banks, the best way to protect consumers
is to do so through prudential supervision. Supervisors’ continual
presence in banks through the examination process creates espe-
cially effective incentives for consumer protection compliance, as
well as allowing examiners to detect compliance failures much ear-
lier than would otherwise be the case. They also have strong en-
forcement powers and exceptional leverage over bank management
to achieve corrective action. That is, when examiners detect con-
sumer compliance weaknesses or failures, they have a broad range
of corrective tools from informal comments to formal enforcement
action, and banks have strong incentives to move back into compli-
ance as expeditiously as possible.

Finally, because examiners are continually exposed to the prac-
tical effects of implementing consumer protection rules for bank
customers, the prudential supervisory agency is in the best position
to formulate and refine consumer protection regulation for banks.

Proposals to remove consumer protection regulation and super-
vision from prudential supervisors, instead consolidating such au-
thority in a new Federal agency, would lose these very real bene-
fits, we believe. If Congress believes that the consumer protection
regime needs to be strengthened, the best answer is not to create
a new agency that would have none of the benefits of the pruden-
tial supervisor. Instead, we believe the better approach is for Con-
gress to reinforce the agency’s consumer protection mission and di-
rect them to toughen the applicable standards and close any gaps
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in regulatory coverage. The OCC and the other prudential bank su-
pervisors will rigorously apply any new standards, and consumers
will be better protected.

Thank you very much. I would be happy to answer questions.

Chairman DobDD. Thank you very much.

Ms. Bair, thank you for joining us.

STATEMENT OF SHEILA C. BAIR, CHAIRMAN, FEDERAL
DEPOSIT INSURANCE CORPORATION

Ms. BaIR. Chairman Dodd, Ranking Member Shelby, and Mem-
bers of the Committee, thank you for the opportunity to testify
today.

Our current regulatory system has clearly failed in many ways
to manage risk properly and to provide market stability. While it
is true that there are regulatory gaps which need to be plugged,
U.S. regulators already have broad powers to supervise financial
institutions. We also have the authority to limit many of the activi-
ties that undermined our financial system. The plain truth is that
many of the systemically significant companies that have needed
unprecedented Federal help were already subject to extensive Fed-
eral oversight. Thus, the failure to use existing authorities by regu-
lators casts doubt on whether simply entrusting power in a new
systemic risk regulator would be enough.

I believe the way to reduce systemic risk is by addressing the
size, complexity, and concentration of our financial institutions. In
short, we need to end “too big to fail.” We need to create regulatory
and economic disincentives for systemically important financial
firms. For example, we need to impose higher capital requirements
on them in recognition of their systemic importance to make sure
they have adequate capital buffers in times of stress. We need
greater market discipline by creating a clear, legal mechanism for
resolving large institutions in an orderly manner that is similar to
the one for FDIC-insured banks.

The ad hoc response to the current crisis is due in large part to
the lack of a legal framework for taking over an entire complex fi-
nancial organization. As we saw with Lehman Brothers, bank-
ruptcy is a very poor way to resolve large, complex financial organi-
zations. We need a special process that is outside bankruptcy, just
as we have for commercial banks and thrifts.

To protect taxpayers, a new resolution regime should be funded
by fees charged to systemically important firms and would apply to
any institution that puts the system at risk. These fees could be
imposed on a sliding scale, so the greater the risk the higher the
fee. In a new regime, rules and responsibility must be clearly
spelled out to prevent conflicts of interest. For example, Congress
gave the FDIC back-up supervisory authority and the power to self-
appoint as receiver when banks get into trouble. Congress did this
to ensure that the entity resolving a bank has the power to effec-
tively exercise its authority even if there is disagreement with the
primary supervisor. As Congress has determined for the FDIC, any
new resolution authority should also be independent of any new
systemic risk regulator.

The FDIC’s current authority to act as receiver and to set up a
bridge bank to maintain key functions and sell assets is a good
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starting point for designing a new resolution regime. There should
be a clearly defined priority structure for settling claims depending
on the type of firm. Any resolution should be required to minimize
losses to the public. And the claims process should follow an estab-
lished priority list. Also, no single Government entity should have
the power to deviate from the new regime. It should include checks
and balances that are similar to the systemic risk exception for the
least cost test that now applies to FDIC-insured institutions.

Finally, the resolution entity should have the kinds of powers the
FDIC has to deal with such things as executive compensation.
When we take over a bank, we have the power to hire and fire. We
typically get rid of the top executives and the managers who caused
the problem. We can terminate compensation agreements, includ-
ing bonuses. We do whatever it takes to hold down costs. These
types of authorities should apply to any institution that gets taken
over by the Government.

Finally, there can no longer be any doubt about the link between
protecting consumers from abusive products and practices and the
safety and soundness of America’s financial system. It is absolutely
essential that we set uniform standards for financial products. It
should not matter who the seller is, be it a bank or nonbank. We
also need to make sure that whichever Federal agency is over-
seeing consumer protection, it has the ability to fully leverage the
expertise and resources accumulated by the Federal banking agen-
cies. To be effective, consumer policy must be closely coordinated
and reflect a deep understanding of financial institutions and the
dynamic nature of the industry as a whole.

The benefits of capitalism can only be recognized if markets re-
ward the well managed and punish the lax. However, this funda-
mental principle is now observed only with regard to smaller finan-
cial institutions. Because of the lack of a legal mechanism to re-
solve the so-called systemically important, regardless of past ineffi-
ciency or recklessness, nonviable institutions survive with the sup-
port of taxpayer funds. History has shown that Government poli-
cies should promote, not hamper, the closing and/or restructuring
of weak institutions into stronger, more efficient ones. The creation
of a systemic risk regulator could be counterproductive if it rein-
forced the notion that financial behemoths designated as systemic
are, in fact, too big to fail.

Congress’ first priority should be the development of a frame-
work which creates disincentives to size and complexity and estab-
lishes a resolution mechanism which makes clear that managers,
shareholders, and creditors will bear the consequences of their ac-
tions.

Thank you.

Chairman DoDD. Thank you very much.

Mr. Fryzel.

STATEMENT OF MICHAEL E. FRYZEL, CHAIRMAN, NATIONAL
CREDIT UNION ADMINISTRATION

Mr. FrRYZEL. Thank you, Chairman Dodd, Ranking Member Shel-
by, and Members of the Committee. As Chairman of the National
Credit Union Administration, I appreciate this opportunity to pro-
vide the agency’s position on regulatory modernization.
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Federally insured credit unions comprise a small but important
part of the financial institution community, and I hope NCUA’s
perspective on this matter will add to the understanding of the
unique characteristics of the credit union industry and the 90 mil-
lion members they serve.

The market dislocations underscore the importance of your re-
view of this subject. I see a need for revisions to the current regu-
latory structure in ways that would improve Federal oversight of
not just financial institutions, but the entire financial services mar-
ket. My belief is that there is a better way forward, a way that
would enable Federal regulators to more quickly and effectively
identify and deal with developing problems.

Before I express my views on possible reforms, I want to briefly
update you on the condition of the credit union industry.

Overall, credit unions maintained reasonable performance in
2008. Aggregate capital level finished the year at 10.92 percent,
and while earnings decreased due to the economic downturn, credit
unions still posted a 0.30 percent return on assets in 2008. I am
pleased to report that even in the face of market difficulties, credit
unions were able to increase lending by just over 7 percent. Loan
delinquencies were 1.3 percent, and charge-offs were 0.8 percent,
indicating that credit unions are lending prudently.

Credit unions are fundamentally different in structure and oper-
ation than other types of financial institutions. They are not-for-
profit cooperatives owned and governed by their members. Our
strong belief is that these unique and distinct institutions require
unique and distinct regulation, accompanied by supervision tailored
to their special way of operating.

Independent NCUA regulation has enabled credit unions to per-
form in a safe and sound manner while fulfilling the cooperative
mandate set forth by Congress. One benefit of our distinct regu-
latory approach is the 18-percent usury ceiling for Federal credit
unions that enhances their ability to act a low-cost alternative to
predatory lenders. Another is the existence of a supervisory com-
mittee for Federal charters, unique among all financial institutions.
These committees, comprised of credit union members, have en-
hanced consumer protection by giving members peer review of com-
plaints and have supplemented the ability of NCUA to resolve pos-
sible violations of consumer protection laws.

NCUA administers the National Credit Union Share Insurance
Fund, the Federal insurance fund for both Federal and State-char-
tered credit unions. The fund currently has an equity ratio of 1.28
percent. The unique structure of the fund where credit unions
make a deposit equal to 1 percent of their insured shares, aug-
mented by premiums as needed, to keep the fund above a statutory
level of 1.20 percent has resulted in a very stable and well-func-
tioning insurance fund. Even in the face of significant stress in the
corporate credit union part of the industry, stress that necessitated
extraordinary actions by the NCUA board to stabilize the
corporates, the fund has proven durable.

I want to underscore the benefits of having the fund adminis-
tered by NCUA. Working in concert with our partners in the State
regulatory system, NCUA uses close supervision to control risks.
This concept was noted prudently by GAO studies over the years,
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as were the benefits of a streamlined oversight and insurance func-
tion under one roof. This consolidated approach has enabled NCUA
to manage risk in an efficient manner and identify problems in a
way that minimizes losses to the fund.

NCUA considers the totality of our approach for mixed deposit
and premium funding mechanism to unify supervisory and insur-
ance activities, to be the one that has had significant public policy
benefits, and one worth preserving. Whatever reorganization Con-
gress contemplates, the National Credit Union Share Insurance
Fund should remain integrated into the Federal credit union regu-
lator and separate from any other Federal insurance funds.

Regarding restructuring of the financial regulatory framework, I
suggest creating a single oversight entity whose responsibilities
would include monitoring financial institution regulators and
issuing principles-based regulations and guidance. The entity
would be responsible for establishing general safety and soundness
standards, while the individual regulators would enforce them in
the institutions they regulated. It would also monitor systemic
risks across institution types.

Again, for this structure to be effective for federally insured cred-
it unions and the consumers they serve, the National Credit Union
Share Insurance Fund should remain independent in order to
maintain the dual NCUA regulatory and insurance roles that have
been tested and proven to work for almost 40 years.

I appreciate the opportunity to provide testimony today and
would be pleased to answer any questions.

Chairman DopD. Thank you very, very much.

Dan Tarullo, thank you very much for being here on behalf of the
Fed.

STATEMENT OF DANIEL K. TARULLO, MEMBER, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. TARULLO. Thank you, Mr. Chairman, Senator Shelby, and
Members of the Committee. We are here this morning because of
systemic risk. We have had a systemic crisis. We are still in the
middle of it, and I would endorse wholeheartedly Senator Shelby’s
three-part approach to responding to that crisis.

In the weeks that I have been at the Federal Reserve, the discus-
sions that have taken place internally, both among staff and among
the members, have focused on the issue of systemic risk and how
to prevent it going forward. The important point I would make as
a prelude to our recommendations is that the source of systemic
risk in our financial system has to some considerable extent mi-
grated from traditional banking activities to markets over the last
20 or 25 years. If you think about the problems that led to the De-
pression, that were apparent even in the 1970s among some banks,
the concern was that there would be a run on a bank, that deposi-
tors would be worried about the safety and soundness of that bank
and that there would be contagion spreading to other institutions
as depositors were uncertain as to the status of those institutions.

What has been seen more recently is a systemic problem starting
in the interactions among institutions in markets. Now, banks are
participants in markets, so this can still be something that affects
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banks. But we have also seen other kinds of institutions at the
source of the systemic problems we are undergoing right now.

I think you cannot focus on a single institution or even just look
at institutions as a series of silos, as it were, and concentrate solely
on trying to assure their safety and soundness. We need to look at
the interaction among institutions. Sometimes that means their ac-
tual counterparty relationships with one another. Sometimes it
means the fora in which they interact with one another, in pay-
ment systems and the like. Sometimes it even means the parallel
strategies which they may be pursuing—when, for example, they
are all relying on the same sources of liquidity if they have to
change their investing strategies. So they may not even know that
they are co-dependent with other actors in the financial markets.

For all of these reasons, our view is that the focus needs to be
on an agenda for financial stability, an agenda for systemic risk
management. I emphasize that because, although there is rightly
talk about a systemic risk regulator, it is important that we under-
stand each component of an agenda which is going to be fulfilled
by all the financial regulators over which you have jurisdiction.

So what do we mean by this agenda? Well, I tried in my testi-
mony to lay out five areas in which we should pay attention. First,
we do need effective consolidated supervision of any systemically
important institution. We need consolidated supervision and it
needs to be effective. There are institutions that are systemically
important, and certainly were systemically important over the last
few years, which were not subject to consolidated prudential super-
vision by any regulator.

But that supervision needs to be effective. I think everybody is
aware, and ought to be aware, of the ways in which the regulation
and supervision of our financial institutions in recent years has
fallen short. And unless, as Senator Shelby suggests, we all con-
centrate on it and reflect on it without defensiveness, we are not
going to learn the lessons that need to be learned.

Second, there is need for a resolution mechanism. I am happy to
talk about that in the back and forth with you, but Comptroller
Dugan and Chairman Bair have laid that out very well.

Third, there does need to be more oversight of key areas in which
market participants interact in important ways. We have focused
in particular on payments and settlement systems, because there
the Fed’s oversight authority derives largely from the coincidence
that some of the key actors happen to be member banks. But if
they weren’t, if they had another corporate form, there is no statu-
tory authority right now for us to exercise prudential supervision
over those markets in which problems can arise.

Fourth, consumer protection. Now, consumer protection is not
and should not be limited to its relationship with potential sys-
temic risk. But, as the current crisis demonstrated, there are times
in which good consumer protection is not just good consumer pro-
tection, but it is an important component of an agenda for contain-
ment of systemic risk.

Fifth and finally is the issue of a systemic risk regulator. This
is something that does seem to fit into an overall agenda. There are
gaps in covering systemically important institutions. There are also
gaps in attempting to monitor what is going on across the system.
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I think in the past there have been times at which there was im-
portant information being developed by various regulators and su-
pervisors which, if aggregated, would have suggested developing
issues and problems. But without a charge to one or more entities
to try to put all that together, one risks looking at things, as I said,
in a more siloed fashion. The extent of those authorities for a sys-
temic risk regulator is something that needs to be debated in this
Committee and in the entire Congress. But I do think that it is an
important complement to the other components of this agenda and
the improvements in supervision and regulation under existing au-
thorities, and thus something that ought to be considered.

I am happy to answer any questions that you may have.

Chairman DobDD. Thank you very much.

There will be three or four consecutive votes that are going to
occur, so regretfully, we are going to have to recess, and when we
get over there, there are going to be, 10-minute votes, not 15-
minute votes. I apologize to our witnesses, but all of you have been
here before in the past when this has occurred. We will have three
or four votes—it may even be two, it may be a voice on one, so we
may get back much more quickly, and we will pick up with Mr.
Polakoff.

The Committee will stand in recess.

[Recess.]

Chairman DoDD. Could I invite all of you to come back in, and
let me tell you how we will proceed. I apologize to our witnesses.
There is going to be another vote, but I thought we could complete
the testimony from our witnesses, and by that time, the third vote
might begin. I have been advised the members will stay over there
for the vote rather than run back and forth. As I said, we will com-
plete your testimony, and then we will engage in the questioning
for the remainder of the time.

Mr. Polakoff, we welcome you. Thank you.

STATEMENT OF SCOTT M. POLAKOFF, ACTING DIRECTOR,
OFFICE OF THRIFT SUPERVISION

Mr. POLAKOFF. Good morning, Chairman Dodd. Thank you for in-
viting me to testify on behalf of OTS on “Modernizing Bank Super-
vision and Regulation.”

As you know, our current system of financial supervision is a
patchwork with pieces that date back to the Civil War. If we were
to start from scratch, no one would advocate establishing a system
like the one we have, cobbled together over the last century and
a half. The complexity of our financial markets has in some cases
reached mind-boggling proportions. To effectively address the risks
in today’s financial marketplace, we need a modern, sophisticated
system of regulation and supervision that applies evenly across the
financial services landscape.

Our current economic crisis enforces the message that the time
is right for an in-depth, careful review and meaningful, funda-
mental change. Any restructuring should take into account the les-
sons learned from this crisis. At the same time, the OTS rec-
ommendations that I am presenting here today do not represent a
realignment of the current regulatory structure. Rather, they rep-
resent a fresh start using a clean slate. They represent the OTS
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vision for the way financial services regulation in this country
should be. In short, we are proposing fundamental changes that
would affect virtually all of the current financial regulators.

It is important to note that these are high-level recommenda-
tions. Before adoption and implementation, many details would
need to be worked out and many questions would need to be an-
swered.

The OTS proposal for modernization has two basic elements.
First, a set of guiding principles, and second, recommendations for
Federal bank regulation, holding company supervision, and sys-
temic risk regulation. So what I would like to do is offer the five
guiding principles.

Number one, a dual banking system with Federal and State
charters for banks.

Number two, a dual insurance system with Federal and State
charters for insurance companies.

Number three, the institution’s operating strategy and business
model would determine its charter and identify its responsible reg-
ulatory agency. Institutions would not simply pick their regulator.

Number four, organizational and ownership options would con-
tinue, including mutual ownership, public and private stock enti-
ties, and Subchapter S corporations.

And number five, ensure that all entities offering financial prod-
ucts are subject to the consistent laws, regulations, and rigor of
regulatory oversight.

Regarding our recommendations on regulatory structure, the
OTS strongly supports the creation of a systemic risk regulator
with authority and resources to accomplish the following three
functions.

Number one, to examine the entire conglomerate.

Number two, to provide temporary liquidity in a crisis.

And number three, to process a receivership if failure is unavoid-
able.

For Federal bank regulation, the OTS proposes two charters, one
for banks predominately focused on consumer and community
banking products, including lending, and the other for banks pri-
marily focused on commercial products and services. The business
models of the commercial bank and the consumer and community
bank are fundamentally different enough to warrant two distinct
Federal banking charters. These regulators would each be the pri-
mary Federal supervisor for State chartered banks with the rel-
evant business models.

A consumer and community bank regulator would close the gaps
in regulatory oversight that led to a shadow banking system of un-
even regulated mortgage companies, brokers, and consumer lenders
that were significant causes of the current crisis. This regulator
would also be responsible for developing and implementing all con-
sumer protection requirements and regulations.

Regarding holding companies, the functional regulator of the
largest entity within a diversified financial company would be the
holding company regulator.

I realize I have provided a lot of information and I look forward
to answering your questions, Mr. Chairman.

Chairman DopD. Thank you very, very much.
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Mr. Smith, welcome to the Committee.

STATEMENT OF JOSEPH A. SMITH, JR., NORTH CAROLINA
COMMISSIONER OF BANKS, AND CHAIR-ELECT OF THE
CONFERENCE OF STATE BANK SUPERVISORS

Mr. SmiTH. Thank you, Mr. Chairman. I am Joe Smith. I am
North Carolina Commissioner of Banks and Chair-Elect of the Con-
ference of State Bank Supervisors, on whose behalf I am testifying.
I very much appreciate this opportunity.

My colleagues and I have submitted to you written testimony. I
will not read it to you today.

Chairman DopD. Thank you.

Mr. SMmITH. I would like to emphasize a few points that are con-
tained in it.

The first of these points is that proximity, or closeness to the
consumers, businesses, and communities that deal with our banks
is important. We acknowledge that a modern financial regulatory
structure must deal with systemic risks presented by complex glob-
al institutions. While this is necessary, sir, we would argue that it
is not itself sufficient.

A modern financial regulatory structure should also include, and
as more than an afterthought, the community and regional institu-
tions that are not systemically significant in terms of risk but that
are crucial to effectively serving the diverse needs of our very di-
verse country. These institutions were organized to meet local
needs and have grown as they have met such needs, both in our
metropolitan markets and in rural and exurban markets, as well.

We would further suggest that the proximity of State regulators
and attorneys general to the marketplace is a valuable asset in our
efforts to protect consumers from fraud, predatory conduct, and
other abuses. State officials are the first responders in the area of
consumer protection because they are the nearest to the action and
see the problems first. It is our hope that a modernized regulatory
system will make use of the valuable market information that the
States can provide in setting standards of conduct and will enhance
the role of States in enforcing such standards.

To allow for this system to properly function, we strongly believe
that Congress should overturn or roll back the OTS and OCC pre-
emption of State consumer protection laws and State enforcement.

A second and related point that we hope you will consider is that
the diversity of our banking and regulatory systems is a strength
of each. One size does not fit all, either with regard to the size,
scope, and business methods of our banks or the regulatory regime
applicable to them.

We are particularly concerned that in addressing the problems of
complex global institutions, a modernized financial system may in-
advertently weaken community and regional banks by under-sup-
port for the larger institutions and by burdening smaller institu-
tions with the costs of regulation that are appropriate for the large
institutions, but not for the smaller regional ones.

We hope you agree with us that community and regional banks
provide needed competition in our metropolitan markets and cru-
cial financial services in our smaller and more isolated markets. A
corollary of this view is that the type of regulatory regime that is
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appropriate for complex global organizations is not appropriate for
community and regional banks. In our view, the time has come for
supervision and regulation that is tailored to the size, scope, and
complexity of a regulated enterprise. One size should not and can-
not be made to fit all.

I would like to make it clear that my colleagues and I are not
arguing for preservation of the status quo. Rather, we are sug-
gesting that a modernized regulatory system should include a coop-
erative federalism that incorporates both national standards for all
market participants and shared responsibility for the development
and enforcement of such standards. We would submit that the
shared responsibility for supervising State charter banks is one ex-
ample, current example, of cooperative federalism and that the de-
veloping partnership between State and Federal regulators under
the Secure and Fair Enforcement for mortgage licensing, or SAFE
Act, is another.

Chairman Dodd, my colleagues and I support this Committee’s
efforts to modernize our Nation’s financial regulatory system. As
always, sir, it is an honor to appear before you. I hope that our tes-
timony is of assistance to the Committee and would be happy to
answer any questions you may have. Thank you very, very much.

Chairman DopD. Thank you very much, Mr. Smith.

We don’t say this often enough in the Committee. The tendency
today is to use the word “bank,” and I am worried about it becom-
ing pejorative. There are 8,000 banks and I think there are 20—
Governor Tarullo can correct me on this—that control about 70 to
80 percent of all the deposits in the country. The remaining 7,000-
plus are regional or community banks. They do a terrific job and
have been doing a great job. And the tendency to talk about lend-
ing institutions in broad terms is not fair to a lot of those institu-
tions which have been very prudent in their behavior over the last
number of years and it is important we recognize that from this
side of the dais. And so your comments are appreciated.

Mr. Reynolds.

STATEMENT OF GEORGE REYNOLDS, CHAIRMAN, NATIONAL
ASSOCIATION OF STATE CREDIT UNION SUPERVISORS, AND
SENIOR DEPUTY COMMISSIONER, GEORGIA DEPARTMENT
OF BANKING AND FINANCE

Mr. REYNOLDS. Chairman Dodd, I appear today on behalf of
NASCUS, the professional association of State Credit Union Regu-
lators. My comments focus solely on the credit union regulatory
structure and four distinct principles vital to the future growth and
safety and soundness of State chartered credit unions.

NASCUS believes regulatory reform must preserve charter choice
and dual chartering, preserve the States’ role in financial regula-
tion, modernize the capital system for credit unions, and maintain
strong consumer protections.

First, preserving charter choice is crucial to any regulatory re-
form proposal. Charter choice is maintained by an active system of
federalism that allows for clear communications and coordination
between State and Federal regulators. Congress must continue to
recognize and affirm the distinct roles played by State and Federal
regulatory agencies. The Nation’s regulatory structure must enable
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State credit union regulators to retain their regulatory authority
over State-chartered credit unions. Further, it is important that
new polices do not squelch the innovation and enhanced regulatory
structure provided by the dual chartering system.

The second principle I will highlight is preserving the State’s role
in financial regulation. The dual chartering system is predicated on
the rights of States to authorize varying powers for their credit
unions. NASCUS supports State authority to empower credit
unions to engage in activities under State-specific rules. States
should continue to have the authority to create and to maintain ap-
propriate credit union powers in any new regulatory reform struc-
ture. Preemption of State laws and the push for more uniform reg-
ulatory systems will negatively impact our Nation’s financial serv-
ices industry and ultimately consumers.

The third principle is the need to modernize the capital system
of credit unions. We encourage Congress to include capital reform
as part of the regulatory modernization process. State credit union
regulators are committed to protecting credit union safety and
soundness. Allowing credit unions to access supplemental capital
would protect the credit union system and provide a tool for regu-
lators if a credit union faces declining network or liquidity needs.
Further, it will provide an additional layer of protection to the Na-
tional Credit Union Share Insurance Fund, the NCUSIF, thereby
maintaining credit unions’ independence from the Federal Govern-
ment and taxpayers.

A simple fix to the definition of “net worth” in the Federal Credit
Union Act would authorize regulators the discretion, when appro-
priate, to allow credit unions to use supplemental capital.

The final principle I will discuss is the valuable role States play
in consumer protection. Many consumer protection programs were
designed by State legislators and State regulators to protect citi-
zens in their States. The success of State programs have been rec-
ognized at the Federal level when like programs have been intro-
duced. It is crucial that State legislatures have the primary role to
enact consumer protection statutes for their residents and to pro-
mulgate and enforce State regulations.

I would also mention that both State and Federal credit unions
have access to the NCUSIF. federally insured credit unions cap-
italize this fund by depositing 1 percent of their shares into the
fund. This concept is unique to credit unions and it minimizes ex-
posure to the taxpayers. Any modernized regulatory system should
recognize the NCUSIF. NASCUS and others are concerned about
any proposal to consolidate regulators and eliminate State and
Federal credit union charters.

As Congress examines a regulatory reform system for credit
unions, the following should be considered. Enhancing consumer
choice provides a stronger financial regulatory system. Therefore,
charter choice and dual chartering must be preserved. Preservation
of the State’s role in financial regulation is vital. Modernization of
the capital system for credit unions is critical for safety and sound-
ness. And strong consumer protection should be maintained, and
these should be protected against Federal preemption.

NASCUS appreciates the opportunity to testify and share our
priorities. We urge the Committee to be watchful of Federal pre-
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emption and to remember the importance of dual chartering and
charter choice in regulatory modernization. Thank you.

Chairman DobDD. Thank you very much, Mr. Reynolds, and
again, my appreciation to all of you here this morning. We are
going to have an ongoing conversation with you as I know all of
my colleagues are interested—deeply interested—in the subject
matter of modernization of financial regulation. We are going to
want to have as many conversations as we can with you as we
move forward on how to develop these ideas. We all understand the
critical importance of this and all of you can play a very critical
role in helping us.

Let me begin, if I can, with the issue of regulatory arbitrage, be-
cause all of you in your testimony addressed this issue as forum
shopping. In 1994, when this Committee considered legislation to
comprehensively reform of the financial regulatory system, then-
Treasury Secretary Lloyd Bentsen appeared before the Committee,
and let me quote him for you on that day, some 15 years ago. He
said, “What we are seeing is a situation that enables banks to shop
for the most lenient Federal regulator.”

In those very same hearings on that very same proposal, the
Chairman of the Federal Reserve, at the time Alan Greenspan, said
the following, and I am quoting him, “Every bank should have a
choice of Federal regulator.”

So let me ask the panel here very quickly, beginning with you,
Mr. Dugan, with whom do you agree? Should financial institutions
be allowed to choose their regulators, leading to a potential race to
the bottom, or should we attempt to end the regulatory arbitrage
that is going on?

Mr. DuGAN. Well, I guess what I would say is this. Institutions
should not be able to, when they have a problem with that one reg-
ulator, to leave that regulator to go to another regulator where
they think they are not going to have the problem.

I will say from the point of view of the OCC, we don’t have any
ability to stop someone from leaving, but we have ample authority
to stop them from coming in and we exercise it. And so we will not
allow someone to transfer in and become a national bank unless
they have resolved their problems with their own institution and
we make that clear, and we have had during my tenure as Comp-
troller several instances of companies wanting to come in and de-
ciding not to when they realize that that would be the case. It is
not a good situation to have people try to leave one problem to go
to another.

I am not sure you have to have only one charter to solve that
problem. I think there are other ways to solve it where it does
occur and I think there can be some benefits that some charters
offer over others that are not what I just spoke about, and in those
cases, I think that is a good thing. But it has to be clear. To go
to the competition at the bottom, I think is a bad thing.

Chairman DoDD. Yes. Chairman Bair.

Ms. BAIR. Yes. I think the problems with regulatory arbitrage
have been more severe regarding banks than nonbanks, especially
on capital constraints—leverage constraints—certainly with regard
to investment banks versus commercial banks, and bank mortgage
lenders versus nonbank mortgage lenders with regard to lending
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standards. So I think there needs to be some baseline standards
that apply to all types of financial institutions, especially with con-
sumer protection and basic prudential requirements, such as cap-
ital standards.

I think there are still some problems within the category of
banks. We have four different primary regulators now and I think
there have been some issues. There have been issues we have seen
with banks converting charters because they fear perhaps the regu-
latory approach by one regulator. We have seen banks convert
c}}llarters in order to get preemption, which is not always a good
thing.

So I think there is more work to be done here. Part of that may
be Congress’s call in terms of whether they want to establish basic
consumer protections that cannot be preempted—whether you want
Federal protection to be a floor or a ceiling for consumer protection.
I think among us as regulators, we could do more to formalize
agreements among ourselves that we will respect each other’s
CAMELS ratings and enforcement actions even if a charter is con-
verted to remove the bad incentives for charter conversion.

So I think there are some steps to be taken, but I do agree with
what Joe said, we need both State and Federal charters. There is
a long history of the dual banking system in the United States and
I think that should be preserved.

Chairman DoDD. You mentioned the four bank regulators, and 1
think Mr. Dugan made the point earlier that this could be a briefer
hearing

[Laughter.]

Chairman DoDD. ——given the fact that we have the four regu-
lators involved in all of this. Is this making any sense at all? And
I am not jumping to one, but maybe the question ought to be what
do we need out there to provide the safety and soundness and con-
sumer protection. And I am not interested in just moving boxes
around—take four and make it one—as attractive as that may
seem to people, because that may defeat the very purpose of why
we gather and talk about this issue.

But the question is a basic one. Do we have too many regulators
here and has that contributed, in your view, Sheila, to some of the
issues we are confronting?

Ms. BaIRr. I think that you probably could have fewer bank regu-
lators. I do think you need at least a national and a State charter.
I think you should preserve the dual structure. But I also think in
terms of the immediate crisis, the bigger problems are with the
bank versus nonbank arbitrage, not arbitrage within the banking
system.

Chairman DoDD. Yes, Mr. Fryzel.

Mr. FRYZEL. Thank you, Senator. I agree with my colleagues that
there should be the dual chartering system between State and Fed-
eral banks as well as credit unions. Chairman Bair says that there
probably are too many bank regulators. Well, fortunately, we only
have one credit union regulator, so I think that is something we
should maintain.

But again, I think we need to look at where are the problems?
Which regulator perhaps hasn’t done the job that they should have
done, and maybe that is where the correction should be. I think the
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majority of regulators have done the best they possibly can consid-
ering what the circumstances are. I think they have taken the
right types of moves to correct the situation that is out there with
the economy the way it is.

But for restructuring, I think we need to see where is the prob-
lem. Is it with the banks? Is it with the insurance companies? Is
it with other types of financial institutions, and address that. And
then making that improvement, determine whether or not we need
the systemic risk regulator above these other institutions.

Chairman DoDD. Governor.

Mr. TArRULLO. Thank you, Mr. Chairman. I agree with my col-
leagues that we should not undermine the dual banking system in
the United States, and so you are going to have at least two kinds
of charters. It does seem to me, though, that the question is not
so much one of can an institution choose, but what constraints are
placed upon that choice.

So, for example, under current law, with the improvements that
were made to the Federal Deposit Insurance Act following the sav-
ings and loan crisis, there are now requirements on every federally
insured institution that apply whether you are a State or a Federal
bank. I think that Chairman Bair was alluding to some areas in
which she might like to see more constraints within the capacity
to choose, so that a bank cannot escape certain kinds of rules and
regulations by moving from one charter to another.

Chairman DobpD. Well, to make a distinction here, I do not know
that anyone is really going to argue about the idea of having State-
chartered and nationally chartered institutions, but are you sug-
gesting having separate regulators, or could we talk about a com-
mon regulator and dual charters?

Mr. DugaN. I think you have choices. Basically, of the four regu-
lators of banks, you have two for Federal charters, two for State
charters, and the question is: Does that make sense? You could
have a single one for Federals; you could have a single one for
States; you could have a single that cuts across all of them and still
have two charters.

There are complexities and issues with respect to each of those,
and I should not leave out you have 12 Federal Reserve banks.

Chairman DobDD. No. I know.

Mr. DuGAN. Which is another set of people at the table.

Chairman DoDD. Right.

Mr. DuGaN. My own view, I think there are too many. I agree
with Chairman Bair. I do not think that was a substantial cause
of the problems that we have seen, but if you are looking at cre-
ating more efficiency and providing a system that is more flexible
anck works better, I think you do not need—we do not have four
FDAs.

Chairman DoDD. Would you agree with that, Sheila, that you
can have a common regulator and dual charters?

Ms. BaIir. Well, I think it is tricky with the State charter we
should not leave out the 50 State regulators. The Fed and the
FDIC partner with the State regulators in our examination activi-
ties. So I think you could certainly consolidate all the Federal over-
sight with one Federal regulator. We would still, I assume, if you
preserve a State charter, have shared responsibilities with the
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State regulator. And so there has been historical competition be-
tween national and State charters that

Chairman DoDD. Doesn’t that lend itself to shopping again here?
The point that Mr. Dugan raised here, that the FDA does not have
a national regulator and a State regulator when it comes to food
and drug safety. Why not financial products? Why shouldn’t they
be as safe?

Ms. BAIR. I think for the smaller banks, for the community
banks, they like having the state option.

Chairman DoDD. Yes.

Ms. BaAIR. They like having the State option. They like having
the regulator that is a little closer, more local to them, more acces-
sible to them. So I think there are some benefits and I strongly
support continuation of the community banking sector here, and I
think maintaining the State charter is essential to that.

Chairman DoDD. Let me jump

Mr. POLAKOFF. Mr. Chairman, if I could offer—in our written
testimony—and I tried to synopsize it in my oral—we believe the
dual banking system, State and Federal, makes sense. But we be-
lieve that the business model and the strategy of the organization
should then dictate what regulatory agency oversees it.

So from our perspective, there is a clear distinction between a
commercial bank and a community and consumer bank. And it
does not make a difference whether it is a Federal charter or State
charter. Under our approach, we would submit to you that you
have a Federal regulator and a Federal charter for commercial
banks. And you have the same for community and consumer banks.
And then if it is a State-chartered entity that fits one of those two
business strategies, the relevant Federal regulator works with it.

So it retains the dual banking system. It prevents the ability of
the individual institution to select a regulator. Instead, this sche-
matic would suggest that the business strategy determines the reg-
ulator.

Chairman DoDD. That is a good point. Let me finish up, and I
apologize to my colleagues. I will just get the comments and then
go quickly to the——

Mr. SMITH. I would say that as a State charterer who has good
experience with both of our Federal colleagues, we need to say that
the current State system involves what we have called constructive
or cooperative federalism now, and State-chartered banks are not
exempt or are not free from federally enforced standards.

Chairman DopD. Right.

Mr. SMITH. And to be frank, we are grateful we have been in-
cluded in the FFIC because in that case we work with our Federal
colleagues to establish standards that we understand have to apply
across the board. As I say in my testimony, we understand we have
got to raise our game. In other words, we understand that going
forward, working with our Federal colleagues, we would like to
have a place in setting national standards and in enforcing them.
But I think actually even in light of the current problems we have,
the system has, the State system, in partnership with the Fed and
the FDIC, is holding up so far. We have got our issues, but we are
holding up pretty well. So I think there is a question in the future
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about our continuing to work more cooperatively with our Federal
partners, and I think that can help.

Chairman DopD. Mr. Reynolds.

Mr. REYNOLDS. Well, my observation, as a regulator that has
been involved in financial institution regulation for over 30 years,
is that we do not have any tolerance for forum shopping; we do not
have any tolerance for trying to arbitrage safety and soundness.
And it has been my experience in dealing with other State regu-
lators that that same approach applies.

I think the State system does provide choice, but I do not believe
there is any tolerance for that type of behavior in a State system.

Chairman DopD. Thanks very much.

Senator Corker.

Senator CORKER. Thank you, Mr. Chairman, and I thank all of
you for your testimony and your service.

Ms. Bair, Chairman Bair, let me ask you this: Do you think that
not having an entity that can do the overall resolution for complex
entities is affecting the policies that we have in place right now as
it relates to supporting them?

Ms. BAIR. It absolutely is. There is really no practical alternative
to the course that has been set right now, because there is no flexi-
bility for resolution.

Senator CORKER. So much of the actions that we are taking as
a Congress and as an administration to support some of these enti-
ties have to do with the fact that we really do not have any way
to unwind them in a logical way. Is that correct?

Ms. BAIR. I do agree with that.

Senator CORKER. I know the Chairman mentioned the potential
of FDIC being the systemic regulator. What would be the things
that the FDIC would need to do to move beyond bank resolution
but into other complex entities like AIG, Lehman Brothers, and
others?

Ms. BAIR. Right. Well, we think that if we had resolution author-
ity, we actually should be separate from where we have the re-
quirements for prudential supervision of systemic institutions.
Those responsibilities are actually separated now, and I think it is
a good check and balance to have the resolution authority with
some back-up supervisory authority working in conjunction with
the primary regulator who has responsibility for prudential super-
vision.

In terms of resolution authority, I think that the current sys-
tem—that we would like—if we were given it, is a good one. We
can set up bridge banks, or conservatorships to provide for the or-
derly unwinding of institutions. There is a clear set of priorities, so
investors and creditors know in advance what the imposition of loss
will be. We do have the flexibility to deviate from that, but it is
an extraordinary process that includes a super majority of the
FDIC Board, the Federal Reserve Board, the concurrence of the
Secretary of the Treasury and the President. So it is a very ex-
traordinary procedure to deviate from the baseline requirement to
minimize cost.

So I think the model we have now is a good one and could be
applied more broadly to complex financial organizations.
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Senator CORKER. It sounds like in your opinion in a fairly easy
way.

Ms. BAIR. Well, I think one easy step would be just to give us
authority to resolve bank and thrift holding companies. I think that
would be—I think there are going to be larger, more complex issues
in terms of going beyond that category, what is systemic when you
talk about insurance companies, hedge funds, other types of finan-
cial institutions. But, yes, I think that would be a relatively simple
step that would give us all some additional flexibility, yes.

Senator CORKER. Thank you

Mr. Dugan, you know, we talk about capital requirements and
institutions, but regardless of the capital that any particular insti-
tution has, if they make really bad loans or make really bad deci-
sions, it really does not matter how much they have, as we have
seen, right? Are we focusing enough on minimum lending stand-
ards as we think about the overall regulation of financial institu-
tions?

Mr. DUGAN. I think that is a very good question. I think capital
is not enough by itself. I think you are right. And as I mentioned
in my testimony, in the area of mortgages, I think if we had had
or if we would have in the future some sort of more national stand-
ard in the area of—and if I think of two areas going back that I
wish we had over again 10 years ago, it is in the area of stated
income or no-documentation loans, and it is in the area of loan-to-
value ratios or the requirement for a significant downpayment.
Those are underwriting standards. They are our loan standards,
and I think if we had more of a national minimum, as, for example,
they have had in Canada and as we had in the GSE statutes for
GSE conforming loans, I think we would have had far fewer prob-
lems. Now, fewer people would have gotten mortgages, and there
would have been fewer people that would have been able to pur-
chase homes, and there would be pressure on affordability. But it
would have been a more prudent, sound, underwriting standard
that would have protected us from a lot of problems.

Senator CORKER. I hope as we move forward with this you will
continue to talk about that, because I think that is a very impor-
tant component that may be left by the wayside. And I hope that
all of us will look at a cause-neutral solution going forward. Right
now we are focused on home mortgages and credit default swaps.
But we do not know what the next cause might be.

Mr. Tarullo, you mentioned something about credit default
swaps, and I am not advocating this, but I am just asking the ques-
tion. In light of the fact that it looks like as you go down the chain,
I mean, we end up having far more credit default swap mecha-
nisms in place than we have actual loans or collateral that is being
insured, right? I mean, it is multiplied over and over and over. And
it looks like that the person that is at the very end of the chain
is kind of the greater fool, OK, because everybody keeps laying off.

Is there any thought about the fact that credit default swaps
may be OK, but the only people who should enter into those ar-
rangements ought to be people that actually have an interest in the
actual collateral itself and that you do not, in essence, put in place
this off-racetrack-betting mechanism that has nothing whatsoever
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to do with the collateral that is being insured itself? Have there
been any thoughts about that?

Mr. TARULLO. Senator, I think that issue has been investigated
and discussed by a number of people, in and out of the Govern-
ment. Here, I think, are the issues.

There is a group of market actors who have a reason why they
want to hedge a particular exposure or instrument, and the most
efficient way for them to do that is to have a credit default swap
associated with a particular institution or product, even when they
do not own the underlying product because there is a relationship.

The difficulty, as a lot of people have pointed out, would come in
trying to craft a rule which would allow that to occur while ending
the kind of practice that I think you are worried about, which is
much less tethered to a hedging strategy.

I do think when it comes to credit default swaps, we can make
a couple of observations, though. One, they do underscore, again,
the importance of monitoring and overseeing the arenas in which
big market actors come together. Making sure that there is a cen-
tral counterparty, for example, helps to contain some of the risks
associated with the use of credit default swaps.

And, second, the problems with credit default swaps that we as-
sociate with this crisis did not come from institutions that were
being regulated by Mr. Dugan, for example, or bank holding com-
panies being regulated by the Fed. What does that tell you? It tells
us that although looking at the interaction of entities is important,
you still should do good, solid supervision of particular institutions.
And if they have capital requirements and liquidity requirements
and good risk management practices, then whatever use a par-
ticular trade an entity is putting a credit default swap to, we will
not allow them to acquire too much exposure.

Senator CORKER. Mr. Chairman, my time is up. Thank you.

Chairman DoDD. Senator Warner. And let me just say what I am
going to do, this vote has started. I am going to go over and make
the vote and come right back. So if you finish up, Senator Merkley,
you may have time for questions as well, and I will try and get
right back with other members as well.

Senator Warner.

Senator WARNER. Well, Thank you, Mr. Chairman, and thank
you for holding this hearing and for your leadership in the reform
efforts that are going forward.

I know the subject today is how do we reform on a prospective
basis, but in the interim, as we have seen with the public and con-
gressional outrage over AIG and with certain other actions by a
number of our institutions, until we get this new regulatory struc-
ture in place, what I think we keep hearing is, well, we do not real-
ly have any tools to stop these actions.

One area that I have had some folks talk to me about—and I
would like to get your opinion—is that under the Federal Deposit
Insurance Act—which obviously all of the Federal regulators have
the ability to enforce, not only the FDIC but the OCC, OTS, and
the Fed—my understanding is regulators do have at least the stat-
utory ability to issue cease and desist orders to institutions or indi-
viduals if somebody has engaged in unsafe or unsound practices, if
somebody has engaged in a breach of their fiduciary duty, or if
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somebody has received financial gain or other benefits that show
willful disregard for the safety and soundness of the institution.

And I understand that, you know, the case law is fairly narrow
here, but my understanding of the remedies you have got is you
can ban somebody from banking, you can get restitution, you can
impose a series of other penalties. But, boy, oh, boy, with narrow
case law, it sure does seem that some of the actions that have
taken place—and, again, case in point being AIG, and I know the
fact that it was offshore, off balance sheet, in the London deriva-
tives entity, but it sure seems like this tool could be used or could
be pushed because there sure has been a whole lot of activities that
have led to either financial enrichment or unsound practices, at
least in retrospect now. And I just question, you know, have you
thought through this tool. Have you investigated it? Have you not
used it because you felt that there would be—the case law would
not allow it? And why not take a little bit of risk in pushing the
edge, particularly with the amount of abuse and the amount of
public outrage that we see today?

Mr. Polakoff, do you want to start? And I would love to hear from
all of the regulators.

Mr. POLAKOFF. Senator, if I could offer some thoughts regarding
AIG, as you know, September 15, 2008, with the Government’s ac-
tion, caused AIG to no longer be a savings and loan holding com-
pany. So 6 months have passed since that time.

I can assure that if AIG was still a savings and loan holding
company, we would have taken enforcement action under safety
and soundness to say those bonuses were an unsafe and unsound
practice and would not have allowed it. But it is not a savings and
loan holding company.

Senator WARNER. I know the Government owns it, but even
though the fact that there is a Treasury-owned trust, you say
that—I know you testified here a week ago that, yes, you had over-
sight over AIG and maybe you have missed a bit. And now you are
saying you have no regulatory ability to take any of these actions?

Mr. POLAKOFF. Once the Government took ownership, by statute
it is no longer a savings and loan holding company.

Senator WARNER. But the Government—again, I know you would
know the law better than I, but I thought the Government has not
taken full ownership, that there is still a trust in which the Treas-
ury and others help put members. But you are saying—even
though the trust is an independent trust, it is not owned entirely
and controlled entirely by the Government. As an independent
trust, wouldn’t you still have regulatory

Mr. POLAKOFF. No. Our legal analysis says that the control is
with the Government. I mean, we would be thrilled if we could get
to the legal status that it is still a savings and loan holding com-
pany. It would allow us to take action.

Senator WARNER. Let me hear from the regulators on the panel
whether beyond just the AIG specific example, whether this tool—
whether you have thought through using this tool as we have seen
other actions, AIG being the most egregious, but there are other in-
stitutions that I think fall into that category. Ms. Bair?

Ms. BAIr. Well, I would say the FDI Act applies to depository in-
stitutions, and obviously AIG had a small thrift, a depository insti-
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t111tion regulated by OTS, and OTS was their holding company reg-
ulator.

Senator WARNER. Right.

Ms. BAIR. But our authority as back-up supervisor and primary
Federal regulator of nonmember State-chartered banks is only to
the depository institution.

When we take a bank over as receiver or conservator, we have
separate authorities to repudiate all employment contracts. Typi-
cally, the boards are gone, obviously. The senior management is
generally let go. And those who were responsible for the bank’s
problems are typically let go as well.

We very aggressively pick and choose who we want to keep and
who we think needs to leave when an institution fails and we be-
come receiver or conservator. So we do use it in that context.

Again, that is just for a bank, the depository institution part, and
AIG certainly was a much larger entity.

Senator WARNER. But since the Fed and the OCC also, I believe,
enforce this act, have you thought through using this tool for ac-
tions that you may find to be unsafe or where individuals might
have received financial benefit with willful disregard to the safety
and soundness of the underlying institution?

Mr. TarRULLO. I think, Senator, your question raises two ques-
tions: one about where we are now, but an important one about
going forward as well.

As to where we are now in respect to the compensation issues,
by and large, as you know, those have been for TARP recipient in-
stitutions; those have been things that are either congressionally
mandated or put in place by the Treasury Department. And so far
as I am aware, with respect to institutions over which the Fed has
regulatory authority, there has not been thought of going beyond
the congressional and Treasury policies on compensation.

I think, though, that the larger question you raise is one, again,
of regulatory gaps. As Chairman Bair said, in order to be able to
exercise any authority, you have got to have the basic supervisory
structure in place. And so, thinking about where problems which
anticipate today are going to arise underscores the importance of
making sure that each of these systemically important institutions
is, in fact, subject to the kinds of rules that you are talking about.

Senator WARNER. Mr. Dugan, I know our time has about expired,
but I just——

Mr. DUGAN. Yes, well, we have a range of tools, of course, both
informal and formal, for a number of different things. But in the
compensation area, to find willful disregard that causes a safety
and soundness problem is, in fact, a quite high standard to meet.
There is separate authority under Part 30 of the Federal Deposit
Insurance Act that the so-called safety and soundness standards
that were adopted in FDICIA, also a somewhat lower standard but
still tied to the safety and soundness of the institution, that pos-
sibly you could make a connection to. And we do look at these, but
as I said, to make that connection to the safety and soundness is
not an easy thing to do.

Senator WARNER. My only sense—and I would love to pursue this
a bit more—is that we all understand we have got to fix this prob-
lem on a prospective basis. But there is still an interim time be-
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tween now and when Congress would act and these new rules and
regulations would be in place. I would just urge you to perhaps re-
visit with your legal staffs this tool because, as we have seen, it
is not healthy for the public’s confidence in the overall financial
system when we see the kind of excesses and everybody saying we
do not have any tools to go after this, when it appears there may
be at least partial tools still here.

Ms. BAIR. And I just wanted to re-emphasize what I had indi-
cated earlier about our lack of resolution authority that applies to
the entire organization.

Senator WARNER. Absolutely. Very valid——

Ms. Bair. The FDIC has very broad authority to repudiate these
contracts at the discretion of the receiver/conservator. I think AIG
is a good example. If the bank regulators had resolution authority
of the entire organization, probably this problem would not

Senator WARNER. Very, very valid point. But, again, we still have
some interim period that may be a long period of months, and if
the public has lost all confidence in the fairness and soundness of
the actions of some actors in the financial community, it is going
to make our challenge and task in terms of striking that appro-
priate balance between the free market system and appropriate
regulatory oversight even more difficult going forward. So thank
you very much.

Senator REED [presiding]. Senator Merkley.

Senator MERKLEY. Thank you very much, Mr. Chair.

Very quick responses, because I understand it is 4 minutes until
the closing of the vote. Chairman Bair, you noted the need to ad-
dress the issue of “too big to fail,” and I believe talked in your testi-
mony about increasing financial obligations as the size of organiza-
tions creates greater risk and perhaps regulating the public funds
available to very large financial institutions.

Do we need to also explore the issue of how mergers and acquisi-
tions affect the growth of individual institutions? Is there any point
in the process of a firm growing through mergers or acquisitions
that this issue needs to be addressed? And I would open that up
to any of you, and please speak quickly.

Ms. Bailr. Right, and I will speak quickly and turn it over to Dan
because the Fed reviews merger and acquisition activity. But, yes,
I think that is part of it. I think compensation tied to successful
mergers and acquisitions, executive compensation tied to growth
for the sake of growth is another area that I think has fed into this
current problem we have.

Senator MERKLEY. Did I catch you right that executive com-
pensation as it is tied into growth?

Ms. BAIR. As it is tied into merger activity and growth, yes, 1
think that help feeds the beast. I do.

Senator MERKLEY. Thank you.

Mr. TARULLO. Certainly, Senator, with respect to mergers under
the Bank Holding Company Act, there ought to be and is scrutiny
under the anti-trust laws to determine whether there are going to
be anti-competitive consequences to the merger. But you should un-
derstand that the competition analysis as it is put forth in the stat-
ute does not in itself directly feed into the issues of size and sys-
temic risk. And so there does need to be an independent focus on
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systemic risk beyond the traditional anti-trust question of whether
a merger would reduce competition in a particular market.

Senator MERKLEY. Does anyone else want to add to that?

Mr. POLAKOFF. Senator, I would just say real quick that for
thrifts or savings and loan holding companies where there is a
merger, there is absolutely an assessment of what the consolidated
risk profile looks like and the competency of management. And I
think all the regulators go through that analysis with a merger.

Senator MERKLEY. So you feel like this—in your case, you are
saying it has really been addressed in the past, we have done a
great job, and no need to change any particular approach to that
issue?

Mr. POLAKOFF. When it comes to mergers, I think the regulators
have the right powers to assess the consolidated risk profile of the
company in deciding whether to approve it or not, yes, sir.

Senator MERKLEY. They have those powers. Have they exercised
those powers?

Mr. POLAKOFF. Yes, sir.

Senator MERKLEY. Anyone else?

[No response.]

Senator MERKLEY. OK. I want to turn to the issue of consumer
protection and how this feeds into the risk, kind of the retail
issues. Certainly it is my view that the current crisis is an example
of how failure to provide for adequate consumer protection com-
promises the safe and sound operation of financial institutions.
What is your view of the role of consumer protection in supervision
and regulation? And how effective do you think your particular
agencies have been in addressing the consumer protection side?
Whoever would like to jump into that.

Mr. POLAKOFF. I will jump in. I think, first of all, there is a keen
connection between consumer protection and safety and soundness.
That is one of the reasons that I believe all the regulatory agencies,
as part of any safety and soundness examination, look at all of the
consumer complaints. They keep a file. They look at them. They
work through them, because there is a keen connection when con-
sumers are complaining, they have some potential safety and
soundness-related issues.

I think all of us—-certainly OTS has a robust system for address-
ing consumer complaints. We have made a number of referrals, ac-
tually a large number of referrals to Justice for fair lending issues.
And I think it is a trend that many of the agencies are seeing.

Mr. TARULLO. Senator, I would say that consumer protection is
related both to safety and soundness and, as I suggested in my pre-
pared remarks, to systemic risk.

With respect to how consumer protection is done recently, I have
to say in the interest of full disclosure, as you know I have only
been at the Fed for 6 weeks, and before that was an academic who
was critical of the failure of our bank regulatory agencies to give
as much attention to consumer protection as they ought to.

I do think in the last couple of years there has been renewed at-
tention to it and that things have moved in a better direction. But
I think it is something that everybody is going to need to continue
to pay attention to.

Mr. SMITH. Senator, if I could respond to that briefly?
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Senator MERKLEY. Please, Mr. Smith.

Mr. SMITH. On behalf of the States, I will say that with regard
to the mortgage issue, for example, the State response to the mort-
gage issue may have been imperfect, and it may not have been
complete. In North Carolina, we started addressing predatory lend-
ing in 1999. I would say that I think that the actions of State AGs
and State regulators should have been and ought to be in the fu-
ture, market information in assessing systemic risk ought to be
taken into account. And I think this has not been done in the past.

Again, I do not claim that we are perfect. I do claim that we are
closer to the market as a rule than our colleagues in the Federal
Government. And I think we have something to add if we are al-
lowed to add it. So I hope as we go forward, sir, the State role in
consumer protection will be acknowledged and it will be given a
chance to do more.

Senator MERKLEY. OK. Well, let me just close with this comment
since my time is up. The comment that this issue has had robust
attention—I believe, Mr. Polakoff, you made that—WAMU was a
thrift. Countrywide was a thrift. On the ground, it does not look
like anything close to robust regulation of consumer issues.

I will say I really want to applaud the Fed for the actions they
took over subprime lending, their action regarding escrow for taxes
and insurance, their addressing of abusive prepayment penalties,
the ending of liar loans in subprime. But I also want to say that
from the perspective of many folks on the ground, one of the key
elements was booted down the road, and that was the yield spread
premiums.

Just to capture this, when Americans go to a real estate agent,
they have all kinds of protection about conflict of interest. But
when they go to a broker, it is a lamb to the slaughter. That broker
is being paid, unbeknownst to the customer is being paid propor-
tionally to how bad a loan that consumer gets. And that conflict of
interest, that failure to address it, the fact that essentially kick-
backs are involved, results in a large number of our citizens, on the
most important financial transaction of their life, ending up with
a subprime loan rather than a prime loan. That is an outrage.

And I really want to encourage you, sir, in your new capacity to
carry this conversation. The Fed has powers that it has not fully
utilized. I do applaud the steps it has taken. And I just want to
leave with this comment: that the foundation of so many families
financially is their homes, and that we need to provide superb pro-
tections designed to strengthen our families, not deregulation or
loose regulations designed for short-term profits.

Thank you.

Senator REED. Senator Johanns.

Senator JOHANNS. Thank you very much.

I am not even exactly certain who I direct this to, so I am hoping
that you all have just enough courage to jump in and offer some
thoughts about what I want to talk about today. As I was sitting
here and listening to the great questioning from my colleague, the
response to one of the questions was that we do make a risk as-
sessment when there is a merger. We make an assessment as to
the risk that is being taken on by this merger. And I sit here, I
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have to tell you, and I think to myself, well, if it is working that
well, how did we end up where we are at today?

So that leads me to these questions. The first one is, who has the
authority, or does the authority exist for somebody to say that the
sheer size of what we end up with poses a risk to our overall na-
tional, if not international economy, because you have got so many
eggs in one basket that if your judgment is wrong about the risk
assessment, you are not only wrong a little bit, you are wrong in
a very magnificent sort of way. So who has that authority? Does
that authority exist, and if it doesn’t, should it exist?

Mr. TARULLO. Senator, subject to correction or qualification by
my colleagues, I can say that at present, there is no existing au-
thority to take that kind of top-down look at the entire system and
to make a judgment as to whether there is systemic risk arising—
again, not out of individual actions, but out of what is happening
collectively.

Now, there is one point I should have made in my introductory
remarks, and I will take your question as an opportunity to make
it. We all need to be—I hope you are, and we certainly will be—
we all need to be realistic about what we can achieve collectively,
that is, everybody sitting here on the panel and all of you, in ad-
dressing this systemic risk issue. Because I don’t think anybody
should be under the illusion that simply by saying, oh, yes, sys-
temic risk is important and everybody ought to pay more attention
to it, that we are going to solve a lot of the really difficult analytic
problems.

Now, we all remember what happened 4 or 5 years ago when
some people, with great prescience, raised issues about whether
risks were being created by what was going on in the subprime
market. And at the same time, many other people came back and
said, don’t kill this market. So what in retrospect appears to every-
body to be a clear case of over-leveraging and bad underwriting
and a bubble and all the rest, in at least some cases in real time
produces a big debate over whether you are killing the market or
you are regulating in the interest of the system.

So that is not, I know, directly responsive to your question, but
I do hope that everybody understands that this is going to be a
challenge for us all going forward, to make sure that constraints
are being placed where they ought to be, but to recognize that no-
body wants to kill the process of credit allocation in the United
States.

Senator JOHANNS. Could we agree, and I appreciate you offering
that. I appreciate the candor of your testimony. Could we agree,
members of the panel, that if we really wanted today to make an
assessment, again, getting back to this, it just gets so big and there
are so few left that we are putting the whole economy at risk if one
of them fails, that there really isn’t anybody who can step in and
say, time out. We can’t do that merger or whatever based upon
that premise. Or is that a false assumption on my part? Yes, sir?

Mr. DuGaN. I would just make two points. One is, we do have
on the banking side a Congressional limit on the amount, the share
of deposits that you can have in the United States——

Senator JOHANNS. Right.
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Mr. DUGAN. and that is an effective limit of a kind on growth.
It doesn’t prevent very large institutions, but it prevents—we still
have, by worldwide standards, a quite deep consolidated U.S., or
lack of concentrated U.S. industry. And, of course, you have the
anti-trust limits. But there is nothing in the law that I am aware
of that says just because you get large, other than what I just
spoke about, that there is a limit on it.

And I would also say that there are large American companies
that need large banks, and so you have to be careful if you put
some other kind of limit on it that you wouldn’t have large Euro-
pean or Asian institutions come and make large loans. So we have
to

Senator JOHANNS. Take the business away.

Mr. DUGAN. keep a balance here. There is a balance.

Senator JOHANNS. Yes. The second thought I want to throw out,
and I am very close to being out of time here, and these are very
complicated issues, but I would like a quick thought if the Chair-
man will indulge me.

Chairman DoDD [presiding]. Certainly.

Senator JOHANNS. Let us say that you do have an institution.
You have made your risk assessment. A merger has occurred. And
all of a sudden you are looking at it and saying, boy, there were
some things here that, if I had to do it over again, I would do it
differently. Maybe they have gone a step, two, or three or four fur-
ther than you anticipated they were going to, and now you can see
the risk is growing and growing and growing to a dangerous level.
Do we have in our system the cord we can pull that is the safety
valve that says, again, in effect, time out. We are at a level where
the risk is not acceptable for our economy.

Mr. TARULLO. Senator, I think with respect to a regulated insti-
tution, which I believe is the premise of your question, the answer
is yes. If the institution is regulated, then somebody sitting at this
table is going to have the authority to say, you are assuming too
many risks and you need to reduce your exposures in a particular
area, you need to increase your capital, you need to do better li-
quidity management, whatever the proper guidance might be.

The one footnote I place there again is that in order to get to that
point, we need to make sure that people are aware of the risks, and
sometimes just looking at it from the standpoint of the institution
is completely adequate. It is always necessary. But there are these
circumstances, and I think we have seen some of them in the last
couple of years, where you do need to have a bit more of a system-
wide perspective in order to know that something is a risk.

Senator JOHANNS. I will just wrap up with this thought, because
I am out of time, and I will try to do so quickly. I think it is a real
frustration for us here to be faced with these issues of, well, Mike,
this is just way too big to allow it to fail, and, Mike, it is going to
take taxpayers’ money to unravel the risk that they have gotten
themselves into and a lot of money. These are big institutions. It
is going to take big money.

And so you can see from my questions what I am trying to do
is if we are going to think about this in a global way—I certainly
don’t want to stall growth in this Nation. I mean, gosh, we are the
greatest Nation on earth. But on the other hand, I would like to
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think whatever we are doing, we are going to give some policy-
makers the ability and some regulators the ability to, in effect, say,
time out.

Mr. TARULLO. Mr. Chairman, could I answer briefly?

Chairman DoDD. Certainly.

Mr. TARULLO. Senator, I not only understand but sympathize
with your perspective, and with respect to your closing remarks,
here is what I would suggest back to you: A number of the instru-
ments—I would say, if I can over-generalize, a lot of what is in the
prepared, the long prepared testimony of people at this table today
is a rehearsing of some of the instruments which are available to
you. And I am sure you and your staff and your colleagues, after
you go through them all, you are going to want to tweak some. You
may not be in favor of others at all. But I think this is the oppor-
tunity that we all have, which is to take this moment, not only to
do an internal self-examination, but also to say, OK, how are we
going to revamp this system to put in place structures that avoid
exactly the kind of situation you are talking about?

So just to use two, because I don’t want to take up too much
time, the resolution mechanism about which you have heard so
much from Mr. Dugan, Ms. Bair, and me is really very important
here precisely because of its association with a “too big to fail” in-
stitution. Making sure that systemically important institutions are
regulated in a way that takes that systemic importance into ac-
count in the first instance, with the capital and liquidity require-
ments they have, will be steps along that road.

Chairman DopD. Thank you very much, and I totally agree with
that. I think that is very, very important.

Senator Reed.

Senator REED. Well, thank you, Mr. Chairman.

I want to thank the witnesses. I have great respect for your ef-
forts and your colleagues’ efforts to enforce the laws and to provide
the kind of stability and regulation necessary for a thriving finan-
cial system. I think I have seen Mr. Polakoff at least three times
this week, so I know you put in a lot of hours in here as well as
back in the office, so thank you for that.

Yesterday, we had a hearing based on a GAO report about the
risk assessment capacities and capabilities of financial institutions,
but one of the things that struck me is that perhaps either inad-
vertently or advertently, we have given you conflicting tasks. One
is to maintain confidence in the financial system of the United
States, but at the same time giving you the responsibility to expose
those faults in the financial system to the public, to the markets,
and also to Congress.

And I think in reflecting back over the last several years or
months, what has seemed to trump a lot of decisions by all these
agencies has been the need or the perceived need to maintain con-
fidence in the system when, in fact, many regulators had grave
doubts about the ability of the system to perform, the risks that
were being assembled, the strategies that were being pursued. And
I think if we don’t at least confront that conflict or conundrum di-
rectly, we could reassign responsibilities without making a signifi-
cant change in anything we do.
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And so in that respect, I wonder if you have any kind of thoughts
about this tradeoff between your role as cheerleaders for the bank-
ing system and your role as referees for the banking system. Mr.
Dugan?

Mr. DUGAN. Well, I am not sure I would describe it as the cheer-
leader——

Senator REED. I think in some cases, we heard the cheers echo-
ing through the halls.

Mr. DucGaN. I guess what I would say, Senator, is there is a ten-
sion with financial institutions that depend so heavily on con-
fidence, particularly because of the run risk that was described ear-
lier. And I am not just talking about depositors getting in line. I
am talking about funding. That has always informed and is very
deeply embedded in our whole system of financial regulation. There
is much about what we do and how we do it that is by design con-
fidential supervisory information and we do have to be careful in
everything we do and how we talk about it, about not creating or
making a situation worse.

And at the same time, the tension you quite rightly talk about
is knowing that there are problems that need to be addressed and
finding ways to address them in public forums without running
afoul of that earlier problem, and it gets harder when we have big-
ger problems in a financial crisis like the one we have and we all
have to work hard to get through that and to try to work with that
tension, and I think we can do that by the kinds of hearings that
you have had. I think we have to avoid commenting about specific
open institutions, but there are many things we can talk about and
get at and I think that is what we need to do.

Senator REED. Ms. Bair, and I will try to get around briefly be-
cause of the time limit. Ms. Bair?

Ms. BAIR. Well, I hope we are cheerleaders for depositors. I think
we are all about stability and public confidence, so I think it is im-
portant to keep perspective, though, for all bank regulators, that
what we do should always be tied to the broader public interest.
It is not our job to protect banks. It is our job to protect the econ-
omy and the system, and to the extent our regulatory functions re-
late to that, that is how they should be focused.

I do think that the market is confused now because different sit-
uations have been handled in different ways, and I hate to sound
like a Johnny-one-note, but I think a lot of it does come back to
this inability to have a legal structure for resolving institutions
once they get into trouble. I think whatever that structure might
eventually look like, just clarity for the market—for investors and
creditors—about how they will be treated and the consistency of
the treatment, would go a long way to promoting financial stability
and confidence.

Senator REED. Mr. Fryzel.

Mr. FrYZEL. Thank you, Senator. Paramount to NCUA is the
safety and soundness of the funds of all our 90 million members
in credit unions across this country, and in an effort to maintain
their confidence is not an easy task, and we have made every effort
to do so by public awareness campaigns. Certainly the action by
Congress in raising the $250,000 limit has been fantastic in re-
gards to the safety and their ability to think that their funds, or
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to know that their funds are safe. We tried to draw the fine line
in letting them know that, yes, there are problems in our financial
structure, but we are dealing with them and we are going to use
the tools that we have to make sure that things get better. And
when this economy turns around, financial institutions are again
going to be in the position where they are going to be able to serve
these consumers in the way they have in the past.

So yes, Senator, it is a fine line, but I think it is one that we
have to keep talking about. We cannot let anyone think that there
are not problems out there. We have to tell them we are in a great
country. This economy does come back and everything is going to
be better in the future.

Senator REED. Mr. Tarullo.

Mr. TARULLO. Senator, I may have misunderstood. I understood
you to be asking not about regulatory actions in the midst of the
crisis, but in the period preceding it, when supervision is supposed
to be ongoing. And I think there is a lot to the question that you
asked, not so much because, I would say, of the conflict of interests
as such between different roles, but because everybody tends to fall
into a notion of what operating principles are for whatever period
we may be in. And so people come to accept things. Bankers do,
supervisors do, maybe even Members of Congress do—something
that is ongoing, is precisely because it has been ongoing, thought
to be an acceptable situation.

So I think from both our perspective and your perspective the
challenge here is to figure out what kinds of mechanisms we put
in place within agencies, between the Hill and agencies in legisla-
tion which force consideration of the kinds of emerging issues that
we can’t predict now because we don’t know what the next crisis
might look like, but which are going to be noticed by somebody
along the way.

And while I really don’t want to overstate the potential utility of
a systemic risk regulator for the reasons I said earlier, I would say
that in an environment in which an overall assessment of the sys-
tem is an explicit part of the mandate of one or more entities in
the U.S. Government, you at least increase the chances that that
kind of disparate information gets pulled together and somebody
has to focus on it. Now, what you do with it, that is another set
of qcilestions, but I think that gets you at least a little bit down the
road.

Senator REED. Mr. Polakoff, and my time is expiring, so your
brevity is appreciated.

Mr. POLAKOFF. I will be as short as possible, Senator. Thank you.
We are not in the current situation we are in today because of ac-
tions over the last six to 12 months by the regulators, or in a lot
of cases the bankers. It is from 3, 4, 5 years ago.

I think the notion of counter-cyclical regulation needs to be dis-
cussed at some point. When the economy is strong is when we
should be our strongest in being aggressive, and when the economy
is struggling, I think is when we need to be sure that we are not
being too strong.

Any of us at this table can prevent a bank from failing. We can
prevent banks from failing. But what will happen is people who de-
serve credit will not get credit because they will be on the bubble.
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The thing I love about bank supervision is it is part art and it is
part science, and I think what we are doing today is going to ad-
dress the situation today. We have got to be careful we are doing
the right thing for tomorrow and next year, as well.

Senator REED. Mr. Smith, and then Mr. Reynolds.

Mr. SMmITH. Thank you, Senator. I agree with my friend, the
Comptroller, that the two concepts of supervisory authority, on the
one hand, and consumer protection, on the other, are intertwined.
They should not be drawn apart.

I will say that in the State system, sir, we have the advantage
of having a partner with friends in the Federal Government. We
have cooperative federalism. That is a good thing, because our Fed-
eral friends help us and sometimes tell us things we don’t want to
know, particularly about consumer compliance, that makes our sys-
tem of regulation stronger.

I would suggest, sir, that some of the actions the States have
taken in consumer protection in the past, if they had been listened
to, would have helped in terms of determining the systemic—un-
derstanding what the systemic risk of some activities in the mar-
ketplace were, and so I believe that as a part, as we say in our tes-
timony, as part of an ongoing system of supervision, I would argue,
and I will agree with, I believe, with Governor Tarullo, that you
need—the fact that you have multiple regulators focusing on an
issue can, in the proper circumstance, if there is cooperation, result
in better regulation. The idea of a single regulator, I think, is in-
herently flawed.

Senator REED. Mr. Reynolds.

Mr. REYNOLDS. My comment would be that it is appropriate that
we take a measured response. I agree with Mr. Polakoff’s observa-
tion that regulators have the ability to tighten down on regulation
to the point where we make credit availability an issue. On the
other side, it is important that our role as safety and soundness
regulators be the primary role that we play and that we are not
in the business of being cheerleaders for the industry. I am certain
that my bankers and my credit union managers in the State of
Georgia don’t regard me as a cheerleader.

Senator REED. My time has expired. Thank you.

Chairman DobpD. Well, thank you, Senator, very much.

I should have taken note, and I apologize for not doing so, Sen-
ator Reed had a very good subcommittee hearing yesterday, and
this is the seventh hearing we have had just this year on the sub-
ject matter of modernization of Federal regulations. We had dozens
last year going back and examining the crisis as well as beginning
to explore ideas on how to go forward. And so I am very grateful
to Jack and the other subcommittee chairs who are meeting, as
well. We have four hearings this week alone just on the subject
matter, so it is very, very helpful and I thank Senator Reed for
that.

Senator REED. Thank you, Mr. Chairman.

Chairman DoDD. I am going to turn to Senator Menendez, but
I want to come back to this notion about a supervisory capacity and
consumer protection, because too often, the safety and soundness
dominates the consumer protection debate and we have got to fig-



35

ure out a new direction—that can’t go on, in my view. There has
got to be a better way of dealing with this.

But let me turn to Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman, and Mr. Chair-
man, I have a statement for the record, so I hope that can be in-
cluded.

Chairman DobDD. It will be included.

Senator MENENDEZ. Mr. Chairman, I look forward to asking
some questions specifically, but I want to turn first to Chairman
Bair. I cannot pass up the opportunity, first to compliment you on
a whole host of things you are doing on foreclosure mitigation and
what not. I think you were ahead of the curve when others were
not and really applaud you for that.

But I do have a concern. I have heard from scores of community
banks who are saying, you know, we understand the need to re-
build the Federal Deposit Insurance Fund, but I understand when
they say to me, look, we are not the ones who drove this situation.
We have to compete against entities that are receiving TARP
funds. We are not. And in some cases, we are looking at anywhere
between 50 and 100 percent of profit.

Isn’t there—I know that—I understand you are statutorily pro-
hibited from discriminating large versus small, but in this once—
and so I understand this is supposedly a one-time assessment.
Wouldn’t it be appropriate for us to give you the authority to vary
this in a way that doesn’t have a tremendous effect on the one enti-
ty, it seems to me, that is actually out there lending in the market-
place as best as they can?

Ms. BAIR. Well, a couple of things. We have signaled strongly
that if Congress will move with raising our borrowing authority, we
feel that that will give us a little more breathing room.

Senator MENENDEZ. With what? I am sorry, I didn’t hear.

Ms. BaIr. If Congress raises our borrowing authority—Chairman
Dodd and Senator Crapo have introduced a bill to do just that—
if that can be done relatively soon, then we think we would have
some flexibility to reduce the special assessment. Right now, we
have built in a good cushion above what our loss projections would
suggest would take us to zero because we think the borrowing au-
thority does need to be raised. It has been at $30 billion since 1991.
So we do think that needs to happen. But if it does get raised, we
feel we could reduce our cushion a bit.

Also, the FDIC Board just approved a phase-out of our TLGP,
what we call our TLGP Debt Guarantee Program. We are raising
the cost of that program through surcharges which we will put into
the Deposit Insurance Fund. This could also reduce the need for
the special assessment and so we will be monitoring that very
closely.

We have also asked for comment about whether we should
change the assessment base for the special assessment. Right now,
we use domestic deposits. If you used all bank assets, that would
shift the burden to some of the larger institutions, because they
rely less on deposits than the smaller institutions. So we are gath-
ering comment on that right now. We will probably make a final
decision in late May.
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Increasing the borrowing authority plus we expect to get some
significant revenue through this surcharge we have just imposed
on our TLGP—most of the larger banks are the beneficiaries of
that Debt Guarantee program—we think that will help a lot.

Senator MENENDEZ. Well, I look forward, Mr. Chairman, to work-
ing with you to try to make this happen, because these community
banks are the ones that are actually out there still lending in com-
munities at a time in which we generally don’t see much credit
available. But this is a huge blow to them and however we can—
I will submit my own comments for the regulatory process, but
however we can lighten the load, I think will be incredibly impor-
tant.

Mr. Dugan, I want to pursue a couple of things with you. You
recently said in a letter to the Congressional Oversight Panel, es-
sentially defending your agency. Included in that letter is a chart
of the ten worst, the lenders with the higher subprime and Alter-
nate A foreclosure rates. Now, I see that three of them on this list
have been originating entities under your supervision—Wells
Fargo, Countrywide, and First Franklin. Can you tell us what your
supervision of these entities told you during 2005 to 2007 about
their practices?

Mr. DUGAN. Senator, as I said before, we certainly did have some
institutions that were engaged in subprime lending, and what I
said also is that it is a relatively smaller share of overall subprime
lending in the home market and what you see. It was roughly ten
to 15 percent of all subprime loans in 2005 and 2006, even though
we have a much larger share of the mortgage market.

I think you will find that of the providers of those loans, the fore-
closure rates were lower and were somewhat better underwritten,
even though there were problem loans, and I don’t deny that at all,
and I would say that, historically, the commercial banks, both
State and national, were much more heavily intensively regulating
and supervising loans, including subprime loans. We had had a
very bad experience 10 years ago or so with subprime credit cards,
and as a result, we were not viewed as a particularly hospitable
place to conduct subprime lending business.

So even with organizations that were complex bank holding com-
panies, they tended to do their subprime lending in holding com-
pany affiliates rather than in the bank or in the subsidiary of the
bank where we regulated them. We did have some, but it turned
out it was a much smaller percentage of the overall system than
the subprime loans that were actually done.

Senator MENENDEZ. Well, subprimes is one thing. The Alternate
As is another. Let me ask you this. How many examiners, on-site
examiners, did you recently have at Bank of America, at Citi, at
Wachovia, at Wells?

Mr. DUGAN. It is different for each one of those, but we have—
on-site examiners can vary in our largest banks from 50 to 70 ex-
aminers. It is a very substantial number, depending on which orga-
nization you are talking about.

Senator MENENDEZ. And what did they say to you about these
major “too big to fail” lenders getting heavily into no-document and
low-document loans?
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Mr. DuGAN. Well, we were never the leader in no-document and
low-document loans. We did do some of it. The whole Alt A market,
by definition, was a lower-documentation market and it was a loan
product that mostly was sold into secondary markets.

When I got and became Comptroller in 2005, we began to see the
creeping situation where there were a number of layers of risk that
were being added to all sorts of loans that we—our examiners were
seeing, and that caused us to issue guidance on nontraditional
mortgages, like payment option mortgages, which we were quite
aggressively talking about the negative amortization in it as being
not a good thing for the system, and that again we were quite vocal
about pushing out of the national banks that were doing it.

Senator MENENDEZ. Well, let me ask you, you have twice been
criticized by your own Inspector General for keeping, quote, “a light
touch,” light for too long when banks under your watch were get-
ting in trouble. And I know you have consistently told us that you
like to do things informally and in private with your banks. Do you
think that changing that strategy makes sense in light of what we
have gone through now?

Mr. DUGAN. I think I would say two things. The Inspector Gen-
eral does material loss reviews on all the agencies with respect to
any bank that has more than a $25 million loss, and it is a good
process, a healthy process, and we accept that constructive criti-
cism. And they have talked about places where we could have
moved more quickly with respect to a couple of institutions, and we
agreed with that.

What I would say is we have, as supervisors, a range of tools
that we can use that are both informal tools that Congress has
given us and formal enforcement tools. And on that spectrum, we
do different things depending on the circumstances to try to get ac-
tions and behavior corrected. And merely because something is not
formal and public does not mean that we are not paying attention
or getting things addressed or fixed.

Many times—many times—because we are on-site, have the
presence, identify a problem, we can get things corrected quickly
and efficiently without the need to go to a formal enforcement ac-
tion. But we will not hesitate, if we have to, to take that action to
fix those things.

So I think there are things that we constantly look about to cor-
rect and to improve our supervision using that range of tools.

Senator MENENDEZ. Mr. Chairman, if I may have just one more
moment?

Chairman DoDD. Just following up on the Senator’s question,
how many of those banks did you find that violated your guide-
lines? And if so, what were the punishments you meted out for
them? Looking back, do you think you missed any of the violations?

Mr. DuGaN. It would range from things we have something
that—if we see something early, any kind of bank examination that
you go through, there are certain kinds of violations of law. Some
are less serious and some are more serious. And at one end of the
spectrum, we do something called “Matters requiring attention,”
which tells the directors we expect you to fix this and we want it
fixed by the next time we come in.

Chairman DoODD. Jump to the more serious ones.
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Mr. DUGAN. Well, on that point, we saw 123 of them in that 4-
year period, and we got 109 of them corrected within that period.

Chairman DoDD. Were there punishments meted out?

Mr. DUGAN. Oh, yes. Not for those things, but we have other sit-
uations in which we took actions for mortgage fraud, for other
kinds of mortgage-related actions where we had problems, and we
have provided some statistics that I could certainly get that we
have compiled for the enforcement hearing where we are testifying
tomorrow.

Chairman DoDD. I am sorry, Senator.

Senator MENENDEZ. No. Thank you, Senator Dodd. I appreciate
it. Just one more line of questioning.

You know, we had a witness before the Committee, Professor
McCoy of the University of Connecticut School of Law, and she
made some statements that were, you know, pretty alarming to me.
She said, “The OCC has asserted that national banks made only
10 percent of subprime loans in 2006. But this assertion fails to
mention that national banks moved aggressively into Alternate-A
lloow-documentation and no-documentation loans during the housing

oom.”

“Unlike OTS, the OCC did promulgate one rule in 2004 prohib-
iting mortgages to borrowers who could not afford to pay. However,
the rule was vague in design and execution, allowing lax lending
to proliferate at national banks and their mortgage lending subsidi-
aries through 2007.”

“Despite the 2004 rules, through 2007, large national banks con-
tinued to make large quantities of poorly underwritten subprime
loans and low- and no-documentation loans.”

“The five largest U.S. banks in 2005 were all national banks and
too big to fail. They too made heavy inroads into low- and no-docu-
mentation loans.”

And so it just seems to me that some of the biggest bank failures
have been under your agency’s watch, and they, too, involved
thrifts heavily into nil documents, low documents, Alternate A, and
nontraditionals, and it is hard to make the case that we had an
adequate job of oversight given those results.

We have heard a lot here about one of our problems is regulatory
arbitrage. Don’t you think that they chose your agency because
they thought they would get a better break?

Mr. DuGAN. I do not and, Senator, I would be happy to respond
to those specific allegations, and there are a number of them that
were raised. I looked at that testimony, and there are a number of
statistics which we flatly disagree with and that were compiled in
a way that actually do not give a true picture of what was hap-
pening and what was not happening.

National banks increasingly have been involved in the super-
vision of mortgage loans. There is no doubt about that. But I would
say that we have done a good job in that area—not perfect, but we
think we have excellent, on-the-ground supervisors in that area,
and it did not lead to all the kinds of problems in national banks,
from national banks, that is

Senator MENENDEZ. Well, I will submit the question for the
record because the Chairman has been very generous with my
time, but one of the things I would ask you is: What are you doing
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in comparison to State regulators who, in fact—regulators of State
depositories who, in fact, have much better performance rates, con-
siderable better than yours?

Mr. DUGAN. Actually, that is not true. I have seen that chart,
and I will provide

Senator MENENDEZ. OK. So I would love to either sit down with
you to get all that information

Mr. DUGAN. I would welcome that.

Senator MENENDEZ. so we can dispel is not the case.

Thank you, Mr. Chairman.

Chairman DoDD. Let me follow up on that, because it is a very
important line of questioning. There were hundreds of thousands,
we know now, of bad loans. Hundreds of thousands of them. You
talk about 123 violations. I do not just focus the question on the
OCC but also the FDIC, the OTS, the Fed. What was your experi-
ence? Obviously, Dan, you were not there at the time, but I would
like to get some information, if I could, from the Fed as to what
was going on. When you consider the hundreds of thousands of bad
loans that are the root cause of why we are here today, the reason
we are sitting here today is because of what happened under that
framework and that time, going back 4 or 5 years ago, longer
maybe. And so we have hundreds of thousands of bad loans that
were issued, and it is awfully difficult to explain to people that out
of that quantity, 123 violations are identified.

Mr. DucaNn. Well, let me say two things. One, I was referring to
one particular kind of violation. There are others that we will be
happy to submit for the record. But I think the more fundamental
point is this: There were many of these loans that did not violate
the law. They were just underwritten in a way with easier stand-
ards than they had been historically. And that was not necessarily
a legal violation, but a prudential

Chairman DoDD. But shouldn’t that have raised a red flag? You
are the experts in this area, and you were watching people get
loans with no documentation, these liar loans and so forth. Was
anyone watching?

Mr. DUGAN. People were watching. I think what drove that ini-
tially—my own personal view on this—is that most of those loans
were sold into the secondary market. They were not loans held on
the books of the institutions that originated them. And so for some-
one to sell it and get rid of the risk, it did not look like it was
something that was presenting the same kind of risk to the institu-
tion.

And if you go back and look at the time when house prices were
rising and there were not high default rates on it, people were
making the argument that these things are a good thing and pro-
vide more loans to more people.

It made our examiners uncomfortable. We eventually, I think too
late, came around to the view that it was a practice that should
not occur, and that is exactly why I was talking earlier, if we could
do one thing—two things that we should have done as an under-
writing standard earlier is, one, the low-documentation loans and
the other is the decline in downpayments.

Chairman DopD. I want to ask the other panelists here with re-
gard to Senator Menendez’s line of questioning. The guidance is not
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on the securitization of those loans or what happens with rating
agencies. The guidance is on the origination of the loans, which is
clearly the responsibility of the OCC. And so the fact that these
things were sold later on is a point I take, but your responsibility
is in origination, and origination involved this kind of behavior. I
appreciate you providing us with numbers in one area, but I as-
sume there are more numbers you can give us in other areas. I do
not think you can get away by suggesting—I say this respectfully
to you—that because they have not been held at the institution—
as most of us here have a little gray hair on our head and have
had our mortgage for years that you could not notice changes in
the way mortgages were originated. On the other hand, when mort-
gages are kept with originators and you could look at them for 30
years if you wanted.

Mr. DUGAN. Right.

Chairman DoDD. Obviously that is all changed. But your respon-
sibility falls into origination, which is a very different question
than what happens in terms of whether or not the mortgage is held
at the institution or sold.

Mr. DuGAN. I totally agree with that point. The point I was real-
ly trying to make was we had a market where the securitization
market got very powerful.

Chairman DoDD. Right.

Mr. DuGaN. It was buying loans from people in the marketplace,
standards reduced, particularly from nonbank brokers and mort-
gage originators that were providing those. Banks were competing
with them, and people were not at that time suffering very signifi-
cant losses on those loans because house prices were going up. And
I think

Chairman DoDD. You cannot just look at losses. Is the practice
acceptable?

Mr. DuGaAN. I understand that, and I believe that we were too
late getting to the notion, all of us, about getting at stated income
practices and low-documentation loans. We did get to it, but it was
after the horse had left the barn in a number of cases, and we
should have gotten there earlier.

The point I was just trying to make to you, though, is that as
these things were leaving the institution, they were less of a risk
to that institution from a safety and soundness point of view.

Chairman DoDD. We are going back around. Chairman Bair, let
me ask you to comment on this as well.

Ms. BaIr. Well, I think John is right. These practices became far
too pervasive. For the most part, the smaller State-chartered banks
we regulate did not do this type of lending they do more traditional
lending, and then obviously they do commercial real estate lending,
which had a separate set of issues.

We had one specialty lender who we ordered out of the business
in February of 2007. There have been a few others. We have had
some other actions, and I would have to go back to the examination
staff to get the details for you. But I was also concerned that even
after the guidance on the nontraditional mortgages, which quite
specifically said you are not going to do low-doc and no-doc any-
more, that we still had very weak underwriting in 2007.
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So I think that is a problem that all of us should look back on
and try to figure out, because clearly by 2007 we knew this was
epidemic in proportion, and the underwriting standards did not im-
prove as well as you would have thought they should have, and the
performance of those loans had been very poor as well. I do think
we need to do a lot more——

Chairman DobpD. Well, quickly the Fed and the OTS. I know it
is a little difficult to ask you this question, Dan, because you were
not there at the time, but any response to this point?

Mr. TARULLO. I do not, Senator, except as an external observer.
But anything that you would like from the Fed, if you just

Chairman DoDD. Well, it might be helpful to find out whether or
not there were violations, and punishments meted out at all. Again,
many of us have heard over the last couple of years the complaint
is that Congress in 1994 passed the HOEPA legislation which man-
dated that the Federal Reserve promulgate regulations to deal with
fraudulent and deceptive residential mortgage practices. Not a sin-
gle regulation was ever promulgated until the last year or so, and
obviously that is seen as a major gap in terms of the responsibility
of moving forward.

OT'S quickly, do you have any——

Mr. POLAKOFF. Mr. Chairman, you are right. The private label
securitization market, we could have done a better job in looking
at the underwriting as those loans passed off the institution’s books
and into a securitization process. Yes, sir.

Chairman DoDD. Senator Menendez, do you want to make any
further comment on this point or not?

Senator MENENDEZ. I think, Mr. Chairman, you are on the
road—you know, to me—and I know Mr. Tarullo was not there, but
the Federal Reserve, you know, is at the forefront of what needed
to be done because they had the ability to set the standard. And
the lack of doing so, you know, is a major part of the challenge that
we are facing today. But I appreciate it and I look forward to the
follow-up.

Chairman DoDD. Senator Bunning.

Senator BUNNING. Thank you. I hurried back, and I heard that
Senator Menendez asked my question, but that is all right. This is
for Sheila.

I am not used to angry bankers. I have had a great relationship
with the Kentucky Association and their leaders, but I did a round-
table discussion in Paducah, Kentucky. Paducah, Kentucky, is a
town of about 29,000 people. Two community bankers. One came
to me and said, “We have just been assessed by the Federal De-
posit Insurance Corporation, and guess what? We will not be profit-
able in 2009 because of that assessment.” No bad loans, no nothing.
No bad securities. They keep their mortgages in-house. Everything
just like community bankers in most places do.

There was a gentleman from BB&T. Now, that is not a commu-
nity bank. That is a much larger bank. The assessment for the
community bank was $800,000, wiped out their total profitability.
BB&T was $1.2 million. Now, that did not wipe out their profit-
ability because they have many banks all over the country. But
how can you explain to the American people that for doing your job
and doing it well, you are being assessed your total profitability in
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1 year to pay for those who did not do their job very well? Maybe
you can explain that to me because I do not understand it.

Ms. BAIR. Well, deposit insurance has always been funded by in-
dustry assessments. The FDIC actually has never—we do have the
full faith and credit of the U.S. Government backing us. We do
have lines of credit

Senator BUNNING. There are a lot of other ways that you could
have done it.

Ms. BAIR. Well, sir, all banks that get deposit insurance pay for
it. It is an expense that they need to factor in. And we have been
signaling for some time that we will need to raise premiums. We
are in a much more distressed economic environment. Our loss pro-
jections are going up, and I think most community banks agree
that we should continue our industry-funded self-sufficiency and
not turn to taxpayers.

We did not want to do the 20-basis-point special assessment, but
our loss projections are going up significantly, and we felt it was
necessary to maintain an adequate cushion above zero.

Senator BUNNING. For this one community bank, it was a 1,000-
percent increase in their assessment.

Ms. BAIR. Well, I would be happy to go over those numbers with
you.

Senator BUNNING. I will be glad to go over them, because she
did. She went over them with me.

Ms. BAIR. OK. We would like to see that, because they are mis-
calculating what the assessment is.

I would say the base assessment is 12 to 16 basis points. The in-
terim special assessment is 20 basis points. It is out for comment.
It has not been finalized yet. We are hoping that through increas-
ing our borrowing authority we can

Senator BUNNING. Don’t you have a line of credit with the Treas-
ury? It seems like everybody else does, so I would assume that you
do.

Ms. BAIR. We do. It is pretty low. It has not been raised since
1991, and we are working with Chairman Dodd and Senator Crapo
to get it raised. But I would say the FDIC has never borrowed from
Treasury to cover our losses. We have only borrowed once in our
entire history. That was for short-term borrowing.

Senator BUNNING. We can print you some money. I mean, what
the heck. It is printed by——

[Laughter.]

Senator BUNNING. Yesterday, our Chairman of the Fed an-
nounced $1.2 trillion—not billion but trillion dollars of printed
money going out.

Ms. BAIR. Right.

Senator BUNNING. It is just scary.

Ms. BAIR. That is a policy call. I think a lot of community
banks—Ken Guenther had an excellent blog yesterday he has obvi-
ously been long associated with community bankers—suggesting
that it would not be in community bankers’ interest, because right
now they are not tarnished with the bailout brush. But if the FDIC
starts going to taxpayers for our funding instead of relying on our
industry assessments, I think that perception could change.
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We are working very hard to reduce the special assessment. I
have already said that if the borrowing authority is increased, we
feel we can reduce it meaningfully. This week we approved a sur-
charge to a debt guarantee program we have that is heavily used
by large institutions. We will put that surcharge into our deposit
insurance fund and also use that to offset the 20-basis-point assess-
ment.

So we are working hard to get it down. We want to get it down.
But I do think the principle of industry funding is important to the
history of the FDIC, and I think it is important to the reputation
and confidence of community banks that they are not getting tax-
payer assistance. They continue to stand behind their fund.

Senator BUNNING. Well, that all sounds really well and good. I
would like to take you to that roundtable and let you

Ms. BAIR. Senator, I have personally——

Senator BUNNING. ——explain that to those two bankers.

Ms. BaIR. I have talked to a lot of community bankers about this.
I absolutely have. I would also like to share numbers with you,
though, that show deposit insurance, even with the special assess-
ments, is still very cheap compared to alternative sources of fund-
ing. Even with the special assessments, it is much cheaper than
any other sources of funding that they would have to tap into.

Senator BUNNING. You have taken up all my time. I cannot ask
another question—may I?

Chairman DoDD. Sure.

Senator BUNNING. OK. The gentleman from the Federal Reserve
is here. Thank you for being here. Do you or anybody else at the
Fed have concerns about the Fed being the systemic risk regulator
or payment system regulator? And where would you say would be
the right place to place that task?

Mr. TARULLO. Senator, with respect to payment systems, I think
there is a fair consensus at the Fed that some formal legal author-
ity to regulate payment systems is important to have. As you prob-
ably know, de facto right now the Fed is able to exercise super-
visory authority over payment systems. That is because of the pe-
culiarity of the fact that the entities concerned are member banks
of the Federal Reserve System. They have got supervisory author-
ity. If their corporate form were to change, there would be some
question about it, and payments, as you know, are historically and
importantly related to the operation of the financial system.

Now, with respect to the systemic risk regulator, I think there
is much less final agreement on either one of the questions that I
think are implicit in what you asked. One, what should a systemic
risk regulator do precisely? And, two, who should do it?

The one thing I would say—and I think this bears repeating, so
I will look for occasions to say it again—is however the Congress
comes down on this issue, I think that we need all to be clear, you
need to be clear in the legislation, whoever you delegate tasks to
needs to be clear, not just what exactly the authorities are, which
is important, but also the expectations are, because we need to be
clear as to what we think can be accomplished. You do not want
to give responsibility without authority——

Senator BUNNING. Well, sometimes we give the responsibility
and the authority
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Mr. TARULLO. That is correct.

Senator BUNNING. And it is not used, just the 1994 law when we
handed the Fed the responsibility and it was 14 years before they
promulgated one rule or regulation.

Mr. TARULLO. I agree. Believe me, Senator. That is something
that I observed myself before I was in my present job. So I have
got no——

Senator BUNNING. No, I am not faulting you, but I am just stat-
ing the fact that even when we are sometimes very clear in our de-
mand that certain people regulate certain things, they have to take
the ball and carry it then.

Mr. TARULLO. Absolutely. Absolutely correct. And so on the sys-
temic risk regulator issue, there is a strong sense that if there is
to be a systemic risk regulator, the Federal Reserve needs to be in-
volved because of our function as lender of last resort, because of
the mission of protecting financial stability. How that function is
structured seems to me something that is open-ended because the
powers in question need to be decided by the Congress. Let me give
you one example of that.

It is very important that there be consolidated supervision of
every systemically important institution. So with bank holding
companies, that is not a problem, because we have already got that
authority. But there are other institutions out there currently un-
regulated over which no existing agency has prudential, safety and
soundness, supervisory authority.

Senator BUNNING. You realize that your two Chairmen came to
us and told us that certain entities——

Mr. TARULLO. Right, absolutely.

Senator BUNNING. should not be regulated.

Mr. TARULLO. I am sorry. Which entity——

Senator BUNNING. Well, credit default swaps and other things
that are related to that. Your past Chairman and your current
Chairman.

Mr. TARULLO. OK, so I can—let me get to credit default swaps
in a moment, but let me try to address the institution issue, be-
cause it is the case that we believe consolidated supervision is im-
portant for each institution. A consolidated——

Senator BUNNING. We maybe should make a regulator for each
institution.

Mr. TARULLO. If there is a good prudential regulator for each sys-
temically important institution, then you would not need a sys-
temic regulator to fulfill that

Senator BUNNING. That is correct.

Mr. TARULLO. I think that is——

Senator BUNNING. And we also would not have people too big to
fail.

Mr. TARULLO. Well, you would hope that the regulation, includ-
ing a resolution mechanism and the like, would be such as to con-
tain that

Senator BUNNING. That is what I mean.

Mr. TARULLO. Yes, exactly, Senator.

Senator BUNNING. Thank you.

Mr. TARULLO. OK, sure.
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Chairman DoDD. Thanks, Senator Bunning, for the question, I
am not going to ask you to respond to this because I have taken
a lot of your time already today, not to mention there was a little
confusion with the votes we have had. But we want to define what
we mean when we talk about a systemic risk regulator. Do you
mean regulating institutions that are inherently systemically risky
or important? Or are you talking about regulating systemically
risky practices that institutions can engage in? Or are you talking
about regulating or setting up a resolution structure so that when
you have institutions like AIG and Lehman Brothers, you have got
an alternative other than just pumping capital into them, as we did
in the case of AIG?

I get uneasy about the fact that the Fed is the lender of last re-
sort. Simultaneously the Fed now also falls into the capacity of
being particularly in the last function, the resolution operation. It
seems to me you get, like in the thrift crisis years ago, the regu-
lator becomes also the one that also deals with these resolutions.
I think that is an inherently dangerous path to go down. That is
my instinct.

Mr. TARULLO. Let me just take 30 seconds, Senator. That little
litany you had I think is right. I would just add one thing to it.
You have got supervision of systemically important institutions not
currently subject to supervision.

Chairman DopD. That could be one role.

Mr. TARULLO. That is one role. The second role, which you also
identified, practices that are pervasive in an industry, no matter
what the size of the entity, which rise to the level of posing true
systemic risk—probably unusual, but certainly possible.

Chairman DoDD. Right.

Mr. TARULLO. And I think we have seen it in the last couple of
years.

Third is the resolution mechanism you spoke about. It seems to
me that should not be included within the definition of system risk
regulator. You could, under some configurations, have the same en-
tity doing those two functions. I think what you would need is to
ensure that the systemic regulator had a role in the decisions on
resolving systemically important institutions, as Chairman Bair
pointed out, such as under the systemic risk exception in the FDI
Act that already exists.

The fourth function that I would add is the monitoring one. I un-
derstand that is a prerequisite for some of the other ones we talked
about, but it also serves an independent purpose, and I think, if I
am not mistaken, this is some of what Senator Reed has been get-
ting at in the past—the need to focus on issues and get them out,
get them discussed and get them reported.

Chairman DoDD. Right.

Mr. TARULLO. So I think that is your choice, that you have got
four functions there. My sense is that the resolution issue is not
necessarily:

Chairman DoDD. You could be right. And your fourth point, the
private sector model where you have the official or the officer in
the business doing the risk assessment. As I understand it, in a lot
of these entities, they do not have the capacity to shut something
down on their own except in very extreme cases. But they will ad-
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vise the individuals who are engaging in that thing that their be-
havior is posing risks to their company. So it does not have the
ability to say no, but it has the power or at least the information
to warn.

I am a little uneasy about that because it just seems to me
whether or not you are going to get the decisions that actually
would shut things down when they arise. There are too many dots
to connect to reach that point of shutting something down before
it poses even greater risk.

Mr. TArRULLO. Well, but you do, I think, Mr. Chairman, want—
again, this is why it is important for Congress ultimately to decide
what scope of authorities it wants somewhere, and then figure out
where the best place to put them is. But that does require us all
to make this judgment as to how broadly we want authority reach-
ing and under what circumstances. As you can tell from my testi-
mony, our view is that you do not want to displace the regular pru-
dential supervision of all the agencies.

Chairman DoDD. No.

Mr. TARULLO. This should be something which is an oversight
mechanism on top of it in the general course of things. But as I
think you have pointed out, you will sometimes have practices—
and subprime mortgage lending that was either predatory or not
well backed by good underwriting is a principal example—that be-
came pervasive and should have been regulated earlier.

Chairman DobD. I have said over and over again I am sort of
agnostic on all of this. I want to do what works. But if you ask me
where I was inclining, it is on that point. I think you have got to
watch practices. Just because something is called important does
not mean it is. And there may be practices that may not seem im-
portant but are terribly important. And it seems to me we ought
to be focusing on that, not at the exclusion of the other.

Let me ask the other panelists quickly to comment if they have—
any comments on this from anyone else on this discussion? Sheila,
do you have

Mr. FRYZEL. I just have one comment. If the Congress takes the
action and puts in place a systemic regulator, that is certainly not
going to stop or prevent some of the problems that we have now
out in the financial services industry.

As Chairman Bair talked about, the fact that she has asked for
an increase in the lending from the Treasury, as we have at
NCUA, which is paramount to us taking care of the problems be-
tween now and the time the systemic risk regulator is able to take
over and watch over all of our industries. So that there are tools
that we are going to be coming back to the Congress for between
now and then that the regulators are going to need to solve the
problems that are existing out there now. We still need things to
get those solved.

Chairman DoDD. Sheila, do you want to comment?

Ms. BAIR. Yes, I would—I agree with what you said about prac-
tices. I would only add that, to some extent, they are connected in
that if the Federal Government or the agencies do not have the
ability both to write rules—which we did have—and enforce those
rules for all institutions, you still get the kind of dynamic we had
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with mortgages where it started with the nonbanks creating com-
petitive pressure on the banks to respond in kind.

And another thing that—you do not have the SEC and the CFTC
here, but I think any discussion of regulatory restructuring needs
to note the need for market regulation of the derivatives markets,
especially the CDS markets.

Chairman DoDD. We do not have a table big enough.

Ms. BaIR. That is not institution-specific, absolutely, but it is an-
other area.

Chairman DoDD. But I must say, I was sitting here looking at
this and we are missing the CFTC and the SEC at this table. But
in a sense, and I say this very respectfully, this is the problem.
With all due respect, this is the problem. In a sense, we talk about
too big to fail in the sense of private institutions. But in a sense,
we have a bureaucracy or a regulatory structure and so forth, that
is too big to succeed because it is so duplicative.

And I can understand there is a value in that, in terms of pro-
tecting some things, but we are having the SEC next week testify
before the Committee.

But if I wanted to capture in a photograph what is the essence
of the problem, I can’t. And this is the problem. And this is what
we’'ve got to sort out in a way that provides some clarity to the
process as we go forward.

By the way, there is going to be a hearing at 2 o’clock—I know
that is what all of you want to hear—on deposit insurance that
Senator Johnson is hosting in 538 of the Dirksen Building.

[Laughter.]

Chairman DobpD. That will be good news for our panelists, we
know I have got to wrap up here as we are getting near 2 o’clock.

We are going to proceed on this, I would say to Chairman Bair
as well, and we are trying to resolve some other issues, if we can,
in going forward. I know you are aware of that. Obviously, we are
very interested in getting the legislation adopted, and we will move
quickly.

Any other further comment on this last point? And then I want
to end, if not? Yes, John.

Mr. DUGAN. Senator, I would just agree with your point. It is not
obvious that, in many cases, the gathering of the information is not
really the most important thing you need to do. For example, if you
had hedge funds, it is not clear you would want to go in and regu-
late them like you regulate a bank. You might want to find out
what they were doing, how they were doing it, have some authority
to take some action if you had to.

But the gathering of information, understanding what they do,
was completely absent during the current crisis with respect to
nonbanks, and it is a really important thing that you are talking
about, to learn what people are doing. So that is a fundamental
building block.

Chairman DobpD. Thank you.

I can see you chafing. Go ahead, Governor.

Mr. TARULLO. Just one point on that. This is what I meant ear-
lier about being clear about where they go, where authority——

Chairman DoDD. We need the mic on.
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Mr. TARULLO. I am sorry. Because if you say you are a systemic
risk regulator, you are responsible for everything, no matter where
it may happen. But there is not a regular system in place for over-
seeing a particular market or overseeing particular institutions.
That is when I think you risk having things falling between the
cracks and expectations not being met.

And so I come back to the point I opened with, that is why there
needs to be an agenda for systemic stability which takes into ac-
count each of the roles that the various agencies will play.

Chairman DopD. Well, I thank you. There are additional ques-
tions I will submit for the record, and I know my colleagues will,
as well. We are going to be very engaged with all of you over the
coming weeks on this matter. As I said, we have got more hearings
to hold on this, the SEC next week. We have had seven already.
And T thank each and every one of you for your participation. It
has been very, very helpful here this morning.

The Committee will stand adjourned.

[Whereupon, at 1:40 p.m., the hearing was adjourned.]

[Prepared statements and response to written questions supplied
for the record follow:]
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PREPARED STATEMENT OF SENATOR JIM BUNNING

Thank you, Mr. Chairman. This is a very important hearing, and I hope our wit-
nesses will give us some useful answers. AIG has been in the news a lot this week,
but it is not the only problem in our financial system. Other firms, including some
regulated by our witnesses, have failed or been bailed out.

We all want to make any changes we can that will prevent this from happening
again. But before we jump to any conclusions about what needs to be done to pre-
vent similar problems in the future, we need to consider whether any new regula-
tions will really add to stability or just create a false sense of security.

For example, I am not convinced that if the Fed had clear power to oversee all
of AIG they would have noticed the problems or done anything about it. They clear-
ly did not do a good enough job in regulating their holding companies, as we dis-
cussed at the Securities Subcommittee hearing yesterday. Their poor performance
should throw cold water on the idea of giving them even more responsibility.

Finally, I want to say a few words about the idea of a risk regulator. While the
idea sounds good, there are several questions that must be answered to make such
a plan work. First, we have to figure out what risk is and how to measure it. This
crisis itself is evidence that measuring risk is not as easy as it sounds. Second, we
need to consider what to do about that risk. In other words, what powers would that
regulator have, and how do you deal with international companies? Third, how do
we keep the regulator from always being a step behind the markets? Do we really
believe the regulator will be able to recruit the talent needed to see and understand
risk in an ever-changing financial system on government salaries? Finally, will the
regulator continue the expectation of government rescue whenever things go bad?

We should at least consider if we can accomplish the goal of a more stable system
by making sure the parties to financial deals bear the consequences of their actions
and thus act more responsibly in the first place.

Thank you, Mr. Chairman.

PREPARED STATEMENT OF JOHN C. DUGAN
COMPTROLLER OF THE CURRENCY,
OFFICE OF THE COMPTROLLER OF THE CURRENCY

MARCH 19, 2009

Chairman Dodd, Ranking Member Shelby, and Members of the Committee, I ap-
preciate this opportunity to discuss reforming the regulation of our financial system.

Recent turmoil in the financial markets, the unprecedented distress and failure
of large financial firms, the mortgage and foreclosure crises, and growing numbers
of problem banks—large and small—have prompted calls to reexamine and revamp
thenation’s financial regulatory system. The crisis raises legitimate questions about
whether our existing complex system has both redundancies and gaps that signifi-
cantly compromise its effectiveness. At the same time, any restructuring effort that
goes forward should be carefully designed to avoid changes that undermine the
parts of our current regulatory system that work best.

To examine this very important set of issues, the Committee will consider many
aspects of financial regulation that extend beyond bank regulation, including the
regulation of government-sponsored enterprises, insurance companies, and the inter-
section of securities and commodities markets. Accordingly, my testimony today fo-
cuses on key areas where I believe the perspective of the OCC—with the benefit of
hindsight from the turmoil of the last two years—can most usefully contribute to
the Committee’s deliberations. Specifically, I will discuss the need to—

e improve the oversight of systemic risk, especially with respect to systemically
important financial institutions that are not banks;

o establish a better process for stabilizing, resolving or winding down such firms;

¢ reduce the number of bank regulators, while preserving a dedicated prudential
supervisor;

e enhance mortgage regulation; and

e improve consumer protection regulation while maintaining its fundamental con-
nection to prudential supervision.

Improving Systemic Risk Oversight

The unprecedented events of the past year have brought into sharp focus the
issue of systemic risk, especially in connection with the failures or near failures of
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large financial institutions. Such institutions are so large and so intertwined with
financial markets and other major financial institutions that the failure of one could
cause a cascade of serious problems throughout the financial system—the very es-
sence of systemic risk.

Years ago, systemically significant firms were generally large banks, and our re-
gime of extensive, consolidated supervision of banks and bank holding companies—
combined with the market expertise provided by the Federal Reserve through its
role as central bank—provided a means to address the systemic risk presented by
these institutions. More recently, however, large nonbank financial institutions like
AIG, Fannie Mae and Freddie Mac, Bear Stearns, and Lehman began to present
similar risks to the system as large banks. Yet these nonbank firms were subject
to varying degrees and different kinds of government oversight. In addition, no one
regulator had access to risk information from these nonbank firms in the same way
that the Federal Reserve has with respect to bank holding companies. The result,
I believe, was that the risk these firms presented to the financial system as a whole
could not be managed or controlled until their problems reached crisis proportions.

One suggested way to address this problem going forward would be to assign one
agency the oversight of systemic risk throughout the financial system. This ap-
proach would fix accountability, centralize data collection, and facilitate a unified
approach to identifying and addressing large risks across the system. Such a regu-
lator could also be assigned responsibility for identifying as systemically significant
those institutions whose financial soundness and role in financial intermediation is
important to the stability of U.S. and global markets.

But the single systemic regulator approach would also face challenges due to the
diverse nature of the firms that could be labeled systemically significant. Key issues
would include the type of authority that should be provided to the regulator; the
types of financial firms that should be subject to its jurisdiction; and the nature of
the new regulator’s interaction with existing prudential supervisors. It would be im-
portant, for example, for the systemic regulatory function to build on existing pru-
dential supervisory schemes, adding a systemic point of view, rather than replacing
or duplicating regulation and supervisory oversight that already exists. How this
would be done would need to be evaluated in light of other restructuring goals, in-
cluding providing clear expectations for financial institutions and clear responsibil-
ities and accountability for regulators; avoiding new regulatory inefficiencies; and
considering the consequences of an undue concentration of responsibilities in a sin-
gle regulator.

It has been suggested that the Federal Reserve Board should serve as the single
agency responsible for systemic risk oversight. This makes sense given the com-
parable role that the Board already plays with respect to our largest banking com-
panies; its extensive involvement with capital markets and payments systems; and
its frequent interaction with central banks and supervisors from other countries.

If Congress decides to take this approach, however, it would be necessary to de-
fine carefully the scope of the Board’s authority over institutions other than the
bank holding companies and state-chartered member banks that it already super-
vises. Moreover, the Board has many other critical responsibilities, including mone-
tary policy, discount window lending, payments system regulation, and consumer
protection rulewriting. Adding the broad role of systemic risk overseer raises the
very real concerns of the Board taking on too many functions to do all of them well,
while at the same time concentrating too much authority in a single government
agency. The significance of these concerns would depend very much on both the
scope of the new responsibilities as systemic risk regulator, and any other signifi-
cant changes that might be made to its existing role as the consolidated bank hold-
ing company supervisor.

Let me add that the contours of new systemic authority may need to vary depend-
ing on the nature of the systemically significant entity. For example, prudential reg-
ulation of banks involves extensive requirements with respect to risk reporting, cap-
ital, activities limits, risk management, and enforcement. The systemic supervisor
might not need to impose all such requirements on all types of systemically impor-
tant firms. The ability to obtain risk information would be critical for all such firms,
but it might not be necessary, for example, to impose the full array of prudential
standards, such as capital requirements or activities limits on all types of system-
ically important firms, e.g., hedge funds (assuming they were subject to the new reg-
ulator’s jurisdiction). Conversely, firms like banks that are already subject to exten-
sive prudential supervision would not need the same level of oversight as firms that
are not—and if the systemic overseer were the Federal Reserve Board, very little
new authority would be required with respect to banking companies, given the
Board’s current authority over bank holding companies.
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It also may be appropriate to allocate different levels of authority to the systemic
risk overseer at different points in time depending on whether financial markets are
functioning normally, or are instead experiencing unusual stress or disruption. For
example, in a stable economic environment, the systemic risk regulator might focus
most on obtaining and analyzing information about risks. Such additional informa-
tion and analysis would be valuable not only for the systemic risk regulator, but
also for prudential supervisors in terms of their understanding of firms’ exposure
to risks occurring in other parts of the financial services system to which they have
no direct access. And it could facilitate the implementation of supervisory strategies
to address and contain such risk before it increased to unmanageable levels.

On the other hand, in times of stress or disruption it may be appropriate to au-
thorize the systemic regulator to take actions ordinarily reserved for prudential su-
pervisors, such as imposing specific conditions or requirements on operations of a
firm. Such authority would need to be crafted to ensure flexibility, but the triggering
circumstances and process for activating the authority should be clear. Mechanisms
for accountability also should be established so that policymakers, regulated enti-
ties, and taxpayers can understand and evaluate appropriate use of the authority.

Let me make one final point about the systemic risk regulator. Our financial sys-
tem’s “plumbing”—the major systems we have for clearing payments and settling
transactions—are not now subject to any clear, overarching regulatory system be-
cause of the variety in their organizational form. Some systems are clearinghouses
or banking associations subject to the Bank Service Company Act. Some are securi-
ties clearing agencies or agency organizations pursuant to the securities or commod-
ities laws. Others are chartered under the corporate laws of states. !

Certain of these payment and settlement systems are systemically significant for
the liquidity and stability of our financial markets, and I believe these systems
should be subjected to overarching federal supervision to reduce systemic risk. One
approach to doing so was suggested in the 2008 Treasury Blueprint, which rec-
ommended establishing a new federal charter for systemically significant payment
and settlement systems and authorizing the Federal Reserve Board to supervise
them. I believe this approach is appropriate given the Board’s extensive experience
with payment system regulation.

Resolving Systemically Significant Firms

Events of the past year also have highlighted the lack of a suitable process for
resolving systemically significant financial firms that are not banks. U.S. law has
long provided a unique and well developed framework for resolving distressed and
failing banks that is distinct from the federal bankruptcy regime. Since 1991, this
unique framework, administered by the Federal Deposit Insurance Corporation, has
also provided a mechanism to address the problems that can arise with the potential
failure of a systemically significant bank—including, if necessary to protect financial
stability, the ability to use the bank deposit insurance fund to prevent uninsured
depositors, creditors, and other stakeholders of the bank from sustaining loss.

Unfortunately, no comparable framework exists for resolving most systemically
significant financial firms that are not banks, including systemically significant
holding companies of banks. Such firms must therefore use the normal bankruptcy
process unless they can obtain some form of extraordinary government assistance
to avoid the systemic risk that might ensue from failure or the lack of a timely and
orderly resolution. While the bankruptcy process may be appropriate for resolution
of certain types of firms, it may take too long to provide certainty in the resolution
of a systemically significant firm, and it provides no source of funding for those situ-
ations where substantial resources are needed to accomplish an orderly solution. As
a result, in the last year as a number of large nonbank financial institutions faced
potential failure, government agencies have had to improvise with various other
governmental tools to address systemic risk issues at nonbanks, sometimes with so-
lutions that were less than ideal.

This gap needs to be addressed with an explicit statutory regime for facilitating
the resolution of systemically important nonbank companies as well as banks. This
new statutory regime should provide tools that are similar to those the FDIC cur-
rently has for resolving banks, including the ability to require certain actions to sta-
bilize a firm; access to a significant funding source if needed to facilitate orderly dis-
positions, such as a significant line of credit from the Treasury; the ability to wind
down a firm if necessary, and the flexibility to guarantee liabilities and provide open

1For a description of the significance of payment and settlement systems and the various
forms under which they are organized in the United States, see U.S. Department of the Treas-
ury, Blueprint for a Modernized Financial Regulatory Structure 100-103 (March 2008) (2008
Treasury Blueprint).



52

institution assistance if necessary to avoid serious risk to the financial system. In
addition, there should be clear criteria for determining which institutions would be
subject to this resolution regime, and how to handle the foreign operations of such
institutions.

One possible approach to a statutory change would be to simply extend the
FDIC’s current authority to nonbanks. That approach would not appear to be appro-
priate given the bank-centric nature of the FDIC’s mission and resources. The de-
posit insurance fund is paid for by assessments on insured banks, with a special
assessment mechanism available for certain losses caused by systemically important
banks. It would not be fair to assess only banks for problems at nonbanks. In addi-
tion, institutional conflicts may arise when the insurer must fulfill the dual mission
of protecting the insurance fund and advancing the broader U.S. Government inter-
ests at stake when systemically significant institutions require resolution. Indeed,
important changes have recently been proposed to improve the FDIC’s systemic risk
assessment process to provide greater equity when the FDIC’s protective actions ex-
‘lc)en(%{ beyond the insured depository institution to affiliated entities that are not

anks.

A better approach may be to provide the new authority to the new systemic risk
regulator, in combination with the Treasury Department, given the likely need for
a substantial source of government funds. The new systemic risk regulator would
by definition have systemic risk responsibility, and the Treasury has direct account-
ability to taxpayers. If the systemic risk regulator were the Federal Reserve, then
the access to discount window funding would also provide a critical resource to help
address significant liquidity problems. It is worth noting that, in most other coun-
tries, it has been the Treasury Department or its equivalent that has provided ex-
traordinary assistance to systemically important financial firms during this crisis,
whether in the form of capital injections, government guarantees, or more signifi-
cant government ownership.

Reducing the Number of Bank Regulators

It is clear that the United States has too many bank regulators. We have four
federal regulators, 12 Federal Reserve Banks, and 50 state regulators, nearly all of
which have some type of overlapping supervising responsibilities. This system is
largely the product of historical evolution, with different agencies created for dif-
ferent legitimate purposes reflecting a much more segmented banking system from
the past. No one would design such a system from scratch, and it is fair to say that,
at times, it has not been the most efficient way to establish banking policy or super-
vise banks.

Nevertheless, the banking agencies have worked hard over the years to make the
system function appropriately despite its complexities. On many occasions, the di-
versity in perspectives and specialization of roles has provided real value. And from
the perspective of the OCC, I do not believe that our sharing of responsibilities with
other agencies has been a primary driver of recent problems in the banking system.

That said, I recognize the considerable interest in reducing the number of bank
regulators. The impulse to simplify is understandable, and it may well be appro-
priate to streamline our current system. But we ought not approach the task by pre-
judging the appropriate number of boxes on the organization chart. The better ap-
proach is to determine what would be achieved if the number of regulators were re-
duced. What went wrong in the current crisis that changes in regulatory structure
(rather than regulatory standards) will fix? Will accountability be enhanced? Will
the change result in greater efficiency and consistency of regulation? Will gaps be
closed so that opportunities for regulatory arbitrage in the current system are elimi-
nated? Will overall market regulation be improved?

In this context, while there is arguably an agreement on the need to reduce the
number of bank regulators, there is no such consensus on what the right number
is or what their roles should be. Some have argued that we should have just one
regulator responsible for bank supervision, and that it ought to be a new agency
such as the Financial Services Agency in the UK, or that all such responsibilities
should be consolidated in our central bank, the Federal Reserve Board. Let me ex-
plain why I don’t think either of these ideas is the right one for our banking system.

The fundamental problem with consolidating all supervision in a new, single inde-
pendent agency is that it would take bank supervisory functions away from the Fed-
eral Reserve Board. In terms of the normal turf wars among agencies, it may sound
strange for the OCC to take this position. But as the central bank and closest agen-
cy we have to a systemic risk regulator, I believe the Board needs the window it
has into banking organizations that it derives from its role as bank holding com-
pany supervisor. More important, given its substantial role and direct experience
with respect to capital markets, payments systems, the discount window, and inter-
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national supervision, the Board provides unique resources and perspective to bank
holding company supervision.

Conversely, I believe it also would be a mistake to move all direct banking super-
vision to the Board, or even all such supervision for the most systemically important
banks. The Board has many other critical responsibilities, including monetary pol-
icy, discount window lending, payments system regulation, and consumer protection
rulewriting. Consolidating all banking supervision there as well would raise a seri-
ous concern about the Board taking on too many functions to do all of them well.
There would also be a very real concern about concentrating too much authority in
a single government agency. And both these concerns would be amplified substan-
tially if the Board were also designated the new systemic risk regulator and took
on supervisory responsibilities for systemically significant payment and clearing sys-
tems.

Most important, moving all supervision to the Board would lose the very real ben-
efit of having an agency whose sole mission is bank supervision. That is, of course,
the sole mission of the OCC, and I realize that, coming from the Comptroller, sup-
port for preserving a dedicated prudential banking supervisor may be portrayed by
some as merely protecting turf. That would be unfortunate, because I strongly be-
lieve that the benefits of dedicated supervision are real. Where it occurs, there is
no confusion about the supervisor’s goals and objectives, and no potential conflict
with competing objectives. Responsibility is well defined, and so is accountability.
Supervision takes a back seat to no other part of the organization, and the result
is a strong culture that fosters the development of the type of seasoned supervisors
that are needed to confront the many challenges arising from today’s banking busi-
ness.

In the case of the OCC, I would add that our role as the front-line, on-the-ground
prudential supervisor is complementary to the current role of the Federal Reserve
Board as the consolidated holding company regulator. This model has allowed the
Board to use and rely on our work to perform its role as supervisor for complex
banking organizations that are often involved in many businesses other than bank-
ing. Such a model would also work well with respect to any new authority provided
to a systemic risk regulator, whether or not the Board is assigned that role.

In short, there are a number of options for reducing the number of bank regu-
lators, and many detailed issues involved with each. It is not my intent to address
these issues in detail in this testimony, but instead to make two fundamental and
related points about changes to the banking agency regulatory structure. While it
is important to preserve the Federal Reserve Board’s role as a holding company su-
pervisor, it is equally if not more important to preserve the role of a dedicated,
front-line prudential supervisor for our nation’s banks.

Enhanced Mortgage Regulation

The current financial crisis began and continues with problems arising from poor-
ly underwritten residential mortgages, especially subprime mortgages. While these
lending practices have been brought under control, and federal regulators have
taken actions to prevent the worst abuses, more needs to be done. As part of any
regulatory reform to address the crisis, Congress should establish a mortgage regu-
latory regime that ensures that the mortgage crisis is never repeated.

A fundamental reason for poorly underwritten mortgages was the lack of con-
sistent regulation for mortgage providers. Depository institution mortgage pro-
viders—whether state or federally chartered—were the most extensively regulated,
by state and federal banking supervisors. Mortgage providers affiliated with deposi-
tory institutions were less regulated, primarily by federal holding company super-
visors, but also by state mortgage regulators. Mortgage providers not affiliated with
depository institutions—including mortgage brokers and lenders—were the least
regulated by far, with no direct supervision at the federal level, and limited ongoing
supervision at the state level.

The results have been predictable. As the 2007 Report of the Majority Staff of the
Joint Economic Committee recognized, “[slince brokers and mortgage companies are
only weakly regulated, another outcome [of the increase in subprime lending] was
a marked increase in abusive and predatory lending.”2 Nondepository institution
mortgage providers originated the overwhelming preponderance of subprime and
“Alt-A” mortgages during the crucial 2005-2007 period, and the loans they origi-
nated account for a disproportionate percentage of defaults and foreclosures nation-
wide, with glaring examples in the metropolitan areas hardest hit by the foreclosure

2 Majority Staff of the Joint Economic Committee, 110th Cong., Report and Recommendations
on the Subprime Lending Crisis: The Economic Impact on Wealth, Property Values and Tax
Revenues, and How We Got Here 17 (October 2007).



54

crisis. For example, a recent analysis of mortgage loan data prepared by OCC staff,
from a well-known source of mortgage loan data, identified the 10 mortgage origina-
tors with the highest number of subprime and Alt-A mortgage foreclosures—in the
10 metropolitan statistical areas (MSAs) experiencing the highest foreclosure rates
in the period 2005-2007. While each type of mortgage originator has experienced
elevated levels of delinquencies and defaults in recent years, of the 21 firms com-
prising the “worst 10” in those “worst 10” MSAs, the majority—accounting for near-
ly 60 percent of nonprime mortgage loans and foreclosures—were exclusively super-
vised by the states. 3

In view of this experience, Congress should take at least two actions in connection
with regulatory reform. First, it should establish national mortgage standards that
would apply consistently regardless of originator, similar to the mortgage legislation
that passed the House of Representatives last year. In taking this extraordinary
step, Congress should provide flexibility to regulators to implement the statutory
standards through regulations that protect consumers and balance the need for con-
serzative underwriting with the equally important need for access to affordable
credit.

Second, Congress should also ensure that the new standards are applied and en-
forced in a comparable manner, again, regardless of originator. This objective can
be accomplished relatively easily for mortgages provided by depository institutions
or their affiliates: federal banking regulators have ample authority to ensure compli-
ance through ongoing examination and supervision reinforced by broad enforcement
powers. The objective is not so easily achieved with nonbank mortgage providers
regulated exclusively by the states, however. The state regime for regulating mort-
gage brokers and lenders typically focuses on licensing, rather than ongoing exam-
ination and supervision, and enforcement by state agencies typically targets prob-
lems after they have become severe, not before. That difference between the federal
and state regimes can result in materially different levels of compliance, even with
a common federal standard. As a result, it will be important to develop a mecha-
nism to facilitate a level of compliance at the state level that is comparable to com-
pliance of depository institutions subject to federal standards. The goal should be
robust national standards that are applied consistently to all mortgage providers.

Enhanced Consumer Protection Regulation

Effective protection for consumers of financial products and services is a vital part
of financial services regulation. In the OCC’s experience, and as the mortgage crisis
illustrates, safe and sound lending practices are integral to consumer protection. In-
deed, contrary to several recent proposals, we believe that the best way to imple-
ment consumer protection regulation of banks—the best way to protect consumers—
is to do so through prudential supervision. Let me explain why.

First, prudential supervisors’ continual presence in banks through the examina-
tion process puts them in the very best position to ensure compliance with consumer
protection requirements established by statute and regulation. Examiners are
trained to detect weaknesses in banks’ policies, systems, and procedures for imple-
menting consumer protection mandates, and they gather information both on-site
and off-site to assess bank compliance. Their regular communication with the bank
occurs through examinations at least once every 18 months for smaller institutions,
supplemented by quarterly calls with management, and for the very largest banks
consumer compliance examiners are on site every day. We believe this continual su-
pervisory presence creates especially effective incentives for consumer protection
compliance, as well as allowing examiners to detect compliance failures much earlier
than would otherwise be the case.

Second, prudential supervisors have strong enforcement powers and exceptional
leverage over bank management to achieve corrective action. Banks are among the
most extensively supervised firms in any type of industry, and bankers understand
very well the range of negative consequences that can ensue from defying their reg-
ulator. As a result, when examiners detect consumer compliance weaknesses or fail-
ures, they have a broad range of tools to achieve corrective action, from informal
comments to formal enforcement action—and banks have strong incentives to move
back into compliance as expeditiously as possible.

Indeed, behind the scenes and without public fanfare, bank supervision results in
significant reforms to bank practices and remedies for their customers—and it can
do so much more quickly than litigation, formal enforcement actions, or other pub-
licized events. For example, as part of the supervisory process, bank examiners

3 Letter from Comptroller of the Currency John Dugan to Elizabeth Warren, Chair, Congres-
sional  Oversight Panel, February 12, 2009, at Atip://www.occ.treas.gov/ftp/
occ_copresponse  021209.pdf.
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identify weaknesses in areas pertaining both to compliance and safety and sound-
ness by citing MRAs—“matters requiring attention”—in the written report of exam-
ination. An MRA describes a problem, indicates its cause, and requires the bank to
implement a remedy before the matter can be closed. In the period between 2004
and 2007, OCC examiners cited 123 mortgage-related MRAs. By the end of 2008,
satisfactory corrective action had been taken with respect to 109 of those MRAs,
without requiring formal enforcement actions. Corrective actions were achieved for
issues involving mortgage underwriting, appraisal quality, monitoring of mortgage
brokers, and other consumer-related issues. We believe this type of extensive super-
vision and early warning oversight is a key reason why the worst form of subprime
lending practices did not become widespread in the national banking system.

Third, because examiners are continually exposed to the practical effects of imple-
menting consumer protection rules for bank customers, the prudential supervisory
agency is in the best position to formulate and refine consumer protection regula-
tions for banks. Indeed, while most such rule-writing authority is currently housed
in the Federal Reserve Board, we believe that the rule-writing process would benefit
by requiring more formal consultation with other banking supervisors that have
substantial supervisory responsibilities in this area.

Recently, alternative models for financial product consumer protection regulation
have been suggested. One is to remove all consumer protection regulation and su-
pervision from prudential supervisors, instead consolidating such authority in a new
federal agency. This model would be premised on an SEC-style regime of registra-
tion and licensing for all types of consumer credit providers, with standards set and
compliance achieved through enforcement actions by a new agency. The approach
would rely on self-reporting by credit providers, backstopped by enforcement or judi-
cial actions, rather than ongoing supervision and examination.

The attractiveness of this alternative model is that it would centralize authority
and accountability in a single agency, which could write rules that would apply uni-
formly to financial services providers, whether or not they are depository institu-
tions. Because the agency would focus exclusively on consumer protection, pro-
ponents also argue that such a model eliminates the concern sometimes expressed
that prudential supervisors neglect consumer protection in favor of safety and
soundness supervision.

But the downside of this approach is considerable. It would not have the benefits
of on-site examination and supervision and the very real leverage that bank super-
visors have over the banks they regulate. That means, we believe, that compliance
is likely to be less effective. Nor would this approach draw on the practical expertise
that examiners develop from continually assessing the real-world impact of par-
ticular consumer protection rules—an asset that is especially important for devel-
oping and adjusting such rules over time. More troubling, the ingredients of this ap-
proach—registration, licensing and reliance on enforcement actions to achieve com-
pliance with standards—is the very model that has proved inadequate to protect
consumers doing business with state regulated mortgage lenders and brokers.

Finally, I do not agree that the banking agencies have failed to give adequate at-
tention to the consumer protection laws that they have been charged with imple-
menting. For example, predatory lending failed to gain a foothold in the banking
industry precisely because of the close supervision commercial banks, both state and
national, received. But if Congress believes that the consumer protection regime
needs to be strengthened, the best answer is not to create a new agency that would
have none of the benefits of a prudential supervisor. Instead, the better approach
is a crisp Congressional mandate to already responsible agencies to toughen the ap-
plicable standards and close any gaps in regulatory coverage. The OCC and the
other prudential bank supervisors will rigorously apply them. And because of the
tools we have that I've already mentioned, banks will comply more readily and con-
sumers will be better protected than would be the case with mandates applied by
a new federal agency.

Conclusion

My testimony today reflects the OCC’s views on several key aspects of regulatory
reform. We would be happy provide more details or additional views on other issues
at the Committee’s request.
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Chairman Dodd, Ranking Member Shelby, and Members of the Committee, I ap-
preciate the opportunity to testify on behalf of the Federal Deposit Insurance Cor-
poration (FDIC) on the need to modernize and reform our financial regulatory sys-
tem.

The events that have unfolded over the past two years have been extraordinary.
A series of economic shocks have produced the most challenging financial crisis
since the Great Depression. The widespread economic damage has called into ques-
tion the fundamental assumptions regarding financial institutions and their super-
vision that have directed our regulatory efforts for decades. The unprecedented size
and complexity of many of today’s financial institutions raise serious issues regard-
ing whether they can be properly managed and effectively supervised through exist-
ing mechanisms and techniques. In addition, the significant growth of unsupervised
financial activities outside the traditional banking system has hampered effective
regulation.

Our current system has clearly failed in many instances to manage risk properly
and to provide stability. U.S. regulators have broad powers to supervise financial
institutions and markets and to limit many of the activities that undermined our
financial system, but there are significant gaps, most notably regarding very large
insurance companies and private equity funds. However, we must also acknowledge
that many of the systemically significant entities that have needed federal assist-
ance were already subject to extensive federal supervision. For various reasons,
these powers were not used effectively and, as a consequence, supervision was not
sufficiently proactive. Insufficient attention was paid to the adequacy of complex in-
stitutions’ risk management capabilities.

Too much reliance was placed on mathematical models to drive risk management
decisions. Notwithstanding the lessons from Enron, off-balance sheet-vehicles were
permitted beyond the reach of prudential regulation, including holding company
capital requirements. Perhaps most importantly, failure to ensure that financial
products were appropriate and sustainable for consumers has caused significant
problems not only for those consumers but for the safety and soundness of financial
institutions. Moreover, some parts of the current financial system, for example, over
the counter derivatives, are by statute, mostly excluded from federal regulation.

In the face of the current crisis, regulatory gaps argue for some kind of com-
prehensive regulation or oversight of all systemically important financial firms. But,
the failure to utilize existing authorities by regulators casts doubt on whether sim-
ply entrusting power in a single systemic risk regulator will sufficiently address the
underlying causes of our past supervisory failures. We need to recognize that simply
creating a new systemic risk regulator is a not a panacea. The most important chal-
lenge is to find ways to impose greater market discipline on systemically important
institutions. The solution must involve, first and foremost, a legal mechanism for
the orderly resolution of these institutions similar to that which exists for FDIC in-
sured banks. In short, we need an end to too big to fail.

It is time to examine the more fundamental issue of whether there are economic
benefits to institutions whose failure can result in systemic issues for the economy.
Because of their concentration of economic power and interconnections through the
financial system, the management and supervision of institutions of this size and
complexity has proven to be problematic. Taxpayers have a right to question how
extensive their exposure should be to such entities.

The problems of supervising large, complex financial institutions are compounded
by the absence of procedures and structures to effectively resolve them in an orderly
fashion when they end up in severe financial trouble. Unlike the clearly defined and
proven statutory powers that exist for resolving insured depository institutions, the
current bankruptcy framework available to resolve large complex nonbank financial
entities and financial holding companies was not designed to protect the stability
of the financial system. This is important because, in the current crisis, bank hold-
ing companies and large nonbank entities have come to depend on the banks within
the organizations as a source of strength. Where previously the holding company
served as a source of strength to the insured institution, these entities now often
rely on a subsidiary depository institution for funding and liquidity, but carry on
many systemically important activities outside of the bank that are managed at a
holding company level or nonbank affiliate level.
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While the depository institution could be resolved under existing authorities, the
resolution would cause the holding company to fail and its activities would be
unwound through the normal corporate bankruptcy process. Without a system that
provides for the orderly resolution of activities outside of the depository institution,
the failure of a systemically important holding company or nonbank financial entity
will create additional instability as claims outside the depository institution become
completely illiquid under the current system.

In the case of a bank holding company, the FDIC has the authority to take control
of only the failing banking subsidiary, protecting the insured depositors. However,
many of the essential services in other portions of the holding company are left out-
side of the FDIC’s control, making it difficult to operate the bank and impossible
to continue funding the organization’s activities that are outside the bank. In such
a situation, where the holding company structure includes many bank and nonbank
subsidiaries, taking control of just the bank is not a practical solution.

If a bank holding company or nonbank financial holding company is forced into
or chooses to enter bankruptcy for any reason, the following is likely to occur. In
a Chapter 11 bankruptcy, there is an automatic stay on most creditor claims, with
the exception of specified financial contracts (futures and options contracts and cer-
tain types of derivatives) that are subject to termination and netting provisions, cre-
ating illiquidity for the affected creditors. The consequences of a large financial firm
filing for bankruptcy protection are aptly demonstrated by the Lehman Brothers ex-
perience. As a result, neither taking control of the banking subsidiary or a bank-
ruptey filing of the parent organization is currently a viable means of resolving a
large, systemically important financial institution, such as a bank holding company.
This has forced the government to improvise actions to address individual situa-
tions, making it difficult to address systemic problems in a coordinated manner and
raising serious issues of fairness.

My testimony will examine some steps that can be taken to reduce systemic
vulnerabilities by strengthening supervision and regulation and improving financial
market transparency. I will focus on some specific changes that should be under-
taken to limit the potential for excessive risk in the system, including identifying
systemically important institutions, creating incentives to reduce the size of system-
ically important firms and ensuring that all portions of the financial system are
under some baseline standards to constrain excessive risk taking and protect con-
sumers. I will explain why an independent special failure resolution authority is
needed for financial firms that pose systemic risk and describe the essential features
of such an authority. I also will suggest improvements to consumer protection that
would improve regulators’ ability to stem fraud and abusive practices. Next, I will
discuss other areas that require legislative changes to reduce systemic risk—the
over-the-counter (OTC) derivatives market and the money market mutual fund in-
dustry. And, finally, I will address the need for regulatory reforms related to the
originate-to-distribute model, executive compensation in banks, fair-value account-
ing, credit rating agencies and counter-cyclical capital policies.

Addressing Systemic Risk

Many have suggested that the creation of a systemic risk regulator is necessary
to address key flaws in the current supervisory regime. According to the proposals,
this new regulator would be tasked with monitoring large or rapidly increasing ex-
posures—such as to sub-prime mortgages—across firms and markets, rather than
only at the level of individual firms or sectors; and analyzing possible spillovers
among financial firms or between firms and markets, such as the mutual exposures
of highly interconnected firms. Additionally, the proposals call for such a regulator
to have the authority to obtain information and examine banks and key financial
market participants, including nonbank financial institutions that may not be cur-
rently subject to regulation. Finally, the systemic risk regulator would be respon-
sible for setting standards for capital, liquidity, and risk management practices for
the financial sector.

Changes in our regulatory and supervisory approach are clearly warranted, but
Congress should proceed carefully and deliberately in creating a new systemic risk
regulator. Many of the economic challenges we are facing continue and new aspects
of interconnected problems continue to be revealed. It will require great care to ad-
dress evolving issues in the midst of the economic storm and to avoid unintended
consequences. In addition, changes that build on existing supervisory structures and
authorities—that fill regulatory voids and improve cooperation—can be implemented
more quickly and more effectively.

While I fully support the goal of having an informed, forward looking, proactive
and analytically capable regulatory community, looking back, if we are honest in our
assessment, it is clear that U.S. regulators already had many broad powers to su-
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pervise financial institutions and markets and to limit many of the activities that
undermined our financial system. For various reasons, these powers were not used
effectively and as a consequence supervision was not sufficiently proactive.

There are many examples of situations in which existing powers could have been
used to prevent the financial system imbalances that led to the current financial cri-
sis. For instance, supervisory authorities have had the authority under the Home
Ownership and Equity Protection Act to regulate the mortgage industry since 1994.
Comprehensive new regulations intended to limit the worst practices in the mort-
gage industry were not issued until well into the onset of the current crisis. Failure
to address lax lending standards among nonbank mortgage companies created mar-
ket pressure on banks to also relax their standards. Bank regulators were late in
addressing this phenomenon.

In other important examples, federal regulatory agencies have had consolidated
supervisory authority over institutions that pose a systemic risk to the financial sys-
tem; yet they did not to exercise their authorities in a manner that would have en-
abled them to anticipate the risk concentrations in the bank holding companies, in-
vestment bank holding companies and thrift holding companies they supervise. Spe-
cial purpose financial intermediaries—such as structured investment vehicles
(SIVs)—played an important role in funding and aggregating the credit risks that
are at the core of the current crisis. These intermediaries were formed outside the
banking organizations so banks could recognize asset sales and take the assets off
the balance sheet, or remotely originate assets to keep off the balance sheet and
thereby avoid minimum regulatory capital and leverage ratio constraints. Because
they were not on the bank’s balance sheet and to the extent that they were man-
aged outside of the bank by the parent holding company, SIVs escaped scrutiny
from the bank regulatory agencies.

With hindsight, all of the regulatory agencies will focus and find ways to better
exercise their regulatory powers. Even though the entities and authorities that have
been proposed for a systemic regulator largely existed, the regulatory community
did not appreciate the magnitude and scope of the potential risks that were building
in the system. Having a systemic risk regulator that would look more broadly at
issues on a macro-prudential basis would be of incremental benefit, but the success
of any effort at reform will ultimately rely on the willingness of regulators to use
their authorities more effectively and aggressively.

The lack of regulatory foresight was not specific to the United States. As a recent
report on financial supervision in the European Union noted, financial supervisors
frequently did not have, and in some cases did not insist on obtaining—or received
too late—all of the relevant information on the global magnitude of the excess
leveraging that was accumulating in the financial system.! Further, they did not
fully understand or evaluate the size of the risks, or share their information prop-
erly with their counterparts in other countries. The report concluded that insuffi-
cient supervisory and regulatory resources combined with an inadequate mix of
skills as well as different systems of national supervision made the situation worse.
In interpreting this report, it is important to recall that virtually every European
central bank is required to assess and report economic and financial system condi-
tions and anticipate emerging financial-sector risks.

With these examples in mind, we should recognize that while establishing a sys-
temic risk regulator is important, it is far from clear that it will prevent a future
systemic crisis.

Limiting Risk by Limiting Size and Complexity

Before considering the various proposals to create a systemic risk regulator, Con-
gress should examine a more fundamental question of whether there should be limi-
tations on the size and complexity of institutions whose failure would be system-
ically significant. Over the past two decades, a number of arguments have been ad-
vanced about why financial organizations should be allowed to become larger and
more complex. These reasons include being able to take advantage of economies of
scale and scope, diversifying risk across a broad range of markets and products, and
gaining access to global capital markets. It was alleged that the increased size and
complexity of these organizations could be effectively managed using new innova-
tions in quantitative risk management techniques. Not only did institutions claim
that they could manage these new risks, they also argued that often the combina-
tion of diversification and advanced risk management practices would allow them
to operate with markedly lower capital buffers than were necessary in smaller, less-
sophisticated institutions. Indeed many of these concepts were inherent in the Basel

1European Union, Report of the High-level Group on Financial Supervision in the EU, J. de
Larosiere, Chairman, Brussels, 25 February 2009.
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IT Advanced Approaches, resulting in reduced capital requirements. In hindsight, it
is now clear that the international regulatory community relied too heavily on diver-
sification and risk management when setting minimum regulatory capital require-
ments for large complex financial institutions.

Notwithstanding expectations and industry projections for gains in financial effi-
ciencies, economies of scale seem to be reached at levels far below the size of today’s
largest financial institutions. Also, efforts designed to realize economies of scope
have not lived up to their promise. In some instances, the complex institutional com-
binations permitted by the Gramm-Leach-Bliley (GLB) legislation were unwound be-
cause they failed to realize anticipated economies of scope. The latest studies of
economies produced by increased scale and scope find that most banks could im-
prove their cost efficiency more by concentrating their efforts on reducing oper-
ational inefficiencies.

There also are limits to the ability to diversify risk using securitization, struc-
tured finance and derivatives. No one disputes that there are benefits to diversifica-
tion for smaller and less-complex institutions, but as institutions become larger and
more complex, the ability to diversify risk is diminished. When a financial system
includes a small number of very large complex organizations, the system cannot be
well-diversified. As institutions grow in size and importance, they not only take on
a risk profile that mirrors the risk of the market and general economic conditions,
but they also concentrate risk as they become the only important counterparties to
many transactions that facilitate financial intermediation in the economy. The fal-
lacy of the diversification argument becomes apparent in the midst of financial crisis
when these large complex financial organizations—because they are so inter-
connected—reveal themselves as a source of risk in the system.

Managing the Transition to a Safer System

If large complex organizations concentrate risk and do not provide market effi-
ciencies, it may be better to address systemic risk by creating incentives to encour-
age a financial industry structure that is characterized by smaller and therefore less
systemically important financial firms, for instance, by imposing increasing financial
obligations that mirror the heightened risk posed by large entities.

Identifying Systemically Important Firms

To be able to implement and target the desired changes, it becomes important to
identify characteristics of a systemically important firm. A recent report by the
Group of Thirty highlights the difficulties that are associated with a fixed common
definition of what comprises a systemically important firm. What constitutes sys-
temic importance is likely to vary across national boundaries and change over time.
Generally, it would include any firm that constitutes a significant share of their
market or the broader financial system. Ultimately, identification of what is sys-
temic will have to be decided within the structure created for systemic risk regula-
tion, but at a minimum, should rely on triggers based on size and counterparty con-
centrations.

Increasing Financial Obligations To Reflect Increasing Risk

To date, many large financial firms have been given access to vast amounts of
public funds. Obviously, changes are needed to prevent this situation from reoccur-
ring and to ensure that firms are not rewarded for becoming, in essence, too big to
fail. Rather, they should be required to offset the potential costs to society.

In contrast to the capital standards implied in the Basel II Accord, systemically
important firms should face additional capital charges based on both size and com-
plexity. In addition, they should be subject to higher Prompt Corrective Action
(PCA) limits under U.S. laws. Regulators should judge the capital adequacy of these
firms, taking into account off-balance-sheet assets and conduits as if these risks
were on balance sheet.

Next Steps

Currently, not all parts of the financial system are subject to federal regulation.
Insurance company regulation is conducted at the state level. There is, therefore,
no federal regulatory authority specifically designed to provide comprehensive pru-
dential supervision for large insurance companies. Hedge funds and private equity
firms are typically designed to operate outside the regulatory structures that would
otherwise constrain their leverage and activities. This is of concern not only for the
safety and soundness of these unregulated firms, but for regulated firms as well.
Some of banking organizations’ riskier strategies, such as the creation of SIVs, may
have been driven by a desire to replicate the financial leverage available to less reg-
ulated entities. Some of these firms by virtue of their gross balance sheet size or
by their dominance in particular markets can pose systemic risks on their own ac-
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cord. Many others are major participants in markets and business activities that
may contribute to a systemic collapse. This loophole in the regulatory net cannot
continue. It is important that all systemically important financial firms, including
hedge funds, insurance companies, investment banks, or bank or thrift holding com-
panies, be subject to prudential supervision, including across the board constraints
on the use of financial leverage.

New Resolution Procedures

There is clearly a need for a special resolution regime, outside the bankruptcy
process, for financial firms that pose a systemic risk, just as there is for commercial
banks and thrifts. As noted above, beyond the necessity of capital regulation and
prudential supervision, having a mechanism for the orderly resolution of institutions
that pose a systemic risk to the financial system is critical. Creating a resolution
regime that could apply to any financial institution that becomes a source of sys-
temic risk should be an urgent priority.

The differences in outcomes from the handling of Bear Stearns and Lehman
Brothers demonstrate that authorities have no real alternative but to avoid the
bankruptcy process. When the public interest is at stake, as in the case of system-
ically important entities, the resolution process should support an orderly
unwinding of the institution in a way that protects the broader economic and tax-
payer interests, not just private financial interests.

In creating a new resolution regime, we must clearly define roles and responsibil-
ities and guard against creating new conflicts of interest. In the case of banks, Con-
gress gave the FDIC backup supervisory authority and the power to self-appoint as
receiver, recognizing there might be conflicts between a primary regulators’ pruden-
tial responsibilities and its willingness to recognize when an institution it supervises
needs to be closed. Thus, the new resolution authority should be independent of the
new systemic risk regulator.

This new authority should also be designed to limit subsidies to private investors
(moral hazard). If financial assistance outside of the resolution process is granted
to systemically important firms, the process should be open, transparent and subject
to a system of checks and balances that are similar to the systemic-risk exception
to the least-cost test that applies to insured financial institutions. No single govern-
ment entity should be able to unilaterally trigger a resolution strategy outside the
defined parameters of the established resolution process.

Clear guidelines for this process are needed and must be adhered to in order to
gain investor confidence and protect public and private interests. First, there should
be a clearly defined priority structure for settling claims, depending on the type of
firm. Any resolution should be subject to a cost test to minimize any public loss and
impose losses according to the established claims priority. Second, it must allow con-
tinuation of any systemically significant operations. The rules that govern the proc-
ess, and set priorities for the imposition of losses on shareholders and creditors
should be clearly articulated and closely adhered to so that the markets can under-
stand the resolution process with predicable outcomes.

The FDIC’s authority to act as receiver and to set up a bridge bank to maintain
key functions and sell assets offers a good model. A temporary bridge bank allows
the government to prevent a disorderly collapse by preserving systemically signifi-
cant functions. It enables losses to be imposed on market players who should appro-
priately bear the risk. It also creates the possibility of multiple bidders for the bank
and its assets, which can reduce losses to the receivership.

The FDIC has the authority to terminate contracts upon an insured depository
institution’s failure, including contracts with senior management whose services are
no longer required. Through its repudiation powers, as well as enforcement powers,
termination of such management contracts can often be accomplished at little cost
to the FDIC. Moreover, when the FDIC establishes a bridge institution, it is able
to contract with individuals to serve in senior management positions at the bridge
institution subject to the oversight of the FDIC. The new resolution authority should
be granted similar statutory authority in the resolution of financial institutions.

Congress should recognize that creating a new separate authority to administer
systemic resolutions may not be economic or efficient. It is unlikely that the sepa-
rate resolution authority would be used frequently enough to justify maintaining an
expert and motivated workforce as there could be decades between systemic events.
While many details of a special resolution authority for systemically important fi-
nancial firms would have to be worked out, a new systemic resolution regime should
be funded by fees or assessments charged to systemically important firms. In addi-
tion, consistent with the FDIC’s powers with regard to insured institutions, the res-
olution authority should have backup supervisory authority over those firms which
it may have to resolve.
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Consumer Protection

There can no longer be any doubt about the link between protecting consumers
from abusive products and practices and the safety and soundness of the financial
system. Products and practices that strip individual and family wealth undermine
the foundation of the economy. As the current crisis demonstrates, increasingly com-
plex financial products combined with frequently opaque marketing and disclosure
practices result in problems not just for consumers, but for institutions and inves-
tors as well.

To protect consumers from potentially harmful financial products, a case has been
made for a new independent financial product safety commission. Certainly, more
must be done to protect consumers. We could support the establishment of a new
entity to establish consistent consumer protection standards for banks and
nonbanks. However, we believe that such a body should include the perspective of
bank regulators as well as nonbank enforcement officials such as the FTC. However,
as Congress considers the options, we recommend that any new plan ensure that
consumer protection activities are aligned and integrated with other bank super-
visory information, resources, and expertise, and that enforcement of consumer pro-
tection rules for banks be left to bank regulators.

The current bank regulation and supervision structure allows the banking agen-
cies to take a comprehensive view of financial institutions from both a consumer
protection and safety-and-soundness perspective. Banking agencies’ assessments of
risks to consumers are closely linked with and informed by a broader understanding
of other risks in financial institutions. Conversely, assessments of other risks, in-
cluding safety and soundness, benefit from knowledge of basic principles, trends,
and emerging issues related to consumer protection. Separating consumer protection
regulation and supervision into different organizations would reduce information
that is necessary for both entities to effectively perform their functions. Separating
consumer protection from safety and soundness would result in similar problems.

Our experience suggests that the development of policy must be closely coordi-
nated and reflect a broad understanding of institutions’ management, operations,
policies, and practices—and the bank supervisory process as a whole. Placing con-
sumer protection policy-setting activities in a separate organization, apart from ex-
isting expertise and examination infrastructure, could ultimately result in less effec-
tive protections for consumers.

One of the fundamental principles of the FDIC’s mission is to serve as an inde-
pendent agency focused on maintaining consumer confidence in the banking system.
The FDIC plays a unique role as deposit insurer, federal supervisor of state non-
member banks and savings institutions, and receiver for failed depository institu-
tions. These functions contribute to the overall stability of and consumer confidence
in the banking industry. With this mission in mind, if given additional rulemaking
authority, the FDIC is prepared to take on an expanded role in providing consumers
with stronger protections that address products posing unacceptable risks to con-
sumers and eliminate gaps in oversight.

Under the Federal Trade Commission (FTC) Act, only the Federal Reserve Board
(FRB) has authority to issue regulations applicable to banks regarding unfair or de-
ceptive acts or practices, and the Office of Thrift Supervision (OTS) and the Na-
tional Credit Union Administration (NCUA) have sole authority with regard to the
institutions they supervise. The FTC has authority to issue regulations that define
and ban unfair or deceptive acts or practices with respect to entities other than
banks, savings and loan institutions, and federal credit unions. However, the FTC
Act does not give the FDIC authority to write rules that apply to the approximately
5,000 entities it supervises—the bulk of state banks—nor to the OCC for their 1,700
national banks. Section 5 of the FTC Act prohibits “unfair or deceptive acts or prac-
tices in or affecting commerce.” It applies to all persons engaged in commerce,
whether banks or nonbanks, including mortgage lenders and credit card issuers.
While the “deceptive” and “unfair” standards are independent of one another, the
prohibition against these practices applies to all types of consumer lending, includ-
ing mortgages and credit cards, and to every stage and activity, including product
development, marketing, servicing, collections, and the termination of the customer
relationship.

In order to further strengthen the use of the FTC Act’s rulemaking provisions, the
FDIC has recommended that Congress consider granting Section 5 rulemaking au-
thority to all federal banking regulators. By limiting FTC rulemaking authority to
the FRB, OTS and NCUA, current law excludes participation by the primary federal
supervisors of about 7,000 banks. The FDIC’s perspective—as deposit insurer and
as supervisor for the largest number of banks, many of whom are small community
banks—would provide valuable input and expertise to the rulemaking process. The
same is true for the OCC, as supervisor of some of the nation’s largest banks. As



62

a practical matter, these rulemakings would be done on an interagency basis and
would benefit from the input of all interested parties.

In the alternative, if Congress is inclined to establish an independent financial
product commission, it should leverage the current regulatory authorities that have
the resources, experience, and legislative power to enforce regulations related to in-
stitutions under their supervision, so it would not be necessary to create an entirely
new enforcement infrastructure. In fact, in creating a financial products safety com-
mission, it would be beneficial to include the FDIC and principals from other finan-
cial regulatory agencies on the commission’s board. Such a commission should be
required to submit periodic reports to Congress on the effectiveness of the consumer
protection activities of the commission and the bank regulators.

Whether or not Congress creates a new commission, it is essential that there be
uniform standards for financial products whether they are offered by banks or
nonbanks. These standards must apply across all jurisdictions and issuers, other-
wise gaps create competitive pressures to reduce standards, as we saw with mort-
gage lending standards. Clear standards also permit consistent enforcement that
protects consumers and the broader financial system.

Finally, in the on-going process to improve consumer protections, it is time to ex-
amine curtailing federal preemption of state consumer protection laws. Federal pre-
emption of state laws was seen as a way to improve efficiencies for financial firms
who argued that it lowered costs for consumers. While that may have been true in
the short run, it has now become clear that abrogating sound state laws, particu-
larly regarding consumer protection, created an opportunity for regulatory arbitrage
that frankly resulted in a “race-to-the-bottom” mentality. Creating a “floor” for con-
sumer protection, based on either appropriate state or federal law, rather than the
current system that establishes a ceiling on protections would significantly improve
consumer protection. Perhaps reviewing the existing web of state and federal laws
related to consumer protections and choosing the most appropriate for the “floor”
could be one of the initial priorities for a financial products safety commission.

Changing the OTC Market and Protecting of Money Market Mutual Funds

Two areas that require legislative changes to reduce systemic risk are the OTC
derivatives market and the money market mutual fund industry.

Credit Derivatives Markets and Systemic Risk

Beyond issues of size and resolution schemes for systemically important institu-
tions, recent events highlight the need to revisit the regulation and oversight of
credit derivative markets. Credit derivatives provide investors with instruments and
markets that can be used to create tremendous leverage and risk concentration
without any means for monitoring the trail of exposure created by these instru-
ments. An individual firm or a security from a sub-prime, asset-backed or other
mortgage-backed pool of loans may have only $50 million in outstanding par value
and yet, the over-the-counter markets for credit default swaps (CDS) may create
hundreds of millions of dollars in individual CDS contracts that reference that same
debt. At the same time, this debt may be referenced in CDS Index contracts that
are created by OTC dealers which creates additional exposure. If the referenced firm
or security defaults, its bond holders will likely lose some fraction of the $50 million
par value, but CDS holders face losses that are many times that amount.

Events have shown that the CDS markets are a source of systemic risk. The mar-
ket for CDS was originally set up as an inter-bank market to exchange credit risk
without selling the underlying loans, but it has since expanded massively to include
hedge funds, insurance companies, municipalities, public pension funds and other
financial institutions. The CDS market has expanded to include OTC index products
that are so actively traded that they spawned a Chicago Board of Trade futures
market contract. CDS markets are an important tool for hedging credit risk, but
they also create leverage and can multiply underlying credit risk losses. Because
there are relatively few CDS dealers, absent adequate risk management practices
and safeguards, CDS markets can also create counterparty risk concentrations that
are opaque to regulators and financial institutions.

Our views on the need for regulatory reform of the CDS and related OTC deriva-
tives markets are aligned with the recommendations made in the recent framework
proposed by the Group of Thirty. OTC contracts should be encouraged to migrate
to trade on a nationally regulated exchange with centralized clearing and settlement
systems, similar in character to those of the futures and equity option exchange
markets. The regulation of the contracts that remain OTC-traded should be subject
to supervision by a national regulator with jurisdiction to promulgate rules and
standards regarding sound risk management practices, including those needed to
manage counterparty credit risk and collateral requirements, uniform close-out
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practices, trade confirmation and reporting standards, and other regulatory and
public reporting standards that will need to be established to improve market trans-
parency. For example, OTC dealers may be required to report selected trade infor-
mation in a Trade Reporting and Compliance Engine (TRACE)-style system, which
would be made publicly available. OTC dealers and exchanges should also be re-
quired to report information on large exposures and risk concentrations to a regu-
latory authority. This could be modeled in much the same way as futures exchanges
regularly report qualifying exposures to the Commodities Futures Trading Commis-
sion. The reporting system would need to provide information on concentrations in
both short and long positions.

Money Market Mutual Funds

Money market mutual funds (MMMF's) have been shown to be a source of sys-
temic risk in this crisis. Two similar models of reform have been suggested. One
would place MMMF's under systemic risk regulation, which would provide perma-
nent access to the discount window and establish a fee-based insurance fund to pre-
vent losses to investors. The other approach, offered by the Group of 30, would seg-
ment the industry into MMMF's that offer bank-like services and assurances in
maintaining a stable net asset value (NAV) at par from MMMFs that that have no
explicit or implicit assurances that investors can withdraw funds on demand at par.
Those that operate like banks would be required to reorganize as special-purpose
banks, coming under all bank regulations and depositor-like protections. But, this
last approach will only be viable if there are restrictions on the size of at-risk
MMMFs so that they do not evolve into too-big-to-fail institutions.

Regulatory Issues

Several issues can be addressed through the regulatory process including, the
originate-to-distribute business model, executive compensation in banks, fair-value
accounting, credit rating agency reform and counter-cyclical capital policies.

The Originate-To-Distribute Business Model

One of the most important factors driving this financial crisis has been the decline
in value, liquidity and underlying collateral performance of a wide swath of pre-
viously highly rated asset backed securities. In 2008, over 221,000 rated tranches
of private-label asset-backed securitizations were downgraded. This has resulted in
a widespread loss of confidence in agency credit ratings for securitized assets, and
bank and investor write-downs on their holdings of these assets.

Many of these previously highly rated securities were never traded in secondary
markets, and were subject to little or no public disclosure about the characteristics
and ongoing performance of underlying collateral. Financial incentives for short-
term revenue recognition appear to have driven the creation of large volumes of
highly rated securitization product, with insufficient attention to due diligence, and
insufficient recognition of the risks being transferred to investors. Moreover, some
aspects of our regulatory framework may have encouraged banks and other institu-
tional investors in the belief that a highly rated security is, per se, of minimal risk.

Today, in a variety of policy-making groups around the world, there is consider-
ation of ways to correct the incentives that led to the failure of the originate-to-dis-
tribute model. One area of focus relates to disclosure. For example, rated
securitization tranches could be subject to a requirement for disclosure, in a readily
accessible format on the ratings-agency Web sites, of detailed loan-level characteris-
tics and regular performance reports. Over the long term, liquidity and confidence
might be improved if secondary market prices and volumes of asset backed securi-
ties were reported on some type of system analogous to the Financial Industry Reg-
ulatory Authority’s Trade Reporting and Compliance Engine that now captures such
data on corporate bonds.

Again over the longer term, a more sustainable originate-to-distribute model
might result if originators were required to retain “skin-in-the-game” by holding
some form of explicit exposure to the assets sold. This idea has been endorsed by
the Group of 30 and is being actively explored by the European Commission. Some
in the United States have noted that there are implementation challenges of this
idea, such as whether we can or should prevent issuers from hedging their exposure
to their retained interests. Acknowledging these issues and correcting the problems
in the originate-to-distribute model is very important, and some form of “skin-in-the-
game” requirement that goes beyond the past practices of the industry should con-
tinue to be explored.

Executive Compensation In Banks

An important area for reform includes the broad area of correcting or offsetting
financial incentives for short-term revenue recognition. There has been much discus-
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sion of how to ensure financial firms’ compensation systems do not excessively re-
ward a short-term focus at the expense of longer term risks. I would note that in
the Federal Deposit Insurance Act, Congress gave the banking agencies the explicit
authority to define and regulate safe-and-sound compensation practices for insured
banks and thrifts. Such regulation would be a potentially powerful tool but one that
should be used judiciously to avoid unintended consequences.

Fair-Value Accounting

Another broad area where inappropriate financial incentives may need to be ad-
dressed is in regard to the recognition of potentially volatile noncash income or ex-
pense items. For example, many problematic exposures may have been driven in
part by the ability to recognize mark-to-model gains on OTC derivatives or other
illiquid financial instruments. To the extent such incentives drove some institutions
to hold concentrations of illiquid and volatile exposures, they should be a concern
for the safety-and-soundness of individual institutions. Moreover, such practices can
make the system as a whole more subject to boom and bust. Regulators should con-
sider taking steps to limit such practices in the future, perhaps by explicit quan-
titative limits on the extent such gains could be included in regulatory capital or
by incrementally higher regulatory capital requirements when exposures exceed
specified concentration limits.

For the immediate present, we are faced with a situation where an institution
confronted with even a single dollar of credit loss on its available-for-sale and held-
to-maturity securities, must write down the security to fair value, which includes
not only recognizing the credit loss, but also the liquidity discount. We have ex-
pressed our support for the idea that FASB should consider allowing institutions
facing an other-than-temporary impairment (OTTI) loss to recognize the credit loss
in earnings but not the liquidity discount. We are pleased that the Financial Ac-
gounting Standards Board this week has issued a proposal that would move in this

irection.

Credit Rating Agency Reform

The FDIC generally agrees with the Group of 30 recommendation that regulatory
policies with regard to Nationally Recognized Securities Rating Organizations
(NRSROs) and the use their ratings should be reformed. Regulated entities should
do an independent evaluation of credit risk products in which they are investing.
NRSROs should evaluate the risk of potential losses from the full range of potential
risk factors, including liquidity and price volatility. Regulators should examine the
incentives imbedded in the current business models of NRSROs. For example, an
important strand of work within the Basel Committee on Banking Supervision that
I have supported for some time relates to the creation of operational standards for
the use of ratings-based capital requirements. We need to be sure that in the future,
our capital requirements do not incent banks to rely blindly on favorable agency
credit ratings. Preconditions for the use of ratings-based capital requirements
should ensure investors and regulators have ready access to the loan level data un-
gerlyigg the securities, and that an appropriate level of due diligence has been per-
ormed.

Counter-Cyclical Capital Policies

At present, regulatory capital standards do not explicitly consider the stage of the
economic cycle in which financial institutions are operating. As institutions seek to
improve returns on equity, there is often an incentive to reduce capital and increase
leverage when economic conditions are favorable and earnings are strong. However,
when a downturn inevitably occurs and losses arising from credit and market risk
exposures increase, these institutions’ capital ratios may fall to levels that no longer
appropriately support their risk profiles.

Therefore, it is important for regulators to institute counter-cyclical capital poli-
cies. For example, financial institutions could be required to limit dividends in prof-
itable times to build capital above regulatory minimums or build some type of regu-
latory capital buffer to cover estimated through-the-cycle credit losses in excess of
those reflected in their loan loss allowances under current accounting standards.
Through the Basel Committee on Banking Supervision, we are working to strength-
en capital to raise its resilience to future episodes of economic and financial stress.
Furthermore, we strongly encourage the accounting standard-setters to revise the
existing accounting model for loan losses to better reflect the economics of lending
activity and enable lenders to recognize credit impairment earlier in the credit cycle.

Conclusion

The current financial crisis demonstrates the need for changes in the supervision
and resolution of financial institutions, especially those that are systemically impor-



65

tant to the financial system. The choices facing Congress in this task are complex,
made more so by the fact that we are trying to address problems while the whirl-
wind of economic problems continues to engulf us. While the need for some reforms
is obvious, such as a legal framework for resolving systemically important institu-
tions, others are less clear and we would encourage a thoughtful, deliberative ap-
proach. The FDIC stands ready to work with Congress to ensure that the appro-
priate steps are taken to strengthen our supervision and regulation of all financial
institutions—especially those that pose a systemic risk to the financial system.
I would be pleased to answer any questions from the Committee.

PREPARED STATEMENT OF MICHAEL E. FRYZEL
CHAIRMAN,
NATIONAL CREDIT UNION ADMINISTRATION

MARCH 19, 2009

Introduction

As Chairman of the National Credit Union Administration (NCUA), I appreciate
this opportunity to provide my position on “Modernizing Bank Supervision and Reg-
ulation.” Federally insured credit unions comprise a small but important part of the
financial institution community, and NCUA’s perspective on this matter will add to
the overall understanding of the needs of the credit union industry and the mem-
bers they serve. !

As NCUA Chairman, I agree with the need for establishing a regulatory oversight
entity (systemic risk regulator) whose responsibilities would include monitoring the
financial institution regulators and issuing principles-based regulations and guid-
ance. I envision this entity would be responsible for establishing general safety and
soundness guidance for federal financial regulators under its control while the indi-
vidual federal financial regulators would implement and enforce the established
guidelines in the institutions they regulate. This entity would also monitor systemic
risk across institution types. For this structure to be effective for federally insured
credit unions, the National Credit Union Share Insurance Fund (NCUSIF) must re-
main independent of the Deposit Insurance Fund to maintain the dual regulatory
and insurance roles for the NCUA that have been tested and proven to work in the
credit union industry for almost 40 years.

The NCUA’s primary mission is to ensure the safety and soundness of federally
insured credit unions. It performs this important public function by examining all
federal credit unions, participating in the examination and supervision of federally
insured state chartered credit unions in coordination with state regulators, and in-
suring federally insured credit union members’ accounts. In its statutory role as the
administrator of the NCUSIF, the NCUA insures and supervises 7,806 federally in-
sured credit unions, representing 98 percent of all credit unions and approximately
88 million members. 2

Overall, federally insured, natural person credit unions maintained reasonable fi-
nancial performance in 2008. As of December 31, 2008, federally insured credit
unions maintained a strong level of capital with an aggregate net worth ratio of
10.92 percent.3 While earnings decreased from prior levels due to the economic
downturn, federally insured credit unions were able to post a 0.30 percent return
on average assets in 2008.4 Delinquency was reported at 1.37 percent, while net
charge-offs was 0.84 percent. 5 Shares in federally insured credit unions grew at 7.71
perce(rslt with membership growing at 2.01 percent, and loans growing at 7.08 per-
cent.

Federally Insured Credit Unions Require Separate Oversight

Federally insured credit unions’ unique cooperative, not-for-profit structure and
statutory mandate of serving people of modest means necessitate a customized ap-
proach to their regulation and supervision. The NCUA should remain an inde-

112 U.S.C. §1759. Unlike other financial institutions, credit unions may only serve individ-
uals within a restricted field of membership. Other financial institutions serve customers that
generally have no membership interest.

2 Approximately 162 state-chartered credit unions are privately insured and are not subject
to NCUA oversight. Based on December 31, 2008, Call Report (NCUA Form 5300) data.

3Bbalsied on December 31, 2008, Call Report (NCUA Form 5300) data.

41bid.

5Ibid.

6 Ibid.
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pendent agency to preserve the credit union model and protect credit union mem-
bers as mandated by Congress. An agency responsible for all financial institutions
might focus on the larger financial institutions where the systemic risk predomi-
nates, potentially to the detriment of smaller federally insured credit unions. As fed-
erally insured credit unions are generally the smaller, less complex institutions in
a consolidated financial regulator arrangement, the unique character of credit
unions would quickly be lost, absorbed by the for-profit model and culture of the
banking system.

Federally insured credit unions fulfill a specialized role in the domestic market-
place; one that Congress acknowledged is important in assuring consumers have ac-
cess to basic financial services such as savings and affordable credit products. Loss
of federally insured credit unions as a type of financial institution would limit access
to these affordable financial services for persons of modest means. Federally insured
credit unions serve an important competitive check on for-profit institutions by pro-
viding low-cost products and services. Some researchers estimate the competitive
presence of credit unions save bank customers $4.3 billion annually.? Research also
shows that in many markets, credit unions provide a lower cost alternative to abu-
sive and predatory lenders. The research describes the fees, rates, and terms of the
largest United States credit card providers in comparison to credit cards issued by
credit unions with similar purchase interest rates but with fewer fees, lower fees,
lower default rates, and clearer disclosures. The details of credit union credit card
programs show credit card lending is sustainable without exorbitant penalties and
misleading terms and conditions. 8

Federally insured credit unions provide products geared to the modest consumer
at a reasonable price, such as very small loans and low-minimum balance savings
products that many banks do not offer. Credit unions enter markets that other fi-
nancial institutions have not entered or abandoned because these markets were not
profitable or there were more lucrative markets to pursue.® Loss of credit unions
would reduce service to underserved consumers and hinder outreach and financial
literacy efforts.

When comparing the size and complexity of federally insured credit unions to
banks, even the largest federally insured credit unions are small in comparison. As
shown in the graph below, small federally insured credit unions make up the major-
ity of the institutions the NCUA insures.

Percentage of Federally-Insured Credit Unicns by Count in Asset Category
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7An Estimate of the Influence of Credit Unions on Bank CD and Money Market Deposits in
the U.S.—Idaho State University, January 2005. Also, An Analysis of the Benefits of Credit
Unions to Bank Loan Customers—American University, January 2005.

8 Blindfolded Into Debt: A Comparison of Credit Card Costs and Conditions at Banks and
Credit Unions. The Woodstock Institute, July 2005.

9Increase in Bank Branches Shortchanges Lower-Income and Minority Communities: An
Analysis of Recent Growth in Chicago Area Bank Branching. The Woodstock Institute, February
2005, Number 27.
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Eighty-four percent of federally insured credit unions have less than $100 million
in assets as opposed to 38 percent of the institutions that the Federal Deposit Insur-
ance Corporation (FDIC) insures with the same asset size. 10 Total assets in the en-
tire federally insured credit union industry are less than the individual total assets
of some of the nation’s largest banks. 11

Specialized Supervision

In recognition of the importance of small federally insured credit unions to their
memberships, the NCUA established an Office of Small Credit Union Initiatives to
foster credit union development, particularly in the expansion of services provided
by small federally insured credit unions to all eligible members. Special purpose pro-
grams have helped preserve the viability of several institutions by providing access
to training, grant assistance, and mentoring. 12

The NCUA has developed expertise to effectively supervise federally insured cred-
it unions. The agency has a highly trained examination force that understands the
intricacies and nuances of federally insured credit unions and their operations.

The NCUA’s mission includes serving and maintaining a safe, secure credit union
community. In order to accomplish this, the NCUA has put in place specialized pro-
grams such as the National Examination Team to supervise federally insured credit
unions showing a higher risk to the NCUSIF, Subject Matter Examiners to address
specific areas of risk, and Economic Development Specialists to provide hands-on as-
sistance to small federally insured credit unions.

NCUA’s Tailored Guidance Approach

The systemic risk regulator would set the general safety and soundness guide-
lines, while the NCUA would monitor and enforce the specific rules for the federally
insured credit union industry. For example, the NCUA has long recognized the safe-
ty and soundness issues regarding real estate lending. Real estate lending makes
up fifty-four percent of federally insured credit unions’ lending portfolio. As a result,
the NCUA has provided federally insured credit unions detailed guidance regarding
ichiil matter. The below chart outlines the regulatory approach taken with real estate

ending.

10FDIC Quarterly Banking Profile—Fourth Quarter 2008.

11 December 31, 2008, total assets for federally insured credit unions equaled $813.44 billion,
while total assets for federally insured banks equaled $13.85 trillion. Based on December 31,
2008, Call Report (NCUA Form 5300) data and FDIC Quarterly Banking Profile—Fourth Quar-
ter 2008.

12NCUA 2007 Annual Report.
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June 1991

Letter to Credit Unions
#124

Provides guidelines for developing and
maintaining an effective real estate lending
portfolio, and addressing both interest rate
and credit risk associated with real estate
lending.

August 1995

Letter to Credit Unions
#174

Discusses potential advantages and
disadvantages to federally-insured credit
unions of risk-based lending® programs or
programs where subprime credit could be
offered. The letter also included a
whitepaper discussing the importance of
consumer compliance issues related to
risk-based lending and the federally-insured
credit unions’ obligations under the Equal
Credit Opportunity Act, Fair Housing Act,
and the Fair Credit Reporting Act.

June 1999

Letter to Credit Unions
99-CU-05

Restates that soundly managed risk-based
lending programs are a way to reach out to
all members. Explained a federally-insured
credit union's capital adequacy would be
evaluated considering the volume and type
of risk-based lending pursued and the
adequacy of the credit union’s risk
management program.

August 1999

Letter to Credit Unions
99-CU-12

Stresses the importance of proper balance
sheet risk management for real estate loan
products and formally introduced such tools
as GAP analysis, income simulation
models, Net Economic Value, and other
Asset Liability Management concepts.

September 2003

Letter to Credit Unions
03-CU-15

Reemphasizes the importance of properly
monitoring and managing an increasing
portfolio of fixed-rate mortgage products.

September 2004

Letter to Credit Unions
04-CU-13

Refocuses the industry’s attention to proper
credit risk management of lending,
including real estate lending, in the wake of
alternative lending arrangements to
increase lending opportunities. Outlines the
NCUA's underwriting expectations for
federally-insured credit union engaged in
subprime lending, noting the need to focus
on borrowers' ability to repay loans as
structured.

May 2005

Letter to Credit Unions
05-CU-07

Focuses industry attention to an increasing
concentration of Home Equity Lines of
Credit (HELOCs) and close-end home
equity loans. This guidance was issued
jointly with the other banking agencies.
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October 2005

Letter to Credit Unions
05-CU-15

Addresses the use of alternative or exotic
mortgage products to afford housing in
areas of high housing value appreciation,
as well as an apparent transition to more
liberal mortgage credit standards in
general. The NCUA developed guidance for
staff focusing on the evolution of products
in the mortgage market, the unusual
volume of originations of variable rate
mortgage preducts in a low interest rate
environment, and the market trend toward
liberalization of underwriting standards was
included as an attachment.

Qctober 2006

Letter to Credit Unions
06-CU-16

Addresses risks associated with the
growing use of mortgage products that
allow borrowers to defer payment of
principal and, sometimes, interest. While
nontraditional and subprime mortgage
lending were not major components of
federally-insured lending portfolios, the
letter cautions federally-insured credit
unions on the potential “ripple effect” to
their asset quality if some of their members
have these types of loans at other financial
institutions. Also, discusses prudent
underwriting and risk management
practices for nontraditional mortgage loans.
Issued jointly with the Federal Financial
Institutions Examination Council (FFIEC)."

April 2007

Letter to Credit Unions
07-CU-06

Encourages financial institutions to work
constructively with residential mortgage
borrowers who may be unable to meet their
contractual payment obligations. Explains
that prudent workout arrangements
consistent with safe and sound lending
practices are generally in the long-term
best interest of both the financial institution
and the borrower. Issued jointly with the
FFIEC.

July 2007

Letter to Credit Unions
07-CU-09

Addresses emerging risks and lending
practices associated with certain subprime
adjustable rate mortgage products that can
cause payment shock to consumers, While
these types of loans did not appear
prevalent in the credit union industry, the
letter again cautions federally-insured credit
unions on the potential “ripple effect” to
their asset quality. Issued jointly with the
FFIEC.
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March 2008

Letter to Credit Unions
08-CU-5

Encourages federally-insured credit unions
servicing securitized subprime adjustable
rate residential mortgages to utilize the
HOPE NOW ™' alliance’s loan modification
standards to report foreclosure prevention
efforts.

June 2008

Letter to Credit Unions
08-CU-14

Provides all federally-insured credit unions
with the final Interagency lllustrations of
Consumer Information for Hybrid
Adjustable Rate Mortgage Products,
particularly those products that offer a low
introductory “teaser” rate that could lead to
payment shock when associated interest
rates reset. Issued jointly with the FFIEC.

August 2008

Letter to Credit Unions
08-CU-19

Re-emphasizes the impartance of proper
due diligence over third-party relationships,
specifically as they relate to the use of
mortgage brokers and correspondents.

August 2008

Letter to Credit Unions
08-CU-20

Shares quidance with federally-insured
credit unions that was released to the
NCUA examiners. Guidance discusses
several of the current risks facing the credit
union industry, provides guidance for
assessing mortgage portfolio risk
management, and recommends best
practices for conducting risk focused
supervision and monitoring.

December 2008

Letter to Credit Unions
08-CU-25

Provides guidance related to holding
foreclosed properties as Foreclosed and
Repossessed Assets and encourages
federally-insured credit unions to work
constructively with residential mortgage
borrowers who may be unable to meet their
contractual payment obligations.

14 Risk-based lending involves setting a tiered pricing structure that assigns loan rates based upon
an individual's credit rigk. A tiered pricing structure enables federally-insured credit unions to make
more loans to disadvantaged, lower income, or credit-challenged individuals.

14 The FFIEC includes the Board of Governors of the Federal Reserve (FRB), the Federal Deposit
Insurance Corporation (FDIC), the NCUA, the Office of the Comptroller of the Currency (OCC), the
Office of Thrift Supervision (0TS), and the State Liaison Committee (SLC).

15 HOPE NOW is an alliance between I
direction of the Department of Treasury and the Department of Housing and Urban Affairs in 2007,
which serves to maximize outreach efforts to homeowners in distress to help them stay in their

homes.

s, servicers, i , and others formed under the
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As demonstrated by the guidance issued, the NCUA proactively addresses issues
with the industry as they evolve and as they specifically apply to federally insured
credit unions. Due to federally insured credit unions’ unique characteristics, the
NCUA should be maintained as a separate regulator under an overseeing entity to
ensure the vital sector of federally insured credit unions is not “lost in the shuffle”
of the financial institution industry as a whole.

Maintain Separate Insurance Fund

Funds from federally insured credit unions have established the NCUSIF. The re-
quired deposit is calculated at least annually at one percent of each federally in-
sured credit union’s insured shares. The fund is commensurate with federally in-
sured credit unions’ equity interests and the risk level in the industry. The small
institutions that make up the vast majority of federally insured credit unions should
not be required to pay for the risk taken on by the large conglomerates. The NCUA
has a successful record of regulating federal credit union charters and also serving
as insurer for all federally insured credit unions. This structure has stood the test
of time, encompassing various adverse economic cycles. The NCUA is the only regu-
lator with this 100 percent dual regulator/insurer role. The overall reporting to a
single regulatory body creates a level of efficiency for federally chartered credit
unions in managing the regulatory relationship. This unique role has allowed the
NCUA to develop economies of scale as a federal agency.

The July 1991 Government Accountability Office (GAO) report to Congress consid-
ered whether NCUA’s insurance function should be separated from the other func-
tions of chartering, regulating, and supervising credit unions. The GAO concluded
“[sleparation of NCUSIF from NCUA’s chartering, regulation, and supervision re-
sponsibilities would not, on the basis of their analyses, by itself guarantee either
strong supervision or insurance fund health. And such a move could result in addi-
tional and duplicative oversight costs. In addition, it could be argued that a regu-
lator/supervisor without insurance responsibility has less incentive to concern itself
with the insurance costs, should an institution fail.” 16

The 1997 Treasury study reached conclusions similar to the GAO report. The
Treasury study discussed the unique capitalization structure of the NCUSIF and
how it fits the cooperative nature of federally insured credit unions and offered the
following: 17

We found no compelling case for removing the Share Insurance Fund from
the NCUA’s oversight and transferring it to another federal agency such as
the FDIC. The NCUA maintains some level of separation between its insur-
ance activities and its other responsibilities by separating the operating
costs of the Fund from its noninsurance expenses. 18

Under the current structure, the NCUA can use supervision to control risks
taken by credit unions—providing an additional measure of protection for
the Fund. We also believe that separating the Fund from the NCUA could:
(1) reduce the regulator’s incentives to concern itself with insurance costs,
should an institution fail; (2) create possible confusion over the roles and
responsibilities of the insurer and of the regulator; and (3) place the insurer
in the situation of safeguarding the insurance fund without having control
over the risks taken by the insured entities. 19

The financing structure of the Share Insurance Fund fits the cooperative
character of credit unions. Because credit unions must expense any losses
to the Share Insurance Fund, they have an incentive to monitor each other
and the Fund. This financing structure makes transparent the financial
support that healthier credit unions give to the members of failing credit
unions. Credit unions understand this aspect of the Fund and embrace it
as a reflection of their cooperative character. 20

The unique dual regulatory role in which the NCUA operates has proven success-
ful in the credit union industry. At no time under this structure has the credit union
system cost the American taxpayers any money.

Federally Insured Credit Unions Demonstrate Unique Characteristics

Federally insured credit unions are unique financial institutions that exist to
serve the needs of their members. The statutory and regulatory frameworks in

16 GAO, July 1991 Study.

17 Treasury, December 1997 Study of Credit Unions.

18 Treasury, December 1997 Study of Credit Unions, page 52.
19 Ibid, page 52.

20 Jbid, page 58.
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which federally insured credit unions operate reflect their uniqueness and are sig-
nificantly different from that of other financial institutions. Comments that follow
in this section provide specific examples for federal credit unions. However, most of
the examples also apply to federally insured state chartered credit unions because
of their similar organization as institutions designed to promote thrift. 21

One Member One Vote

The federal credit union charter is the only federal financial charter in the United
States that gives every member an equal voice in how their institution is operated
regardless of the amount of shares on deposit with its “one member, one vote” coop-
erative structure.2?2 This option allows federal credit unions to be democratically
governed. The federal credit union charter provides an important pro-consumer al-
ternative in the financial services industry.

Field of Membership

Federal credit unions are not-for-profit, member-owned cooperatives that exist to
provide their members with the best possible rates and service. A federal credit
union is chartered to serve a field of membership that shares a common bond such
as the employees of a company, members of an association, or a local community.
Therefore, federal credit unions may not serve the general public like other financial
institutions and the federal credit unions’ activities are largely limited to domestic
activities, which has minimized the impact of globalization in the federal credit
union industry. Due to this defined and limited field of membership, federal credit
unions have less ability to grow into large institutions as demonstrated by 84 per-
cent of federally insured credit unions having less than $100 million in assets. 23

Volunteer Board of Directors

Federal credit unions are managed largely on a volunteer basis. The board of di-
rectors for each federal credit union consists of a volunteer board of directors elected
by, and from the membership. 24 By statute, no member of the board may be com-
pensated as such; however, a federal credit union may compensate one individual
who serves as an officer of the board. 25

Consumer Protection

The Federal Credit Union Act requires federal credit union boards of directors to
appoint not less than three members or more than five members to serve as mem-
bers of the supervisory committee.26 The purpose of the supervisory committee is
to ensure independent oversight of the board of directors and management and to
advocate the best interests of the members. The supervisory committee either per-
forms or contracts with a third-party to perform an annual audit of the federal cred-
it union’s books and records.27 The supervisory committee also plays an important
role as the member advocate.

As the member advocate, the supervisory committee is charged with reviewing
member complaints. 28 Complaints cover a broad spectrum of areas, including an-
nual meeting procedures, dividend rates and terms, and credit union services. Re-
gardless of the nature of the complaint, NCUA requires supervisory committees to
conduct a full and complete investigation. When addressing member complaints, su-
pervisory committees will determine the appropriate course of action after thor-
oughly reviewing the unique circumstances surrounding each complaint. 29

This committee and function of member advocacy are unique to federal credit
unions. No member of the supervisory committee can be compensated. 30

Regulatory Limitations

While there have been significant changes in the financial services environment
since 1934 when the Federal Credit Union Act was implemented, federal credit
unions have only had modest gains in the breadth of services offered relative to the
broad authorities and services of other financial institutions. By virtue of their ena-
bling legislation along with regulations established by the NCUA, federal credit

2112 U.S.C. §1781(c)(1)(E).
2212 U.S.C. §1760.
23 Based on December 31, 2008, Call Report (NCUA Form 5300) data.

2412 U.S.C. §1761(a).

2512 U.S.C. §1761(c).

2612 U.S.C. §1761b.

2712 U.S.C. §1761d.

28 As noted in the preamble of final rule incorporating the standard federal credit union by-
laws into NCUA Rules and Regulations Part 701.

29 Supervisory Committee Guide, Chapter 4, Publication 4017/8023 Revised December 1999.

3012 U.S.C. §1761.
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unions are more restricted in their operation than other financial institutions. A dis-
cussion of some of these limitations follows.

Investment Limitations

Federal credit unions have relatively few permissible investment options. Invest-
ments are largely limited to United States debt obligations, federal government
agency instruments, and insured deposits. 31 Federal credit unions cannot invest in
a diverse range of higher yielding products, including commercial paper and cor-
porate debt securities. Also, federal credit unions have limited authority for broker-
dealer relationships. 32 These limitations have helped credit unions weather the cur-
rent economic downturn.

Affiliation Limitations

Federal credit unions are much more limited than other financial institutions in
the types of businesses in which they engage and in the kinds of affiliates with
which they deal. Federal credit unions cannot invest in the shares of an insurance
company or control another financial depository institution. Also, they cannot be
part of a financial services holding company and become affiliates of other deposi-
tory institutions or insurance companies. Federal credit unions are limited to only
the powers established in the Federal Credit Union Act. 33

Capital Limitations

Unlike other financial institutions, federal credit unions cannot issue stock to
raise additional capital. 34 Also, federal credit unions have borrowing authority lim-
ited to 50 percent of paid-in and unimpaired capital and surplus. 35

A federal credit union can only build net worth through its retained earnings, un-
less it is a low-income designated credit union that can accept secondary capital con-
tributions. 36 Federally insured credit unions must also hold 200 basis points more
in capital than other federally insured financial institutions in order to be consid-
ered “well-capitalized” under federal “Prompt Corrective Action” laws. 37 In addition,
federal credit unions must transfer their earnings to net worth and loss reserve ac-
counts or distribute it to their membership through dividends, relatively lower loan
rates, or relatively lower fees.

Lending Limitations

Federal credit unions are not permitted to charge a prepayment penalty in any
type of loan whether consumer or business.38 With the exception of certain con-
sumer mortgage loans, federal credit unions cannot make loans with a maturity
greater than 15 years. 39 Also, federal credit unions are subject to a federal statutory
usury, currently set at 18 percent, which is unique among federally chartered finan-
cial institutions and far more restrictive than state usury laws. 40

While federal credit unions have freedom in making consumer and mortgage loans
to members, except with regard to limits to one borrower and loan-to-value restric-
tions, they are severely restricted in the kind and amount of member business loans
they can underwrite. Some member business lending limits include restrictions on
the total amount of loans, loan to value requirements, construction loan limits, and
maturity limits. 41

Access to Credit

Despite regulatory constraints, federally insured credit unions continue to follow
their mission of providing credit to persons of modest means. Amid the tightening
credit situation facing the nation, federally insured credit unions have continued to
fulfill their members’ borrowing needs. While other types of lenders severely cur-
tailed credit, federally insured credit unions experienced a 7.08 percent loan growth
in 2008.

Credit unions remain fundamentally different from other forms of financial insti-
tutions based on their member-owned, democratically operated, not-for-profit cooper-

31NCUA Rules and Regulations Part 703.
32NCUA Rules and Regulations Part 703.

3312 U.S.C. §1757.

3412 U.S.C. §1790d(b)(1)(B)().

3512 U.S.C. §1757(9).

3612 U.S.C. §1790d(0)(2)(B).

3712 U.S.C. §1790d.

3812 U.S.C. §1757(5)(viii).

3912 U.S.C. §1757(5).

4012 U.S.C. §1757(5)(A)(vi).

4112 U.S.C. §1757a and NCUA Rules and Regulations Part 723.
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ative structure. Loss of credit unions as a type of financial institution would se-
verely limit the access to financial services for many Americans.

Regulatory Framework Recommendation

I agree with the need for establishing a regulatory oversight entity to help miti-
gate risk to our nation’s financial system. It is my recommendation that Congress
maintain multiple financial regulators and charter options to enable the continued
checks and balances such a structure produces. The oversight entity’s main func-
tions should be to establish broad safety and soundness principles and then monitor
the individual financial regulators to ensure the established principles are imple-
mented. This structure also allows the oversight entity to set objective-based stand-
ards in a more proactive manner, and would help alleviate competitive conflict de-
tracting from the resolution of economic downturns. This type of structure would
also promote uniformity in the supervision of financial institutions while affording
the preservation of the different segments of the financial industry, including the
credit union industry.

Conclusions

Federally insured credit union service remains focused on providing basic and af-
fordable financial services to members. Credit unions are an important, but rel-
atively small, segment of the financial institution industry serving a unique niche. 42
As a logical extension to this, the NCUSIF, which is funded by the required insur-
ance contributions of federally insured credit unions, should be kept separate from
any bank insurance fund. This would maintain an appropriate level of diversifica-
tion in the financial system.

While the NCUA could be supportive of a regulatory oversight entity, the agency
should maintain its dual regulatory functions of regulator and insurer in order to
ensurg the federally insured credit union segment of the financial industry is pre-
served.

PREPARED STATEMENT OF DANIEL K. TARULLO
MEMBER,
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

MARcH 19, 2009

Chairman Dodd, Ranking Member Shelby, and other Members of the Committee,
I appreciate this opportunity to present the views of the Federal Reserve Board on
the important issue of modernizing financial supervision and regulation.

For the last year and a half, the U.S. financial system has been under extraor-
dinary stress. Initially, this financial stress precipitated a sharp downturn in the
U.S. and global economies. What has ensued is a very damaging negative feedback
loop: The effects of the downturn—rising unemployment, declining profits, and de-
creased consumption and investment—have exacerbated the problems of financial
institutions by reducing further the value of their assets. The impaired financial
system has, in turn, been unable to supply the credit needed by households and
businesses alike.

The catalyst for the current crisis was a broad-based decline in housing prices,
which has contributed to substantial increases in mortgage delinquencies and fore-
closures and significant declines in the value of mortgage-related assets. However,
the mortgage sector is just the most visible example of what was a much broader
credit boom, and the underlying causes of the crisis run deeper than the mortgage
market. They include global imbalances in savings and capital flows, poorly de-
signed financial innovations, and weaknesses in both the risk-management systems
of financial institutions and the government oversight of such institutions.

While stabilizing the financial system to set the stage for economic recovery will
remain its top priority in the near term, the Federal Reserve has also begun to
evaluate regulatory and supervisory changes that could help reduce the incidence
and severity of future financial crises. Today’s Committee hearing is a timely oppor-
tunity for us to share our thinking to date and to contribute to your deliberations
on regulatory modernization legislation.

42 As of December 31, 2008, approximately $14.67 trillion in assets were held in federally in-
sured depository institutions. Banks and other savings institutions insured by the FDIC held
$13.85 trillion, or 94.44 percent of these assets. Credit unions insured by the NCUSIF held
$813.44 billion, or 5.56 percent of all federally insured assets.
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Many conclusions can be drawn from the financial crisis and the period preceding
it, ranging across topics as diverse as capital adequacy requirements, risk measure-
ment and management at financial institutions, supervisory practices, and con-
sumer protection. In the Board’s judgment, one of the key lessons is that the United
States must have a comprehensive strategy for containing systemic risk. This strat-
egy must be multifaceted and involve oversight of the financial system as a whole,
and not just its individual components, in order to improve the resiliency of the sys-
tem to potential systemic shocks. In pursuing this strategy, we must ensure that
the reforms we enact now are aimed not just at the causes of our current crisis,
but at other sources of risk that may arise in the future.

Systemic risk refers to the potential for an event or shock triggering a loss of eco-
nomic value or confidence in a substantial portion of the financial system, with re-
sulting major adverse effects on the real economy. A core characteristic of systemic
risk is the potential for contagion effects. Traditionally, the concern was that a run
on a large bank, for example, would lead not only to the failure of that bank, but
also to the failure of other financial firms because of the combined effect of the
failed bank’s unpaid obligations to other firms and market uncertainty as to wheth-
er those or other firms had similar vulnerabilities. In fact, most recent episodes of
systemic risk have begun in markets, rather than through a classic run on a bank.
A sharp downward movement in asset prices has been magnified by certain market
practices or vulnerabilities. Soon market participants become uncertain about the
values of those assets, an uncertainty that spreads to other assets as liquidity
freezes up. In the worst case, liquidity problems become solvency problems. The re-
sult has been spillover effects both within the financial sector and from the financial
sector to the real economy.

In my remarks, I will discuss several components of a broad policy agenda to ad-
dress systemic risk: consolidated supervision, the development of a resolution re-
gime for systemically important nonbank financial institutions; more uniform and
robust authority for the prudential supervision of systemically important payment
and settlement systems; consumer protection; and the potential benefits of charging
a governmental entity with more express responsibility for monitoring and address-
ing systemic risks in the financial system. In elaborating this agenda, I will both
discuss the actions the Federal Reserve is taking under existing authorities and
identify areas in which we believe legislation is needed.

Effective Consolidated Supervision of Systemically Important Firms

For the reasons I have just stated, supervision of individual financial firms is not
a sufficient condition for fostering financial stability. But it is surely a necessary
condition. Thus a first component of an agenda for systemic risk regulation is that
each systemically important financial firm be subject to effective consolidated super-
vision. This means ensuring both that regulatory requirements apply to each such
firm and that the consequent supervision is effective.

As to the issue of effectiveness, many of the current problems in the banking and
financial system stem from risk-management failures at a number of financial insti-
tutions, including some firms under federal supervision. Clearly, these lapses are
unacceptable. The Federal Reserve has been involved in a number of exercises to
understand and document the risk-management lapses and shortcomings at major
financial institutions, including those undertaken by the Senior Supervisors Group,
the President’s Working Group on Financial Markets, and the multinational Finan-
cial Stability Forum.

Based on the results of these and other efforts, the Federal Reserve is taking
steps to improve regulatory requirements and risk management at regulated insti-
tutions. Our actions have covered liquidity risk management, capital planning and
capital adequacy, firm-wide risk identification, residential lending, counterparty
credit exposures, and commercial real estate. Liquidity and capital have been given
special attention.

The crisis has undermined previous conventional wisdom that a company, even
in stressed environments, may readily borrow funds if it can offer high-quality col-
lateral. For example, the inability of Bear Stearns to borrow even against U.S. gov-
ernment securities helped cause its collapse. As a result, we have been working to
bring about needed improvements in institutions’ liquidity risk-management prac-

1 See Senior Supervisors Group (2008), “Observations on Risk Management Practices during
the Recent Market Turbulence” March 6, www.newyorkfed.org/newsevents/news/banking/
2008/SSG Risk Mgt doc final.pdf, President’s Working Group on Financial Markets
(2008), “Policy Statement on Financial Market Developments,” March 13, www.treas.gov/press/
releases [ reports | pwgpolicystatemktturmoil 03122008.pdf; and Financial Stability Forum
(2008), “Report of the Financial Stability Forum on Enhancing Market and Institutional Resil-
ience,” April 7, www.fsforum.org / publications /| FSF Report to G7 11 April.pdf.



76

tices. Along with our U.S. supervisory colleagues, we are closely monitoring the li-
quidity positions of banking organizations—on a daily basis for the largest and most
critical firms—and are discussing key market developments and our supervisory
analyses with senior management. We use these analyses and findings from exami-
nations to ensure that liquidity and funding management, as well as contingency
funding plans, are sufficiently robust and incorporate various stress scenarios. Look-
ing beyond the present period, we also have underway a broader-ranging examina-
tion of liquidity requirements.

Similarly, the Federal Reserve is closely monitoring the capital levels of banking
organizations on a regular basis and discussing our evaluation with senior manage-
ment. As part of our supervisory process, we have been conducting our own analysis
of loss scenarios to anticipate the potential future capital needs of institutions.
These needs may arise from, among other things, future losses or the potential for
off-balance-sheet exposures and assets to come on balance sheet. Here, too, we have
been discussing our analyses with bankers and ensuring that their own internal
analyses reflect a broad range of scenarios and capture stress environments that
could impair solvency. We have intensified efforts to evaluate firms’ capital planning
and to bring about improvements where needed.

Going forward, we will need changes in the capital regime as the financial envi-
ronment returns closer to normal conditions. Working with other domestic and for-
eign supervisors, we must strengthen the existing capital rules to achieve a higher
level and quality of required capital. Institutions should also have to establish
strong capital buffers above current regulatory minimums in good times, so that
they can weather financial market stress and continue to meet customer credit
needs. This is but one of a number of important ways in which the current pro-cycli-
cal features of financial regulation should be modified, with the aim of counteracting
rather than exacerbating the effects of financial stress. Finally, firms whose failure
would pose a systemic risk must be subject to especially close supervisory oversight
of their risk-taking, risk management, and financial condition, and be held to high
capital and liquidity standards.

Turning to the reach of consolidated supervision, the Board believes there should
be statutory coverage of all systemically important financial firms—not just those
affiliated with an insured bank as provided for under the Bank Holding Company
Act of 1956 (BHC Act). The current financial crisis has highlighted a fact that had
become more and more apparent in recent years—that risks to the financial system
can arise not only in the banking sector, but also from the activities of financial
firms that traditionally have not been subject to the type of consolidated supervision
applied to bank holding companies. For example, although the Securities and Ex-
change Commission (SEC) had authority over the broker-dealer and other SEC-reg-
istered units of Bear Stearns and the other large investment banks, it did not have
statutory authority to supervise the diversified operations of these firms on a con-
solidated basis. Instead, the SEC was forced to rely on a voluntary regime for moni-
toring and addressing the capital and liquidity risks arising from the full range of
these firms’ operations.

In contrast, all holding companies that own a bank—regardless of size—are sub-
ject to consolidated supervision for safety and soundness purposes under the BHC
Act.2 A robust consolidated supervisory framework, like the one embodied in the
BHC Act, provides a supervisor the tools it needs to understand, monitor and, when
appropriate, restrain the risks associated with an organization’s consolidated or
group-wide activities. These tools include the authority to establish consolidated
capital requirements for the organization, obtain reports from and conduct examina-
tions of the organization and any of its subsidiaries, and require the organization
or its subsidiaries to alter their risk-management practices or take other actions to
address risks that threaten the safety and soundness of the organization.

Application of a similar regime to systemically important financial institutions
that are not bank holding companies would help promote the safety and soundness
of these firms and the stability of the financial system generally. It also is worth
considering whether a broader application of the principle of consolidated super-
vision would help reduce the potential for risk taking to migrate from more-regu-
lated to less-regulated parts of the financial sector. To be fully effective, consolidated

2Through the exploitation of a loophole in the BHC Act, certain investment banks, as well
as other financial and nonfinancial firms, acquired control of a federally insured industrial loan
company (ILC) while avoiding the prudential framework that Congress established for the cor-
porate owners of other full-service insured banks. For the reasons discussed in prior testimony
before this Committee, the Board continues to believe that this loophole in current law should
be closed. See Testimony of Scott G. Alvarez, General Counsel of the Board, before the Com-
mittee on Banking, Housing, and Urban Affairs, U.S. Senate, Oct. 4, 2007.
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supervisors must have clear authority to monitor and address safety and soundness
concerns in all parts of an organization. Accordingly, specific consideration should
be given to modifying the limits currently placed on the ability of consolidated su-
pervisors to monitor and address risks at an organization’s functionally regulated
subsidiaries.

Improved Resolution Processes

The importance of extending effective consolidated supervision to all systemically
important firms is, of course, linked to the perception of market participants that
such firms will be considered too-big-to-fail, and will thus be supported by the gov-
ernment if they get into financial difficulty. This perception has obvious undesirable
effects, including possible moral hazard effects if firms are able to take excessive
risks because of market beliefs that they can fall back on government assistance.
In addition to effective supervision of these firms, the United States needs improved
tools to allow the orderly resolution of systemically important nonbank financial
firms, including a mechanism to cover the costs of the resolution if government as-
sistance is required to prevent systemic consequences. In most cases, federal bank-
ruptcy laws provide an appropriate framework for the resolution of nonbank finan-
cial institutions. However, this framework does not sufficiently protect the public’s
strong interest in ensuring the orderly resolution of nondepository financial institu-
tions when a failure would pose substantial systemic risks.

Developing appropriate resolution procedures for potentially systemic financial
firms, including bank holding companies, is a complex and challenging task that
will take some time to complete. We can begin, however, by learning from other
models, including the process currently in place under the Federal Deposit Insur-
ance Act (FDIA) for dealing with failing insured depository institutions and the
framework established for Fannie Mae and Freddie Mac under the Housing and
Economic Recovery Act of 2008. Both models allow a government agency to take
control of a failing institution’s operations and management, act as conservator or
receiver for the institution, and establish a “bridge” institution to facilitate an or-
derly sale or liquidation of the firm. The authority to “bridge” a failing institution
through a receivership to a new entity reduces the potential for market disruption,
limits the value-destruction impact of a failure, and—when accompanied by haircuts
on creditors and shareholders—mitigates the adverse impact of government inter-
vention on market discipline.

Any new resolution regime would need to be carefully crafted. For example, clear
guidelines are needed to define which firms could be subject to the new, alternative
regime and the process for invoking that regime, analogous perhaps to the proce-
dures for invoking the so called systemic risk exception under the FDIA. In addition,
given the global operations of many large and diversified financial firms and the
complex regulatory structures under which they operate, any new resolution regime
must be structured to work as seamlessly as possible with other domestic or foreign
insolvency regimes that might apply to one or more parts of the consolidated organi-
zation.

In addition to developing an alternative resolution regime for systemically critical
financial firms, policymakers and experts should carefully review whether improve-
ments can be made to the existing bankruptcy framework that would allow for a
faster and more orderly resolution of financial firms generally. Such improvements
could reduce the likelihood that the new alternative regime would need to be in-
voked or government assistance provided in a particular instance to protect finan-
cial stability and, thereby, could promote market discipline.

Oversight of Payment and Settlement Systems

As suggested earlier, a comprehensive strategy for controlling systemic risk must
focus not simply on the stability of individual firms. Another element of such a
strategy is to provide close oversight of important arenas in which firms interact
with one another. Payment and settlement systems are the foundation of our finan-
cial infrastructure. Financial institutions and markets depend upon the smooth
functioning of these systems and their ability to manage counterparty and settle-
ment risks effectively. Such systems can have significant risk-reduction benefits—
by improving counterparty credit risk management, reducing settlement risks, and
providing an orderly process to handle participant defaults—and can improve trans-
parency for participants, financial markets, and regulatory authorities. At the same
time, these systems inherently centralize and concentrate clearing and settlement
risks. Thus, if a system is not well designed and able to appropriately manage the
risks arising from participant defaults or operational disruptions, significant liquid-
ity or credit problems could result.
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Well before the current crisis erupted, the Federal Reserve was working to
strengthen the financial infrastructure that supports trading, payments, clearing,
and settlement in key financial markets. Because this infrastructure acts as a crit-
ical link between financial institutions and markets, ensuring that it is able to with-
stand—and not amplify—shocks is an important aspect of reducing systemic risk,
including the very real problem of institutions that are too big or interconnected to
be allowed to fail in a disorderly manner.

The Federal Reserve Bank of New York has been leading a major joint initiative
by the public and private sectors to improve arrangements for clearing and settling
credit default swaps (CDS) and other over-the-counter (OTC) derivatives. As a re-
sult, the accuracy and timeliness of trade information has improved significantly.
In addition, the Federal Reserve, working with other supervisors through the Presi-
dent’s Working Group on Financial Markets, has encouraged the development of
well-regulated and prudently managed central clearing counterparties for OTC
trades. Along these lines, the Board has encouraged the development of two central
counterparties for CDS in the United States—ICE Trust and the Chicago Mercantile
Exchange. In addition, in 2008, the Board entered into a memorandum of under-
standing with the SEC and the Commodity Futures Trading Commission to promote
the application of common prudential standards to central counterparties for CDS
and to facilitate the sharing of information among the agencies with respect to such
central counterparties. The Federal Reserve also is consulting with foreign financial
regulators regarding the development and oversight of central counterparties for
Cl()iS in other jurisdictions to promote the application of consistent prudential stand-
ards.

The New York Federal Reserve Bank, in conjunction with other domestic and for-
eign supervisors, continues its effort to establish increasingly stringent targets and
performance standards for OTC market participants. In addition, we are working
with market participants to enhance the resilience of the triparty repurchase agree-
ment (repo) market. Through this market, primary dealers and other major banks
and broker-dealers obtain very large amounts of secured financing from money mar-
ket mutual funds and other short-term, risk-averse investors.3 We are exploring, for
example, whether a central clearing system or other improvements might be bene-
ficial for this market, given the magnitude of exposures generated and the vital im-
portance of the market to both dealers and investors.

Even as we pursue these and similar initiatives, however, the Board believes ad-
ditional statutory authority is needed to address the potential for systemic risk in
payment and settlement systems. Currently, the Federal Reserve relies on a patch-
work of authorities, largely derived from our role as a banking supervisor, as well
as on moral suasion to help ensure that critical payment and settlement systems
have the necessary procedures and controls in place to manage their risks. By con-
trast, many major central banks around the world have an explicit statutory basis
for their oversight of these systems. Given how important robust payment and set-
tlement systems are to financial stability, and the functional similarities between
many payment and settlement systems, a good case can be made for granting the
Federal Reserve explicit oversight authority for systemically important payment and
settlement systems.

The Federal Reserve has significant expertise regarding the risks and appropriate
risk management practices at payment and settlement systems, substantial direct
experience with the measures necessary for the safe and sound operation of such
systems, and established working relationships with other central banks and regu-
lators that we have used to promote the development of strong and internationally
accepted risk management standards for the full range of these systems. Providing
such authority would help ensure that these critical systems are held to consistent
and high prudential standards aimed at mitigating systemic risk.

Consumer Protection

Another lesson of this crisis is that pervasive consumer protection problems can
signal, and even lead to, trouble for the safety and soundness of financial institu-
tions and for the stability of the financial system as a whole. Consumer protection
in the area of financial services is not, and should not be, limited to practices with
potentially systemic consequences. However, as we evaluate the range of measures
that can help contain systemic problems, it is important to recognize that good con-
sumer protection can play a supporting role by—among other things—promoting
sound underwriting practices.

3 Primary dealers are broker-dealers that trade in U.S. government securities with the Fed-
eral Reserve Bank of New York. The New York Reserve Bank’s Open Market Desk engages in
trades on behalf of the Federal Reserve System to implement monetary policy.
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Last year the Board adopted new regulations under the Home Ownership and Eq-
uity Protection Act to enhance the substantive protections provided high-cost mort-
gage customers, such as requiring tax and insurance escrows in certain cases and
limiting the use of prepayment penalties. These rules also require lenders providing
such high-cost loans to verify the income and assets of a loan applicant and prohibit
lenders from making such a loan without taking into account the ability of the bor-
rower to repay the loan from income or assets other than the home’s value. More
recently, the Board adopted new rules to protect credit card customers from a vari-
ety of unfair and deceptive acts and practices. The Board will continue to update
its consumer protection regulations as appropriate to provide households with the
information they need to make informed credit decisions and to address new unfair
and deceptive practices that may develop as practices and products change.

Systemic Risk Authority

One issue that has received much attention recently is the possible benefit of es-
tablishing a systemic risk authority that would be charged with monitoring, assess-
ing and, if necessary, curtailing systemic risks across the entire U.S. financial sys-
tem.

At a conceptual level, expressly empowering a governmental authority with re-
sponsibility to help contain systemic risks should, if implemented correctly, reduce
the potential for large adverse shocks and limit the spillover effects of those shocks
that do occur, thereby enhancing the resilience of the financial system. However, no
one should underestimate the challenges involved with developing or implementing
a supervisory and regulatory program for systemic risks. Nor should the establish-
ment of such an authority be viewed as a panacea that will eliminate periods of sig-
nificant stress in the financial markets and so reduce the need for the other impor-
tant reforms that I have discussed.

The U.S. financial sector is extremely large and diverse—with value added
amounting to nearly $1.1 trillion or 8 percent of gross domestic product in 2007.
Systemic risks may arise across a broad range of firms or markets, or they may be
concentrated in just a few key institutions or activities. They can occur suddenly,
such as from a rapid and substantial decline in asset prices, even if the probability
of their occurrence builds up slowly over time. Moreover, as the current crisis has
illustrated, systemic risks may arise at nonbank entities (for example, mortgage bro-
kers), from sectors outside the traditional purview of federal supervision (for exam-
ple, insurance firms), from institutions or activities that are based in other countries
or operate across national boundaries, or from the linkages and interdependencies
among financial institutions or between financial institutions and markets. And,
while the existence of systemic risks may be apparent in hindsight, identifying such
risks ex ante and determining the proper degree of regulatory or supervisory action
needed to counteract a particular risk without unnecessarily hampering innovation
and economic growth is a very challenging assignment for any agency or group of
agencies. *

For these reasons, any systemic risk authority would need a sophisticated, com-
prehensive and multi-disciplinary approach to systemic risk. Such an authority like-
ly would require knowledge and experience across a wide range of financial institu-
tions and markets, substantial analytical resources to identify the types of informa-
tion needed and to analyze the information obtained, and supervisory expertise to
develop and implement the necessary supervisory programs.

To be effective, however, these skills would have to be combined with a clear
statement of expectations and responsibilities, and with adequate powers to fulfill
those responsibilities. While the systemic risk authority should be required to rely
on the information, assessments, and supervisory and regulatory programs of exist-
ing financial supervisors and regulators whenever possible, it would need sufficient
powers of its own to achieve its broader mission—monitoring and containing sys-
temic risk. These powers likely would include broad authority to obtain informa-
tion—through data collection and reports, or when necessary, examinations—from
a range of financial market participants, including banking organizations, securities
firms, key financial market intermediaries, and other financial institutions that cur-
rently may not be subject to regular federal supervisory reporting requirements.

How might a properly constructed systemic risk authority use its expertise and
authorities to help monitor, assess, and mitigate potentially systemic risks within
the financial system? There are numerous possibilities. One area of natural focus
for a systemic risk authority would be the stability of systemically critical financial

4For example, while the existence of supranormal profits in a market segment may be an
indicator of supranormal risks, it also may be the result of innovation on the part of one or more
market participants that does not create undue risks to the system.
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institutions. It also likely would need some role in the setting of standards for cap-
ital, liquidity, and risk-management practices for financial firms, given the impor-
tance of these matters to the aggregate level of risk within the financial system. By
bringing its broad knowledge of the interrelationships between firms and markets
to bear, the systemic risk authority could help mitigate the potential for financial
firms to be a source of, or be negatively affected by, adverse shocks to the system.

It seems most sensible that the role of the systemic risk authority be to com-
plement, not displace, that of a firm’s consolidated supervisor (which, as I noted ear-
lier, all systemically critical financial institutions should have). Under this model,
the firm’s consolidated supervisor would continue to have primary responsibility for
the day-to-day supervision of the firm’s risk management practices, including those
relating to compliance risk management, and for focusing on the safety and sound-
ness of the individual institution.

Another key issue is the extent to which a systemic risk authority would have ap-
propriately calibrated ability to take measures to address specific practices identi-
fied as posing a systemic risk—in coordination with other supervisors when possible,
or independently if necessary. For example, there may be practices that appear
sound when considered from the perspective of a single firm, but that appear trou-
blesome when understood to be widespread in the financial system, such as if these
pragtices reveal the shared dependence of firms on particular forms of uncertain li-
quidity.

Other activities that a systemic risk authority might undertake include: (1) moni-
toring large or rapidly increasing exposures—such as to subprime mortgages—
across firms and markets; (2) assessing the potential for deficiencies in evolving
risk-management practices, broad-based increases in financial leverage, or changes
in financial markets or products to increase systemic risks; (3) analyzing possible
spillovers between financial firms or between firms and markets, for example
through the mutual exposures of highly interconnected firms; (4) identifying possible
regulatory gaps, including gaps in the protection of consumers and investors, that
pose risks for the system as a whole; and (5) issuing periodic reports on the stability
of the U.S. financial system, in order both to disseminate its own views and to elicit
the considered views of others.

Thus, there are numerous important decisions to be made on the substantive
reach and responsibilities of a systemic risk regulator. How such an authority, if
created, should be structured and located within the federal government is also a
complex issue. Some have suggested the Federal Reserve for this role, while others
have expressed concern that adding this responsibility would overburden the central
bank. The extent to which this new responsibility might be a good match for the
Federal Reserve, acting either alone or as part of a collective body, depends a great
deal on precisely how the Congress defines the role and responsibilities of the au-
thority, and how well they complement those of the Federal Reserve’s long-estab-
lished core missions.

Nevertheless, as Chairman Bernanke has noted, effectively identifying and ad-
dressing systemic risks would seem to require some involvement of the Federal Re-
serve. As the central bank of the United States, the Federal Reserve has a critical
part to play in the government’s responses to financial crises. Indeed, the Federal
Reserve was established by the Congress in 1913 largely as a means of addressing
the problem of recurring financial panics. The Federal Reserve plays such a key role
in part because it serves as liquidity provider of last resort, a power that has proved
critical in financial crises throughout modern history. In addition, the Federal Re-
serve has broad expertise derived from its other activities, including its role as um-
brella supervisor for bank and financial holding companies and its active monitoring
of capital markets in support of its monetary policy and financial stability objec-
tives.

It seems equally clear that each financial regulator must be involved in a success-
ful overall strategy for containing systemic risk. In the first place, of course, appro-
priate attention to systemic issues in the normal regulation of financial firms, mar-
kets, and practices may itself support this strategy. Second, the information and in-
sight gained by financial regulators in their own realms of expertise will be impor-
tant contributions to the demanding job of analyzing inchoate risks to financial sta-
bility. Still, while a collective process will surely be valuable in assessing systemic
risk, it will be important to assign clearly any responsibilities and authorities for
actual systemic risk regulation, since shared authority without clearly delineated re-
sponsibility for action is sometimes a prescription for inaction.

Conclusion

I have tried today to identify the elements of an agenda for limiting the potential
for financial crises, including actions that the Federal Reserve is taking to address
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systemic risks and several measures that Congress should consider to make our fi-
nancial system stronger and safer. In doing so, we must avoid responding only to
the current crisis, but must instead fashion a system that will be up to the chal-
lenge of regulating a dynamic and innovative financial system. We at the Federal
Reserve look forward to working with the Congress on legislation that meets these
objectives.
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Dear Mr. Chairman:

1 am writing to you to follow up on some questions that you raised at the March 19, 2009,
hearing on Modemizing Bank Supervision and Regulation conducted by the Senate Banking,
Housing, and Urban Affairs Committee. Specifically, you asked about the Federal Reserve’s
supervisory actions concerning residential morigage loan otigination problems that have been a
significant factor in causing the current financial crisis.

As you noted during the hearing, I have been at the Board only since late January and
thus have no personal knowledge of Board practices prior to this period. However, Board staff
has provided me with considerable background so I could respond to your questions.

I have enclosed a listing of Federal Reserve formal and informal supervisory actions
issued for 2006 through 2008 involving institutions that we supervise. Many of these actions
were based on safety and soundness considerations and were designed to require that the
institution correct practices that may have involved lax lending and credit administration,
improve its capital and liquidity positions, and the like. Few of the formal or informal actions
specifically note residential mortgage loan origination problems as matters that required remedial
action. There are several reasons that the Board’s supervisory remedial actions generally pertain
to other matters.

Most significantly, the Federal Reserve is not the primary federal regulator for many
institutions that concentrated on originating residential mortgage loans, particularly in the sub-
prime segment where problems have been particularly acute. The Federal Reserve is the primary
federal regulator for 862 state chartered commercial banks that are members of the Federal
Reserve System (as of the end of 2008), out of a total of 7,501 insured commercial banks (this
figure does not include thrifts). State member banks hold only approximately 14.7 percent of the
total assets of insured commercial banks (again not including thrifts, which are significant
residential mortgage loan originators).



83

The Honorable Christopher J. Dodd
Page2

Moreover, several of the largest state member banks have little or no retail presence, and
focus primarily on trading activities, and securities custody and processing operations. Most of
the rest are small and mid-size community banks that avoided many of the origination practices
that have led to the residential mortgage crisis.

The Federal Reserve also supervises bank holding companies and their non-bank
subsidiaries, and foreign banking organizations. There are bank holding companies and some
foreign banking organizations that do have extensive mortgage and other consumer lending
operations in non-bank subsidiaries. Historically, the Federal Reserve did not extensively
examine these non-bank subsidiaries, principally because these entities were subject to the
jurisdiction of state regulators and the Federal Trade Commission, like their competitors who
were not affiliated with banking organizations. Congress established this policy in the 1999
Gramm-Leach-Bliley Act, which, in contrast o the broad visitation powers that bank supervisors
have over insured institutions, specifically included languape narrowing the Board’s examination
authority over non-bank subsidiaries. In particular, the Gramm-Leach-Bliley Act states that the
Board's authority to examine these entities only permits the Board “to monitor compliance with
... Federal law that the Board has specific jurisdiction to enforce against such ... subsidiary..."
12US.C. § 1844(c)(2)(ii)(emphasis added). As noted above, specific and primery jurisdiction
to enforce compliance with the federal lending-related consumer protection laws with respect to
non-bank companies, including non-bank subsidiaries of bank holding companies, rests with the
Federal Trade Commission or the Department of Housing and Urban Development,

‘This limitation led to a lengthy debate as to whether examinations of non-bank
subsidiaries for compliance with various federal consumer protection laws were outside the
Board's authority. It was not until 2006, that the Board determined that this language could be
interpreted to permit the non-bank subsidiaries of bank holding companies to be examined for
compliance with these statutes. Subsequently, the Board--in conjunction with the Office of
Thrift Supervision, the Federal Trade Commission and various state agencies--began a pilot
conisumer protection compliance review as part of an interagency project to enhance the
supervision of subprime mortgage lenders. Under the pilot project, the agencies coordinated
consumer protection compliance reviews at selected entities with significant subprime morigage
operations, some of which were nonbank subsidiaries of bank holding companies. These
reviews included targeted evaluations of mortgage underwriting standards, risk management
strategies, and compliance with certain consumer protection laws. We are currently assessing
the results of the pilot project. The results will inform the Board’s decision-making as to how it
may supervise these entities in the future.

With respect to subprime mortgape lending, and mortgage lending in general, the Federal
Reserve has taken several regulatory steps since 2006 to address identified problems. In July
2008, using its authority under the Home Ownership and Equity Protection Act, the Board issued
final rules that establish sweeping new regulatory protections for consumers in the residential
mortgage markel, Importantly, the Board’s new rules apply to all mortgage lenders, not just
depository institutions supervised by the federal banking and thrift agencies. In response to
specific problems observed in the subprime mortgage market, some restrictions in the final rules
apply only to higher-priced mortgage loans. Other provisions, however, apply to all mortgage
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Ioans secured by a consumer’s principal dwelling. In addition 1o rules that protect consumers
from unfair or abusive lending and mortgage servicing practices, the Board also adopted rules
governing mortgage advertisements to ensure they provide accurate and balanced information
and do not contain misleading or deceptive representations. A third component of the final rules
ensures that for all types of mortgage loans, consumers receive transaction-specific cost
disclosures early enough to use while shopping for credit. Board staffis currently drafting
examination procedures that will be used by consumer compliance examiners to test compliance
with these new rules. The procedures will be available prior to the effective date of the
regulations.

In addition, the Board is working with other federal agencies and state banking
authorities to implement the registration requirements for residential mortgage loan originators
employed by federally supervised institutions, as required by the SAFE Act. Under the Act, an
individual is prohibited from engaging in loan origination without obtaining and maintaining
annually a unique identifier and either a license and registration as a state-licensed loan
originator or a registration as a federal loan originator. Overall, when fully implemented at the
state and federal levels, the SAFE Act will provide for increased accountability and tracking of
loan originators in a publicly accessible database.

Please let me know if [ can provide further information on Board policies and practices in
this area.

Sincerely,

Dwk. Tl

FEDERAL RESERVE FORMAL AND INFORMAL ACTIONS

2008 2007 2006

Remedial Actions Against Institutions
(does not include penalties assessed

for flood insurance violations) 41 13 14
Actions Against Individuals 9 11 10
Remedial Actions against institutions 230 86 90
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Introduction

Good morning Chairman Dodd, Ranking Member Shelby, and Members of the
Committee. Thank you for inviting me to testify on behalf of the Office of Thrift Su-
pervision (OTS) on Modernizing Bank Supervision and Regulation.

It has been pointed out many times that our current system of financial super-
vision is a patchwork with pieces that date to the Civil War. If we were to start
from scratch, no one would advocate establishing a system like the one we have cob-
bled together over the last century and a half. The complexity of our financial mar-
kets has in some cases reached mind-boggling proportions. To effectively address the
risks in today’s financial marketplace, we need a modern, sophisticated system of
regulation and supervision that applies evenly across the financial services land-
scape.

The economic crisis gripping this nation and much of the rest of the world rein-
forces the theme that the time is right for an in-depth, careful review and meaning-
ful, fundamental change. Any restructuring should take into account the lessons
learned from this crisis.

Of course, the notion of regulatory reform is not new. When financial crisis
strikes, it is natural to look for the root causes and logical fixes, asking whether
the nation’s regulatory framework allowed problems to occur, either because of gaps
in oversight, a lack of vigilance, or overlaps in responsibilities that bred a lack of
accountability.

Since last year, a new round of studies, reports and recommendations have en-
tered the public arena. In one particularly notable study in January 2009—Finan-
cial Regulation: A Framework for Crafting and Assessing Proposals to Modernize
the Outdated U. S. Financial Regulatory System—the Government Accountability
Office (GAO) listed four broad goals of financial regulation:

e Ensure adequate consumer protections,
o Ensure integrity and fairness of markets,

e Monitor the safety and soundness of institutions, and
Ensure the stability of the overall financial system.

The OTS recommendations discussed in this testimony align with those goals.

Although a review of the current financial services regulatory framework is a nec-
essary exercise, the OTS recommendations do not represent a realignment of the
current regulatory system. Rather, these recommendations represent a fresh start,
using a clean slate. They present the OTS vision for the way financial services regu-
lation in this country should be. Although they seek to remedy some of the problems
of the past, they do not simply rearrange the current regulatory boxes. What we are
proposing is fundamental change that would affect virtually all of the current fed-
eral financial regulators.

It is also important to note that these are high-level recommendations. Before
adoption and implementation, many details would need to be worked out and many
questions would need to be answered. To provide all of those details and answer all
of those questions would require reams beyond the pages of this testimony.

The remaining sections of the OTS testimony begin by describing the problems
that led to the current economic crisis. We also cite some of the important lessons
learned from the OTS’s perspective. The testimony then outlines several principles
fort: a new regulatory framework before describing the heart of the OTS proposal for
reform.

What Went Wrong?

The problems at the root of the financial crisis fall into two groups, nonstructural
and structural. The nonstructural problems relate to lessons learned from the cur-
rent economic crisis that have been, or can be, addressed without changes to the
regulatory structure. The structural problems relate to gaps in regulatory coverage
for some financial firms, financial workers and financial products.

Nonstructural Problems

In assessing what went wrong, it is important to note that several key issues re-
late to such things as concentration risks, extraordinary liquidity pressures, weak
risk management practices, the influence of unregulated entities and product mar-
kets, and an over-reliance on models that relied on insufficient data and faulty as-
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sumptions. All of the regulators, including the OTS, were slow to foresee the effects
these risks could have on the institutions we regulate. Where we have the authority,
we have taken steps to deal with these issues.

For example, federal regulators were slow to appreciate the severity of the prob-
lems arising from the increased use of mortgage brokers and other unregulated enti-
ties in providing consumer financial services. As the originate-to-distribute model
became more prevalent, the resulting increase in competition changed the way all
mortgage lenders underwrote loans, and assigned and priced risk. During the then
booming economic environment, competition to originate new loans was fierce be-
tween insured institutions and less well regulated entities. Once these loans were
originated, the majority of them were removed from bank balance sheets and sold
into the securitization market. These events seeded many residential mortgage-
backed securities with loans that were not underwritten adequately and that would
cause significant problems later when home values fell, mortgages became delin-
quent and the true value of the securities became increasingly suspect.

Part of this problem stemmed from a structural issue described in the next sec-
tion—inadequate and uneven regulation of mortgage companies and brokers—but
some banks and thrifts that had to compete with these companies also started mak-
ing loans that were focused on the rising value of the underlying collateral, rather
than the borrower’s ability to repay. By the time the federal bank regulators issued
the nontraditional mortgage guidance in September 2006, reminding insured deposi-
tory institutions to consider borrowers’ ability to repay when underwriting adjust-
able-rate loans, numerous loans had been made that could not withstand a severe
downturn in real estate values and payment shock from changes in adjustable rates.

When the secondary market stopped buying these loans in the fall of 2007, too
many banks and thrifts were warehousing loans intended for sale that ultimately
could not be sold. Until this time, bank examiners had historically looked at internal
controls, underwriting practices and serviced loan portfolio performance as barom-
eters of safety and soundness. In September 2008, the OTS issued guidance to the
industry reiterating OTS policy that for all loans originated for sale or held in port-
folio, savings associations must use prudent underwriting and documentation stand-
ards. The guidance emphasized that the OTS expects loans originated for sale to be
underwritten to comply with the institution’s approved loan policy, as well as all ex-
isting regulations and supervisory guidance governing the documentation and un-
derwriting of residential mortgages. Once loans intended for sale were forced to be
kept in the institutions’ portfolios, it reinforced the supervisory concern that con-
centrations and liquidity of assets, whether geographically or by loan type, can pose
major risks.

One lesson from these events is that regulators should consider promulgating re-
quirements that are counter-cyclical, such as conducting stress tests and lowering
loan-to-value ratios during economic upswings. Similarly, in difficult economic
times, when house prices are not appreciating, regulators could permit loan-to-value
(LTV) ratios to rise. Other examples include increasing capital and allowance for
loan and lease losses in times of prosperity, when resources are readily available.

Another important nonstructural problem that is recognizable in hindsight and
remains a concern today is the magnitude of the liquidity risk facing financial insti-
tutions and how that risk is addressed. As the economic crisis hit banks and thrifts,
some institutions failed and consumers whose confidence was already shaken were
overtaken in some cases by panic about the safety of their savings in insured ac-
counts at banks and thrifts. This lack of consumer confidence resulted in large and
sudden deposit drains at some institutions that had serious consequences. The fed-
eral government has taken several important steps to address liquidity risk in re-
cent months, including an increase in the insured threshold for bank and thrift de-
posits.

Another lesson learned is that a lack of transparency for consumer products and
complex instruments contributed to the crisis. For consumers, the full terms and de-
tails of mortgage products need to be understandable. For investors, the underlying
details of their investments must be clear, readily available and accurately evalu-
ated. Transparency of disclosures and agreements should be addressed.

Some of the blame for the economic crisis has been attributed to the use of “mark-
to-market” accounting under the argument that this accounting model contributes
to a downward spiral in asset prices. The theory is that as financial institutions
write down assets to current market values in an illiquid market, those losses re-
duce regulatory capital. To eliminate their exposure to further write-downs, institu-
tions sell assets into stressed, illiquid markets, triggering a cycle of additional sales
at depressed prices. This in turn results in further write-downs by institutions hold-
ing similar assets. The OTS believes that refining this type of accounting is better
than suspending it. Changes in accounting standards can address the concerns of
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those who say fair value accounting should continue and those calling for its suspen-
sion.

These examples illustrate that nonstructural problems, such as weak under-
writing, lack of transparency, accounting issues and an over-reliance on performance
rather than fundamentals, all contributed to the current crisis.

Structural Problems

The crisis has also demonstrated that gaps in regulation and supervision that
exist in the mortgage market have had a negative impact on the world of traditional
and complex financial products. In recent years, the lack of consistent regulation
and supervision in the mortgage lending area has become increasingly apparent.

Independent mortgage banking companies are state-chartered and regulated. Cur-
rently, there are state-by-state variations in the authorities of supervising agencies,
in the level of supervision by the states and in the licensing processes that are used.
State regulation of mortgage banking companies is inconsistent and varies on a
number of factors, including where the authority for chartering and oversight of the
companies resides in the state regulatory structure.

The supervision of mortgage brokers is even less consistent across the states. In
response to calls for more stringent oversight of mortgage lenders and brokers, a
number of states have debated and even enacted licensing requirements for mort-
gage originators. Last summer, a system requiring the licensing of mortgage origi-
nators in all states was enacted into federal law. The S.A.F.E. Mortgage Licensing
Act in last year’s Housing and Economic Recovery Act is a good first step. However,
licensing does not go far enough. There continues to be significant variation in the
oversight of these individuals and enforcement against the bad actors.

As the OTS has advocated for some time, one of the paramount goals of any new
framework should be to ensure that similar bank or bank-like products, services and
activities are scrutinized in the same way, whether they are offered by a chartered
depository institution, or an unregulated financial services provider. The product
should receive the same review, oversight and scrutiny regardless of the entity offer-
ing the product. Consumers do not understand—mnor should they need to under-
stand—distinctions between the types of lenders offering to provide them with a
mortgage. They deserve the same service, care and protection from any lender. The
“shadow bank system,” where bank or bank-like products are offered by nonbanks
using different standards, should be subject to as rigorous supervision as banks.
Closing this gap would support the goals cited in the GAO report.

Another structural problem relates to unregulated financial products and the con-
fluence of market factors that exposed the true risk of credit default swaps (CDS)
and other derivative products. CDS are unregulated financial products that lack a
prudential derivatives regulator or standard market regulation, and pose serious
challenges for risk management. Shortcomings in data and in modeling certain de-
rivative products camouflaged some of those risks. There frequently is heavy reli-
ance on rating agencies and in-house models to assess the risks associated with
these extremely complicated and unregulated products. In hindsight, the banking
industry, the rating agencies and prudential supervisors, including OTS, relied too
heavily on stress parameters that were based on insufficient historical data. This
led to an underestimation of the economic shock that hit the financial sector, mis-
judgment of stress test parameters and an overly optimistic view of model output.

We have also learned there is a need for consistency and transparency in over-
the-counter (OTC) CDS contracts. The complexity of CDS contracts masked risks
and weaknesses. The OTS believes standardization and simplification of these prod-
ucts would provide more transparency to market participants and regulators. We be-
lieve many of these OTC contracts should be subject to exchange-traded oversight,
with daily margining required. This kind of standardization and exchange-traded
oversight can be accomplished when a single regulator is evaluating these products.
Congress should consider legislation to bring such OTC derivative products under
appropriate regulatory oversight.

One final issue on the structural side relates to the problem of regulating institu-
tions that are considered to be too big and interconnected to fail, manage, resolve,
or even formally deem as problem institutions when they encounter serious trouble.
We will discuss the pressing need for a systemic risk regulator with the authority
and resources adequate to the meet this enormous challenge later in this testimony.

The array of lessons learned from the crisis will be debated for years. One simple
lesson is that all financial products and services should be regulated in the same
manner regardless of the issuer. Another lesson is that some institutions have
grown so large and become so essential to the economic well-being of the nation that
they must be regulated in a new way.
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Guiding Principles for Modernizing Bank Supervision and Regulation

The discussion on how to modernize bank supervision and regulation should begin
with basic principles to apply to a bank supervision and consumer protection struc-
ture. Safety and soundness and consumer protection are fundamental elements of
any regulatory regime. Here are recommendations for four other guiding principles:

1. Dual banking system and federal insurance regulator—The system should con-
tain federal and state charters for banks, as well as the option of federal and
state charters for insurance companies. The states have provided a charter op-
tion for banks and thrifts that have not wanted to have a national charter. A
number of innovations have resulted from the kind of focused product develop-
ment that can occur on a local level. Banks would be able to choose whether
to hold a federal charter or state charter. For large insurance companies, a fed-
eral insurance regulator would be available to provide more comprehensive, co-
ordinated and effective oversight than a collection of individual state insurance
regulators.

2. Choice of charter, not of regulator—A depository institution should be able to
choose between state or federal banking charters, but if it selects a federal
charter, its charter type and regulator should be determined by its operating
strategy and business model. In other words, there would be an option to
choose a business plan and resulting charter, but that decision would then dic-
tate which regulator would supervise the institution.

3. Organizational and ownership options—Financial institutions should be able to
choose the organizational and ownership form that best suits their needs. Mu-
tual, public or private stock and subchapter S options should continue to be
available.

4. Self-sustaining regulators—Each regulator should be able to sustain itself fi-
nancially through assessments. Funding the agencies differently could expose
bank supervisory decisions to political pressures, or create conflicts of interest
within the entity controlling the purse strings. An agency that supervises fi-
nancial institutions must control its funding to make resources available quick-
ly to respond to supervision and enforcement needs. For example, when the
economy declines, the safety-and-soundness ratings of institutions generally
drop and enforcement actions rise. These changes require additional resources
and often an increase in hiring to handle the larger workload.

5. Consistency—Each federal regulator should have the same enforcement tools
and the authority to use those tools in the same manner. Every entity offering
financial products should also be subject to the same set of laws and regula-
tions.

Federal Bank Regulation

The OTS proposes two federal bank regulators, one for banks predominately fo-
cused on consumer-and-community banking products, including lending, and the
other for banks primarily focused on commercial products and services. The busi-
ness models of a commercial bank and a consumer-and-community bank are fun-
damentally different enough to warrant these two distinct federal banking charters.

The consumer-and-community bank regulator would supervise depository institu-
tions of all sizes and other companies that are predominately engaged in providing
financial products and services to consumers and communities. Establishing such a
regulator would address the gaps in regulatory oversight that led to a shadow bank-
ing system of unevenly regulated mortgage companies, brokers and consumer lend-
ers that were significant causes of the current crisis.

The consumer-and-community bank regulator would also be the primary federal
regulator of all state-chartered banks with a consumer-and-community business
model. The regulator would work with state regulators to collaborate on examina-
tions of state-chartered banks, perhaps on an alternating cycle for annual state and
federal examinations. State-chartered banks would pay a prorated federal assess-
ment to cover the costs of this oversight.

In addition to safety and soundness oversight, the consumer-and-community bank
regulator would be responsible for developing and implementing all consumer pro-
tection requirements and regulations. These regulations and requirements would be
applicable to all entities that offer lending products and services to consumers and
communities. The same standards would apply for all of these entities, whether a
state-licensed mortgage company, a state bank or a federally insured depository in-
stitution. Noncompliance would be addressed through uniform enforcement applied
to all appropriate entities.
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The current crisis has highlighted consumer protection as an area where reform
is needed. Mortgage brokers and others who interact with consumers should meet
eligibility requirements that reinforce the importance of their jobs and the level of
trust consumers place in them. Although the recently enacted licensing require-
ments are a good first step, limitations on who may have a license are also nec-
essary.

Historically, federal consumer protection policy has been based on the premise
that if consumers are provided with enough information, they will be able to choose
products and services that meet their needs. Although timely and effective disclo-
sure remains necessary, disclosure alone may not be sufficient to protect consumers
against abuses. This is particularly true as products and services, including mort-
gages, have become more complex.

The second federal bank regulator—the commercial bank regulator—would char-
ter and supervise banks and other entities that primarily provide products and serv-
ices to corporations and companies. The commercial bank regulator would have the
expertise to supervise banks and other entities predominately involved in commer-
cial transactions and offering complex products. This regulator would develop and
implement the regulations necessary to supervise these entities. The commercial
bank regulator would supervise issuers of derivative products. Nonbank providers
of the same products and services would be subject to the same rules and regula-
tions.

The commercial bank regulator would not only have the tools necessary to under-
stand and supervise the complex products already mentioned, but would also pos-
sess the expertise to evaluate the safety and soundness of loans that are based on
suchthings as income streams and occupancy rates, which are typical of loans for
projects such as shopping centers and commercial buildings.

The commercial bank regulator would also be the primary federal supervisor of
state-chartered banks with a commercial business model, coordinating with the
states on supervision and imposing federal assessments just as the consumer-and-
communityregulator would.

Because most depositories today are engaged in some of each of these business
lines, the predominant business focus of the institution would govern which regu-
lator would be the primary federal regulator. In determining the federal supervisor,
a percentage of assets test could apply. If the operations of the institution or entity
changed for a significant period of time, the primary federal regulator would change.
More discussion and analysis would be needed to determine where to draw the line
between institutions qualifying as commercial banks and institutions qualifying as
consumer and community banks.

Holding Company Regulation

The functional regulator of the largest entity within a diversified financial com-
pany would be the holding company regulator. The holding company regulator
would have authority to monitor the activities of all affiliates, to exercise enforce-
ment authority and to impose information-sharing arrangements between entities in
the holding company structure and their functional regulators. To the extent nec-
essary for the safety and soundness of the depository subsidiary or the holding com-
pany, the regulator would have the authority to impose capital requirements, re-
strict activities, issue source-of support requirements and otherwise regulate the op-
erations of the holding company and the affiliates.

Systemic Risk Regulation

The establishment of a systemic risk regulator is an essential outcome of any ini-
tiative to modernize bank supervision and regulation. OTS endorses the establish-
ment of a systemic risk regulator with broad authority to monitor and exercise su-
pervision over any company whose actions or failure could pose a risk to financial
stability. The systemic risk regulator should have the ability and the responsibility
for monitoring all data about markets and companies, including but not limited to
companies involved inbanking, securities and insurance.

For systemically important institutions, the systemic risk regulator would supple-
ment, not supplant, the holding company regulator and the primary federal bank
supervisor.

A systemic regulator would have the authority and resources to supervise institu-
tions and companies during a crisis situation. The regulator should have ready ac-
cess to funding sources that would provide the capability to resolve problems at
these institutions, including providing liquidity when needed.

Given the events of the past year, it is essential that such a regulator have the
ability to act as a receiver and to provide an orderly resolution to companies. Effi-
ciently resolving a systemically important institution in a measured, well-managed
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manner is an important element in restructuring the regulatory framework. A les-
son learned from recent events is that the failure or unwinding of systemically im-
portant companies has a far reaching impact on the economy, not just on financial
services.

The continued ability of banks and other entities in the United States to compete
in today’s global financial services marketplace is critical. The systemic risk regu-
lator would be charged with coordinating the supervision of conglomerates that have
international operations. Safety and soundness standards, including capital ade-
quacy and other factors, should be as comparable as possible for entities that have
multinational businesses.

Although the systemic risk regulator would not have supervisory authority over
nonsystemically important banks, the systemic regulator would need access to data
regarding the health and activities of these institutions for purposes of monitoring
trendsand other matters.

Conclusion

Thank you again, Mr. Chairman, Ranking Member Shelby, and Members of the
Committee, for the opportunity to testify on behalf of the OTS on Modernizing Bank
Supervision and Regulation.

We look forward to continuing to work with the members of this Committee and
others to fashion a system of financial services regulation that better serves all
Americans and helps to ensure the necessary clarity and stability for this nation’s
economy.

PREPARED STATEMENT OF JOSEPH A. SMITH, JR.
NORTH CAROLINA COMMISSIONER OF BANKS, AND
CHAIR-ELECT OF THE CONFERENCE OF STATE BANK SUPERVISORS

MARCH 19, 2009

Introduction

Good morning Chairman Dodd, Ranking Member Shelby, and Members of the
Committee. My name is Joe Smith, and I am the North Carolina Commissioner of
Banks. I also serve as incoming Chairman of the Conference of State Bank Super-
visors (CSBS) and a member of the CSBS Task Force on Regulatory Restructuring.
I am pleased to be here today to offer a state perspective on our nation’s financial
regulatory structure—its strengths and its deficiencies, and suggestions for reform.

As we work through a federal response to this financial crisis, we need to carry
forward a renewed understanding that the concentration of financial power and a
lack of transparency are not in the long-term interests of our financial system, our
economic system or our democracy. This lesson is one our country has had to learn
in almost every generation, and I hope that the current lesson will benefit future
generations. While our largest and most complex institutions are no doubt central
to a resolution of the current crisis, my colleagues and I urge you to remember that
the health and effectiveness of our nation’s financial system also depends on a di-
verse and competitive marketplace that includes community and regional institu-
tions.

While changing our regulatory system will be far from simple, some fairly simple
concepts should guide these reforms. In evaluating any governmental reform, we
must ask if our financial regulatory system:

e Ushers in a new era of cooperative federalism, recognizing the rights of states
to protect consumers and reaffirming the state role in chartering and super-
vising financial institutions;

e Fosters supervision tailored to the size, scope and complexity of an institution
and the risk it poses to the financial system;

e Assures the promulgation and enforcement of consumer protection standards
that are applicable to both state and federally chartered institutions and are en-
forceable by state officials;

e Encourages a diverse universe of financial institutions as a method of reducing
risk to the system, encouraging competition, furthering innovation, insuring ac-
cess to financial markets, and promoting efficient allocation of credit;

e Supports community and regional banks, which provide relationship lending
and fuel local economic development; and
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e Requires financial institutions that are recipients of governmental assistance or
pose systemic risk to be subject to safety and soundness and consumer protec-
tion oversight.

We have often heard the consolidation of financial regulation at the federal level
is the “modern” answer to the challenges our financial system. We need to challenge
this assumption. For reasons more fully discussed below, my colleagues and I would
suggest to you that an appropriately coordinated system of state and federal super-
vision and regulation will promote a more effective system of financial regulation
and a more diverse, stable and responsive financial system.

The Role of the States in Financial Services Supervision and Regulation

The states charter and supervise more than 70 percent of all U.S. banks (Exhibit
A), in coordination with the FDIC and Federal Reserve. The rapid consolidation of
the industry over the past decade, however, has created a system in which a hand-
ful of large national banks control the vast majority of assets in the system. The
more than 6,000 banks supervised and regulated by the states now represent less
than 30 percent of the assets of the banking system (Exhibit B). While these banks
are smaller than the global institutions now making headlines, they are important
to all of the markets they serve and are critical in the nonmetropolitan markets
where they are often the major sources of credit for local households, small busi-
nesses and farms.

Since the enactment of nationwide banking in 1994, the states, working through
CSBS, have developed a highly coordinated system of state-to-state and state-to-fed-
eral bank supervision. This is a model that has served this nation well, embodying
our uniquely American dynamic of checks and balances—a dynamic that has been
missing from certain areas of federal financial regulation, with devastating con-
sequences.

The dynamic of state and federal coordinated supervision for state-chartered
banks allows for new businesses to enter the market and grow to meet the needs
of the markets they serve, while maintaining consistent nationwide standards. Com-
munity and regional banks are a vital part of America’s economic fabric because of
the state system.

As we continue to work through the current crisis, we need to do more to support
community and regional banks. The severe economic recession and market distor-
tions caused by bailing out the largest institutions have caused significant stress on
these institutions. While some community and regional banks have had access to
the TARP’s capital purchase program, the processing and funding has grown cum-
bersome and slow. We need a more nimble and effective program for these institu-
tions. This program must be administered by an entity with an understanding of
community and regional banking. This capital will enhance stability and provide
support for consumer and small business lending.

In addition to supervising banks, I and many of my colleagues regulate the resi-
dential mortgage industry. All 50 states and the District of Columbia now provide
some regulatory oversight of the residential mortgage industry. The states currently
manage over 88,000 mortgage company licenses, over 68,000 branch licenses, and
approximately 357,000 loan officer licenses. In 2003, the states, acting through the
CSBS and the American Association of Residential Mortgage Regulators, first pro-
posed a nationwide mortgage licensing system and database to coordinate our ef-
forts in regulating the residential mortgage market. The system launched on Janu-
ary 2, 2008, on time and on budget. The Nationwide Mortgage Licensing System
(NMLS) was incorporated in the federal S.A.F.E. Act and, as a result, has estab-
lished a new and important partnership with the United States Department of
Housing and Urban Development, the federal banking agencies and the Farm Credit
Administration. We are confident that this partnership will result in an efficient
and effective combination of state and federal resources and a nimble, responsive
and comprehensive system of regulation. This is an example of what we mean by
“a new era of cooperative federalism.”

Where Federalism Has Fallen Short

For the past decade it has been clear to the states that our system of mortgage
finance and mortgage regulation was flawed and that a destructive and widening
chasm had formed between the interests of borrowers and of lenders. Over that dec-
ade, through participation in GAO reports and through congressional testimony, one
can observe an ever-increasing level of state concern over this growing chasm and
its reflection in the state and federal regulatory relationship.
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Currently, 35 states plus the District of Columbia have enacted predatory lending
laws. ! First adopted by North Carolina in 1999, these state laws supplement the
federal protections of the Home Ownership and Equity Protection Act of 1994
(HOEPA). The innovative actions taken by state legislatures have prompted signifi-
cant changes in industry practices, as the largest multi-state lenders have adjusted
their practices to comply with the strongest state laws. All too often, however, we
are frustrated in our efforts to protect consumers by the preemption of state con-
sumer protection laws by federal regulations. Preemption must be narrowly targeted
and balance the interest of commerce and consumers.

In addition to the extensive regulatory and legislative efforts, state attorneys gen-
eral and state regulators have cooperatively pursued unfair and deceptive practices
in the mortgage market. Through several settlements, state regulators have re-
turned nearly one billion dollars to consumers. A settlement with Household re-
sulted in $484 million paid in restitution, a settlement with Ameriquest resulted in
$295 million paid in restitution, and a settlement with First Alliance Mortgage re-
sulted in $60 million paid in restitution. These landmark settlements further con-
tributed to changes in industry lending practices.

But successes are sometimes better measured by actions that never receive media
attention. States regularly exercise their authority to investigate or examine mort-
gage companies for compliance not only with state law, but with federal law as well.
These examinations are an integral part of a balanced regulatory system.
Unheralded in their everyday routine, enforcement efforts and examinations identify
weaknesses that, if undetected, might be devastating to the company and its cus-
tomers. State examinations act as a check on financial problems, evasion of con-
sumer protections and sales practices gone astray. Examinations can also serve as
an early warning system of a financial institution conducting misleading, predatory
or fraudulent practices. Attached as Exhibit C is a chart of enforcement actions
taken by state regulatory agencies against mortgage providers. In 2007, states took
nearly 6,000 enforcement actions against mortgage lenders and brokers.

These actions could have resulted in a dialog between state and federal authori-
ties about the extent of the problems in the mortgage market and the best way to
address the problem. That did not happen. The committee should consider how the
world would look today if the ratings agencies and the OCC had not intervened and
the assignee liability and predatory lending provisions of the Georgia Fair Lending
Act had been applicable to all financial institutions. I would suggest we would have
far fewer foreclosures and may have avoided the need to bailout our largest finan-
cial institutions. It is worth noting that the institutions whose names were attached
to the OCC’s mortgage preemption initiative—National City, First Franklin, and
Wachovia—were all brought down by the mortgage crisis. That fact alone should in-
dicate how out of balance the system has become.

From the state perspective, it has not been clear for many years exactly who was
setting the risk boundaries for the market. What is clear is that the nation’s largest
and most influential financial institutions have been major contributing factors in
our regulatory system’s failure to respond to this crisis. At the state level, we some-
times perceived an environment at the federal level that is skewed toward facili-
tating the business models and viability of our largest financial institutions rather
than promoting the strength of the consumer or our diverse economy.

It was the states that attempted to check the unhealthy evolution of the mortgage
market and apply needed consumer protections to subprime lending. Regulatory re-
form must foster a system that incorporates the early warning signs that state laws
and regulations provide, rather than thwarting or banning them.

Certainly, significant weaknesses exist in our current regulatory structure. As
GAO has noted, incentives need to be better aligned to promote accountability, a fair
and competitive market, and consumer protection.

Needed Regulatory Reforms: Mortgage Origination

I would like to thank this committee for including the Secure and Fair Enforce-
ment for Mortgage Licensing Act (S.A.F.E.) in the Housing and Economic Recovery
Act of 2008 (HERA). It has given us important tools that continue our efforts to re-
form mortgage regulation.

CSBS and the states are working to enhance the regulatory regime for the resi-
dential mortgage industry to ensure legitimate lending practices, provide adequate
consumer protection, and to once again instill both consumer and investor con-
fidence in the housing market and the economy as a whole. The various state initia-
tives are detailed in Exhibit D.

1Source: National Conference of State Legislatures.
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Needed Regulatory Reforms: Financial Services Industry

Many of the problems we are experiencing are both the result of “bad actors” and
bad assumptions by the architects of our modern mortgage finance system. En-
hanced supervision and improved industry practices can successfully weed out the
bad actors and address the bad assumptions. If regulators and the industry do not
address both causes of our current crisis, we will have only the veneer of reform
and will eventually repeat our mistakes. Some lessons learned from this crisis must
be to prevent the following: the over-leveraging that was allowed to occur in the na-
tion’s largest institutions; outsourcing of loan origination with no controls in place;
and industry consolidation to allow institutions to become so large and complex that
they become systemically vital and too big to effectively supervise or fail.

While much is being done to enhance supervision of the mortgage market, more
progress must be made towards the development of a coordinated and cooperative
system of state—federal supervision.

Preserve and Enhance Checks and Balances/Forge a New Era of Federalism

The state system of chartering and regulating has always been a key check on
the concentration of financial power, as well as a mechanism to ensure that our
banking system remains responsive to local economies’ needs and accountable to the
public. The state system has fostered a diversity of institutions that has been a
source of stability and strength for our country, particularly locally owned and con-
trolled community banks. To promote a strong and diverse system of banking-one
that can survive the inevitable economic cycles and absorb failures-preservation of
state-chartered banking should be a high priority for Congress. The United States
boasts one of the most powerful and dynamic economies in the world because of
those checks and balances, not despite them.

Consolidation of the industry and supervision and preemption of applicable state
%aw does not address the cause of this crisis, and has in fact exacerbated the prob-
em.

The flurry of state predatory lending laws and new state regulatory structures for
lenders and mortgage brokers were indicators that conditions and practices were de-
teriorating in our mortgage lending industry. It would be incongruous to eliminate
the early warning signs that the states provide. Just as checks and balances are
a vital part of our democratic government, they serve an equally important role in
our financial regulatory structure. Put simply, states have a lower threshold for cri-
sis and will most likely act sooner. This is an essential systemic protection.

Most importantly, it serves the consumer interest that the states continue to have
a role in financial regulation. While CSBS recognizes the financial services market
is a nationwide industry that has international implications, local economies and in-
dividual consumers are most drastically affected by mortgage market fluctuations.
State regulators must remain active participants in mortgage supervision because
of our knowledge of local economies and our ability to react quickly and decisively
to protect consumers.

Therefore, CSBS urges Congress to implement a recommendation made by the
Congressional Oversight Panel in their “Special Report on Regulatory Reform” to
eliminate federal preemption of the application of state consumer protection laws to
national banks. In its report, the Panel recommends Congress “amend the National
Banking Act to provide clearly that state consumer protection laws can apply to na-
tional banks and to reverse the holding that the usury laws of a national bank’s
state of incorporation govern that bank’s operation through the nation.”2 We believe
the same policy should apply to the Office of Thrift Supervision. To preserve a re-
sponsive system, states must be able to continue to produce innovative solutions and
regulations to provide consumer protection.

The federal government would better serve our economy and our consumers by
advancing a new era of cooperative federalism. The S.A.F.E. Act enacted by Con-
gress requiring licensure and registration of mortgage loan originators through the
Nationwide Mortgage Licensing System provides a model for achieving systemic
goals of high regulatory standards and a nationwide regulatory roadmap and net-
work, while preserving state authority for innovation and enforcement. The Act sets
expectations for greater state-to-state and state-to-federal regulatory coordination.

Congress should complete this process by enacting a federal predatory lending
standard. A federal standard should allow for further state refinements in lending
standards and be enforceable by state and federal regulators. Additionally, a federal
lending standard should clarify expectations of the obligations of securitizers.

2The Congressional Oversight Panel’s “Special Report on Regulatory Reform” can be viewed
at http:/ | cop.senate.gov | documents [ cop-012909-report-regulatoryreform.pdf
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Consumer Protection | Enforcement

Consolidated regulation minimizes resources dedicated to supervision and enforce-
ment. As FDIC Chairman Sheila Bair recently told the states’ Attorneys General,
“if ever there were a time for the states and the feds to work together, that time
is right here, right now. The last thing we need is to preempt each other.” Congress
should establish a mechanism among the financial regulators for identifying and re-
sponding to emerging consumer issues. This mechanism, perhaps through the Fed-
eral Financial Institutions Examination Council (FFIEC), should include active
state regulator and law enforcement participation and develop coordinated re-
sponses. The coordinating federal entity should report to Congress regularly. The
states must retain the right to pursue independent enforcement actions against all
financial institutions as an appropriate check on the system.

Systemic Supervision /[ Capital Requirements

As Congress evaluates our regulatory structure, I urge you to examine the link-
ages between the capital markets, the traditional banking sector, and other finan-
cial services providers. Our top priority for reform must be a better understanding
of systemic risks. The federal government must facilitate the transparency of finan-
cial markets to create a financial system in which stakeholders can understand and
manage their risks. Congress should establish clear expectations about which regu-
latory authority or authorities are responsible for assessing risk. The regulator must
have the necessary tools to identify and mitigate risk, and resolve failures.

Congress, the administration, and federal regulators must also consider how the
federal government itself may inadvertently contribute to systemic risk—either by
promoting greater industry consolidation or through policies that increase risk to
the system. Perhaps we should contemplate that there are some institutions whose
size and complexity make their risks too large to effectively manage or regulate.
Congress should aggressively address the sources of systemic risk to our financial
system.

While this crisis has demanded a dramatic response from the federal government,
the short-term result of many of these programs, including the Troubled Asset Re-
lief Program (TARP), has been to create even larger and more complex institutions
and greater systemic risk. These responses have created extreme disparity in the
treatment of financial institutions, with the government protecting those deemed to
be too big or too complex to fail, perhaps at the expense of smaller institutions and
the diversity of our financial system.

At the federal level, our state-chartered banks may be too-small-to-care but in our
cities and communities, they are too important to ignore. It is exactly the same dy-
namic that told us that the plight of the individual homeowner trapped in a preda-
tory loan was less important than the needs of an equity market hungry for new
mortgage-backed securities.

There is an unchallenged assumption that federal regulatory reforms can address
the systemic risk posed by our largest and most complex institutions. If these insti-
tutions are too large or complex to fail, the government must give preferential treat-
ment to prevent these failures, and that preferential treatment distorts and harms
the marketplace, with potentially disastrous consequences.

Our experience with Fannie Mae and Freddie Mac exemplifies this problem.
Large systemic institutions such as Fannie and Freddie inevitably garner advan-
tages and political favor, and the lines between government and industry blur in
ways that do not reflect American values of fair competition and merit-based suc-
cess.

My fellow state supervisors and I have long believed capital and leverage ratios
are essential tools for managing risk. For example, during the debate surrounding
the advanced approach under Basel II, CSBS supported FDIC Chairman Sheila Bair
in her call to institute a leverage ratio for participating institutions. Federal regula-
tion needs to prevent capital arbitrage among institutions that pose systemic risks,
and should require systemic risk institutions to hold more capital to offset the grave
risks their collapse would pose to our financial system.

Perhaps most importantly, Congress must strive to prevent unintended con-
sequences from doing irreparable harm to the community and regional banking sys-
tem in the United States. Federal policy to prevent the collapse of those institutions
considered too big to fail should ultimately strengthen our system, not exacerbate
the weaknesses of the system. Throughout the current recession, community and re-
gional banks have largely remained healthy and continued to provide much needed
credit in the communities where they operate. The largest banks have received
amazing sums of capital to remain solvent, while the community and regional banks
have continued to lend in this difficult environment with the added challenge of
having to compete with federally subsidized entities.
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Congress should consider creating a bifurcated system of supervision that is tai-
lored to the size, scope, and complexity of financial institutions. The largest, most
systemically significant institutions should be subject to much more stringent over-
sight that 1s comprehensive enough to account for the complexity of the institution.
Community and regional banks should be subject to regulations that are tailored
to the size and sophistication of the institutions. In financial supervision, one size
should no longer fit all.

Roadmap for Unwinding Federal Liquidity Assistance and Systemic Responses

The Treasury Department and the Federal Reserve should be required to provide
a plan for how to unwind the various programs established to provide liquidity and
prevent systemic failure. Unfortunately, the attempts to avert crisis through liquid-
ity programs have focused predominantly upon the needs of the nation’s largest in-
stitutions, without consideration for the unintended consequences for our diverse fi-
nancial industry as a whole, particularly community and regional banks. Put sim-
ply, the government is now in the business of picking winners and losers. In the
extreme, these decisions determine survival, but they also affect the overall competi-
tive landscape and relative health and profitability of institutions. The federal gov-
ernment should develop a plan that promotes fair and equal competition, rather
thafn 1sacriﬁcing the diversity of our financial industry to save those deemed too big
to fail.

Conclusion

Chairman Dodd, Ranking Member Shelby, and Members of the Committee, the
task before us is a daunting one. The current crisis is the result of well over a dec-
ade’s worth of policies that promoted consolidation, uniformity, preemption and the
needs of the global marketplace over those of the individual consumer.

If we have learned nothing else from this experience, we have learned that big
organizations have big problems. As you consider your responses to this crisis, I ask
that you consider reforms that promote diversity and create new incentives for the
smaller, less troubled elements of our financial system, rather than rewarding the
largest and most reckless.

At the state level, we are constantly pursuing methods of supervision and regula-
tion that promote safety and soundness while making the broadest possible range
of financial services available to all members of our communities. We appreciate
your work toward this common goal, and thank you for inviting us to share our
views today.
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APPENDIX ITEMS

EXHIBIT D: STATE INITIATIVES TO ENHANCE SUPERVISION OF THE MORTGAGE
INDUSTRY

CSBS-AARMR Nationwide Mortgage Licensing System

The states first recognized the need for a tool to license mortgage originators sev-
eral years ago. Since then, states have dedicated tremendous monetary and staff re-
sources to develop and enact the Nationwide Mortgage Licensing System (NMLS).
First proposed among state regulators in late 2003, NMLS launched on time and
on budget on January 2, 2008. The Nationwide Mortgage Licensing System is more
than a database. It serves as the foundation of modern mortgage supervision by pro-
viding dramatically improved transparency for regulators, the industry, investors,
and consumers. Seven inaugural participating states began using the system on
January 2, 2008. Only 15 months later, 23 states are using NMLS and by January
2010—just 2 years after its launch—CSBS expects 40 states to be using NMLS.

NMLS currently maintains a single record for every state-licensed mortgage com-
pany, branch, and individual that is shared by all participating states. This single
record allows companies and individuals to be definitively tracked across state lines
and over time as entities migrate among companies, industries, and federal and
state jurisdictions. Additionally, this year consumers and industry will be able to
check on the license status and history of the companies and individuals with which
they wish to do business.

NMLS provides profound benefits to consumers, state supervisory agencies, and
the mortgage industry. Each state regulatory agency retains its authority to license
and supervise, but NMLS shares information across state lines in real-time, elimi-
nates any duplication and inconsistencies, and provides more robust information to
state regulatory agencies. Consumers will have access to a central repository of li-
censing and publicly adjudicated enforcement actions. Honest mortgage lenders and
brokers will benefit from the removal of fraudulent and incompetent operators, and
from having one central point of contact for submitting and updating license appli-
cations.

The hard work and dedication of the states was ultimately recognized by Congress
as they enacted the Housing and Economic Recovery Act of 2008 (HERA). The bill
acknowledged and built upon the work that had been done in the states to protect
consumers and restore the public trust in our mortgage finance and lending indus-
tries.

Title V of HERA, titled the Secure and Fair Enforcement for Mortgage Licensing
Act of 2008 (S.A.F.E. Act), is designed to increase uniformity, reduce regulatory bur-
den, enhance consumer protection, and reduce fraud by requiring all mortgage loan
originators to be licensed or registered through NMLS.

In addition to loan originator licensing and mandatory use of NMLS, the S.A.F.E.
Act requires the states to do the following:

1. Eliminate exemptions from mortgage loan originator licensing that currently
exist in state law;

2. Screen and deny mortgage loan originator licenses for felonies of any kind
within 7 years and certain financially related felonies permanently;

3. Screen and deny licenses to individuals who have ever had a loan originator
license revoked,;

4. Require loan originators to submit personal history information and authorize
background checks to determine the applicant’s financial responsibility, char-
acter, and general fitness;

5. Require mortgage loan originators to take 20 hours of pre-licensure education
in order to enter the state system of licensure;

6. Require mortgage loan originators to pass a national mortgage loan originator
test developed by NMLS;

7. Establish either a bonding or net worth requirement for companies employing
mortgage loan originators or a recovery fund paid into by mortgage loan origi-
nators or their employing company in order to protect consumers;

8. Require companies licensed or registered through NMLS to submit a Mortgage
Call Report on at least an annual basis;

9. Adopt specific confidentiality and information sharing provisions; and

10. Establish effective authority to investigate, examine, and conduct enforcement
of licensees.
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Taken together, these background checks, testing, and education requirements
will promote a higher level of professionalism and encourage best practices and re-
sponsible behavior among all mortgage loan originators. Under the legislative guid-
ance provided by Congress, the states drafted the Model State Law for uniform im-
plementation of the S.A.F.E. Act. The Model State Law not only achieves the min-
imum licensing requirements under the federal law, but also accomplishes Congress’
ten objectives addressing uniformity and consumer protection.

The Model State Law, as implementing legislation at the state level, assures Con-
gress that a framework of localized regulatory controls are in place at least as strin-
gent as those pre-dating the S.A.F.E. Act, while setting new uniform standards
aimed at responsible behavior, compliance verification and protecting consumers.
The Model State Law enhances the S.A.F.E. Act by providing significant examina-
tion and enforcement authorities and establishing prohibitions on specific types of
harmful behavior and practices.

The Model State Law has been formally approved by the Secretary of the U.S.
Department of Housing and Urban Development and endorsed by the National Con-
ference of State Legislatures and the National Conference of Insurance Legislators.
The Model State Law is well on its way to approval in almost all state legislatures,
despite some unfortunate efforts by industry associations to frustrate, weaken or
delay the passage of this important Congressional mandate.

Nationwide Cooperative Protocol and Agreement for Mortgage Supervision

In December 2007, CSBS and AARMR launched the Nationwide Cooperative Pro-
tocol and Agreement for Mortgage Supervision to assist state mortgage regulators
by outlining a basic framework for the coordination and supervision of Multi-State
Mortgage Entities (those institutions conducing business in two or more states). The
goals of this initiative are to protect consumers; ensure the safety and soundness
of institutions; identify and prevent mortgage fraud; supervise in a seamless, flexi-
ble, and risk-focused manner; minimize regulatory burden and expense; and foster
consistency, coordination, and communication among state regulators. Currently, 48
states plus the District of Columbia and Puerto Rico have signed the Protocol and
Agreement.

The states have established risk profiling procedures to determine which institu-
tions are in the greatest need of a multi-state presence and we are scheduled to
begin the first multi-state examinations next month. Perhaps the most exciting fea-
ture of this initiative is the planned use of robust software programs to screen the
institutions portfolios for risk, compliance, and consumer protection issues. With
this software, the examination team will be able to review 100 percent of the insti-
tution’s loan portfolio, thereby replacing the “random sample” approach that left
questions about just what may have been missed during traditional examinations.

CSBS-AARMR Reverse Mortgage Initiatives

In early 2007, the states identified reverse mortgage lending as one of the emerg-
ing threats facing consumers, financial institutions, and supervisory oversight. In
response, the states, through CSBS and AARMR, formed the Reverse Mortgage Reg-
ulatory Council and began work on several initiatives:

e Reverse Mortgage Examination Guidelines (RMEGs). In December 2008, CSBS
and AARMR released the RMEGs to establish uniform standards for regulators
in the examination of institutions originating and funding reverse mortgage
loans. The states also encourage industry participants to adopt these standards
as part of an institution’s ongoing internal review process.

e Education materials. The Reverse Mortgage Regulatory Council is also devel-
oping outreach and education materials to assist consumers in understanding
these complex products before the loan is made.

CSBS-AARMR Guidance on Nontraditional Mortgage Product Risks

In October 2006, the federal financial agencies issued the Interagency Guidance
on Nontraditional Mortgage Product Risks which applies to insured depository insti-
tutions. Recognizing that the interagency guidance does not apply to those mortgage
providers not affiliated with a bank holding company or an insured financial institu-
tion, CSBS and AARMR developed parallel guidance in November 2006 to apply to
state-supervised residential mortgage brokers and lenders, thereby ensuring all resi-
dential mortgage originators were subject to the guidance.

CSBS-AARMR-NACCA Statement on Subprime Mortgage Lending

The federal financial agencies also issued the Interagency Statement on Subprime
Mortgage Lending. Like the Interagency Guidance on Nontraditional Mortgage
Product Risks, the Subprime Statement applies only to mortgage providers associ-
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ated with an insured depository institution. Therefore, CSBS, AARMR, and the Na-
tional Association of Consumer Credit Administrators (NACCA) again developed a
parallel statement that is applicable to all mortgage providers. The Nontraditional
Mortgage Guidance and the Subprime Statement strike a fair balance between en-
couraging growth and free market innovation and draconian restrictions that will
protect consumers and foster fair transactions.

AARMR-CSBS Model Examination Guidelines

Further, to promote consistency, CSBS and AARMR developed state Model Exam-
ination Guidelines (MEGs) for field implementation of the Guidance on Nontradi-
tional Mortgage Product Risks and the Statement on Subprime Mortgage Lending.

Released on July 31, 2007, the MEGs enhance consumer protection by providing
state regulators with a uniform set of examination tools for conducting examinations
of subprime lenders and mortgage brokers. Also, the MEGs were designed to provide
consistent and uniform guidelines for use by lender and broker compliance and
audit departments to enable market participants to conduct their own review of
their subprime lending practices. These enhanced regulatory guidelines represent a
new and evolving approach to mortgage supervision.

Mortgage Examinations With Federal Regulatory Agencies

Late in 2007, CSBS, the Federal Reserve System (Fed), the Federal Trade Com-
mission (FTC), and the Office of Thrift Supervision (OTS) engaged in a pilot pro-
gram to examine the mortgage industry. Under this program, state examiners
worked with examiners from the Fed and OTS to examine mortgage businesses over
which both state and federal agencies had regulatory jurisdiction. The FTC also par-
ticipated in its capacity as a law enforcement agency. In addition, the states sepa-
rately examined a mortgage business over which only the states had jurisdiction.
This pilot is truly the model for coordinated state—federal supervision.

PREPARED STATEMENT OF GEORGE REYNOLDS
CHAIRMAN,
NATIONAL ASSOCIATION OF STATE CREDIT UNION SUPERVISORS, AND
SENIOR DEPUTY COMMISSIONER,
GEORGIA DEPARTMENT OF BANKING AND FINANCE

MARcH 19, 2009

NASCUS History and Purpose

Good morning, Chairman Dodd, and distinguished Members of the Senate Com-
mittee on Banking, Housing, and Urban Affairs. I am George Reynolds, Senior Dep-
uty Commissioner of Georgia Department of Banking and Finance and chairman of
the National Association of State Credit Union Supervisors (NASCUS).! I appear
icoday on behalf of NASCUS, the professional association of state credit union regu-
ators.

The mission of NASCUS is to enhance state credit union supervision and advocate
for a safe and sound state credit union system. We achieve our mission by serving
as an advocate for the dual chartering system, a system that recognizes the tradi-
tional and essential role of state governments in the national system of depository
financial institutions.

Thank you for holding this important hearing today to explore modernizing finan-
cial institution supervision and regulation. The regulatory structure in this country
has been a topic of discussion for many years. The debate began when our country’s
founders held healthy dialogue about how to protect the power of the states. More
recently, commissions have been created to study the issue and several administra-
tions have devoted further time to examine the financial regulatory system. Most
would agree that if the regulatory system were created by design, the current sys-
tem may not have been deliberately engineered; however, one cannot overlook the
benefits offered by the current system. It has provided innovation, competition and
diversity to our nation’s financial institutions and consumers.

In light of our country’s economic distress, many suggest that regulatory reform
efforts should focus, in part, on improving the structure of the regulatory frame-
work. However, I suggest that it is not the structure of our regulatory system that

1NASCUS is the professional association of the 47 state credit union regulatory agencies that
charter and supervise the nation’s 3,300 state-chartered credit unions.



104

has failed our country, but rather the functionality and accountability within the
regulatory system.

A financial regulatory system, regardless of its structure, must delineate clear
lines of responsibility and provide the necessary authority to take action. Account-
ability and transparency must also be inherent in our financial system. This system
must meet these requirements while remaining sufficiently competitive and respon-
sive to the evolving financial service needs of American consumers and our economy.
Credit union members and the American taxpayer are demanding each of these
qualities be present in the nation’s business operations and they must be present
in a modernized financial regulatory system.

These regulatory principles must exist in a revised regulatory system. This is ac-
complished by an active system of federalism, a system in which the power to gov-
ern is shared between national and state governments allowing for clear commu-
nication and coordination between state and federal regulators. Further, this system
provides checks and balances and the necessary accountability for a strong regu-
latory system. I detail more about this system in my comments.

NASCUS Priorities for Regulatory Restructuring

NASCUS’ priorities for regulatory restructuring focus on reforms that strengthen
the state system of credit union supervision and enhance the capabilities of state-
chartered credit unions. The ultimate goal is to meet the financial needs of con-
sumer members while assuring that the state system is operating in a safe and
sound manner. This provides consumer confidence and contributes to a sound na-
tional and global financial system.

In this testimony, I discuss the following philosophies that we believe Congress
must address in developing a revised financial regulatory system. These philoso-
phies are vital to the future growth and safety and soundness of state-chartered
credit unions.

Preserve Charter Choice and Dual Chartering
Preserve States’ Role in Financial Regulation
Modernize the Capital System for Credit Unions

Mainltain Strong Consumer Protections, which often Originate at the State
Leve

My comments today will focus solely on the credit union regulatory system; I will
highlight successful aspects and areas Congress should carefully consider for refine-
ment.

Preserving Charter Choice and Dual Chartering

The goal of prudential regulation is to ensure safety and soundness of depositors’
funds, creating both consumer confidence and stability within the financial regu-
latory system.

Today’s regulatory system is structured so that states and the federal government
act independently to charter and supervise financial institutions. The dual char-
tering system for financial institutions has successfully functioned for more than
140 years, since the National Bank Act was passed in 1863, allowing the option of
chartering banks nationally. It is important that Congress continue to recognize the
distinct roles played by state and federal regulatory agencies.

Dual chartering remains viable in the financial marketplace because of the dis-
tinct benefits provided by charter choice and due to the interaction between state
and federal regulatory agencies. This structure works effectively and creates the
confidence and stability needed for the national credit union system.

Importance of Dual Chartering

The first credit union in the United States was chartered in New Hampshire in
1909. State chartering remained the sole means for establishing credit unions for
the next 25 years, until Congress passed the Federal Credit Union Act (FCUA) in
1934.

Dual chartering allows an institution to select its primary regulator. For credit
unions, it is either the state agency that regulates state-chartered credit unions in
a particular state or the National Credit Union Administration (NCUA) that regu-
lates federal credit unions. Forty-seven states have laws that permit state-chartered
credit unions, as does the U.S. territory of Puerto Rico.

Any modernized regulatory restructuring must recognize charter choice. The fact
that laws differ for governing state and federal credit unions is positive for credit
unions and consumers. A key feature of the dual chartering system is that indi-
vidual institutions can select the charter that will benefit their members or con-
sumers the most. Credit union boards of directors and CEOs have the ability to ex-
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amine the advantages of each charter and determine which charter matches the
goals of the institution and its members.

Congress intended state and federal credit union regulators to work closely to-
gether, as delineated in the FCUA. Section 201 of the FCUA states, “. . . examina-
tions conducted by State regulatory agencies shall be utilized by the Board for such
purposes to the maximum extent feasible.”2 NCUA accepts examinations conducted
by state regulatory agencies, demonstrating the symbiotic relationship between
state and federal regulators.

Congress must continue to recognize and to affirm the distinct roles played by
state and federal regulatory agencies. The U.S. regulatory structure must enable
state credit union regulators to retain regulatory authority over state-chartered
credit unions. This system is tried and it has worked for the state credit union sys-
tem for 100 years. It has been successful because dual chartering for credit unions
provides a system of “consultation and cooperation” between state and federal regu-
lators.3 This system creates the appropriate balance of power between state and
federal credit union regulators.

A recent example of state and federal credit union examiners working together
and sharing information is the bimonthly teleconferences held since October of 2008
to discuss liquidity in the credit union system. Further, state regulators and the
NCUA meet in-person several times a year to discuss national policy issues. The in-
tent of Congress was that these regulators share information and work together and
in practice, we do work together.

Another exclusive aspect of the credit union system is that both state and federal
credit unions have access to the National Credit Union Share Insurance Fund
(NCUSIF). Federally insured credit unions capitalize this fund by depositing one
percent of their shares into the fund. This concept is unique to credit unions and
it minimizes taxpayer exposure. Any modernized regulatory system should recognize
the NCUSIF. The deposit insurance system has been funded by the credit union in-
dustry and has worked well for credit unions. We believe that credit unions should
have access to this separate and distinct deposit insurance fund. A separate federal
regulator for credit unions has also worked well and effectively since the FCUA was
passed in 1934. NASCUS and others are concerned about any proposal to consoli-
date regulators and state and federal credit union charters.

Charter choice also creates healthy competition and provides an incentive for reg-
ulators (both state and federal) to maximize efficiency in their examinations and re-
duce costs. It allows regulators to take innovative approaches to regulation while
maintaining high standards for safety and soundness.

The dual chartering system is threatened by the preemption of state laws and the
push for a more uniform regulatory system. As new challenges arise, it is critical
that the benefits of each charter are recognized. As Congress discusses regulatory
modernization, it is important that new policies do not squelch the innovation and
enhanced regulatory structure provided by the dual chartering system. As I stated
previously, dual chartering benefits consumers, provides enhanced regulation and
allows for innovation in our nation’s credit unions.

Ideally, the best of each charter should be recognized and enhanced to allow com-
petition in the marketplace. NASCUS believes dual chartering is an essential com-
ponent to the balance of power and authority in the regulatory structure. The
strength and health of the credit union system, both state and federal, rely on the
preservation of the principles of the dual chartering system.

Strengths of the State System

State-chartered credit unions make many contributions to the economic vitality of
consumers in individual states. Our current regulatory system benefits citizens and
provides consumer confidence.

To begin, one of the strengths of the state system is that states operate as the
“laboratories” of financial innovation. Many consumer protection programs were de-
signed by state legislators and state regulators to recognize choice and innovation.
The successes of state programs have been recognized at the federal level, when like
programs are introduced to benefit consumers at the federal level. It is crucial that
state legislatures maintain the primary authority to enact consumer protection stat-
utes for residents in their states and to promulgate and enforce state consumer pro-
tection regulations, without the threat of federal preemption.

We caution Congress about putting too much power in the hands of the federal
regulatory structure. Dual chartering allows power to be distributed throughout the

212 U.S. Code §1781(b)(1).
3The Consultation and Cooperation With State Credit Union Supervisors provision contained
in The Federal Credit Union Act, 12 U.S. Code §1757a(e) and 12 U.S. Code §1790d(1).
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system and it provides a system of checks and balances between state and federal
authorities. A system where the primary regulatory authority is given to the federal
government may not provide what is in the best interest of consumers.

Preserve States’ Role in Financial Regulation

The dual chartering system is predicated on the rights of states to authorize vary-
ing powers for their credit unions. NASCUS supports state authority to empower
credit unions to engage in activities under state-specific rules, deemed beneficial in
a particular state. States should continue to have the authority to create and to
maintain appropriate credit union powers in any new regulatory reform structure
debated by Congress.

However, we are cognizant that our state systems are continuously challenged by
modernization, globalization and new technologies. We believe that any regulatory
structure considered by Congress should not limit state regulatory authority and in-
novation. Preemption of state laws and the push for more uniform regulatory sys-
tems will negatively impact our nation’s financial services industry, and ultimately
consumers.

Congress should ensure that states have the authority to supervise state credit
unions and that supervision is tailored to the size, scope and complexity of the cred-
it union and the risk they may pose to their members. Further, Congress should
reaffirm state legislatures’ role as the primary authority to enact consumer protec-
tion statutes in their states.

Added consumer protections at the state level can better serve and better protect
the consumer and provide greater influence on public policy than they can at the
federal level. This has proved true with data security and mortgage lending laws,
to name a few. It is crucial that states maintain authority to pursue enforcement
actions for state-chartered credit unions. Congress’ regulatory restructuring efforts
should expand the states’ high standards of consumer protection.

Recently, Chairman Barney Frank (D, Mass.) of the House Financial Services
Committee, said, “States do a better job,” when referring to consumer protection.
NASCUS firmly believes this, too.

Comprehensive Capital Reform for Credit Unions

The third principle I want to highlight is modernizing the capital system for credit
unions. Congress should recognize capital reform as part of regulatory moderniza-
tion. Capital sustains the viability of financial institutions. It is necessary for their
survival.

NASCUS has long supported comprehensive capital reform for credit unions.
Credit unions need access to supplemental credit union capital and risk-based cap-
ital requirements; these related but distinctly different concepts are not mutually
exclusive. The current economic environment necessitates that now is the time for
capital reform for credit unions.

Access to Supplemental Capital

State credit union regulators are committed to protecting credit union safety and
soundness. Allowing credit unions access to supplemental capital would protect the
safety and soundness of the credit union system and provide a tool to use if a credit
union faces declining net worth or liquidity needs.

A simple fix to the FCUA would authorize state and federal regulators the discre-
tion, when appropriate, to allow credit unions to use supplemental capital.

NASCUS follows several guiding principles in our quest for supplemental capital
for credit unions. First, a capital instrument must preserve the not-for-profit, mu-
tual, member-owned and cooperative structure of credit unions. Next, it must pre-
serve credit unions’ tax-exempt status.4 Finally, regulatory approval would be re-
quired before a credit union could access supplemental capital. We realize that sup-
plemental capital will not be allowed for every credit union, nor would every credit
union need access to supplemental capital.

Access to supplemental capital will enhance the safety and soundness of credit
unions and provide further stability in this unpredictable market. Further, supple-
mental capital will provide an additional layer of protection to the NCUSIF thereby
maintaining credit unions’ independence from the federal government and tax-
payers.

Allowing credit unions access to supplemental capital with regulatory approval
and oversight will enhance their ability to react to market conditions, grow safely

4 State-chartered credit unions are exempt from federal income taxes under Section 501(c)(14)
of the Internal Revenue Code, which requires that (a) credit union cannot access capital stock;
(b) they are organized/operated for mutual purposes; and without profit. The NASCUS white
paper, “Alternative Capital for Credit Unions . . . Why Not?” addresses Section 501(c)(14).



107

into the future, serve their nearly 87 million members and provide further stability
for the credit union system. We feel strongly that now is the time to permit this
important change. Unlike other financial institutions, credit union access to capital
is limited to reserves and retained earnings from net income. Since net income is
not easily increased in a fast-changing environment, state regulators recommend ad-
ditional capital-raising capabilities for credit unions. Access to supplemental capital
will enable credit unions to respond proactively to changing market conditions, en-
hancing their future viability and strengthening their safety and soundness.

Supplemental capital is not new to the credit union system; several models are
already in use. Low-income credit unions are authorized to raise uninsured sec-
ondary capital. Corporate credit unions have access, too; they have both membership
capital shares and permanent capital accounts, known as paid-in capital. These
models work and could be adjusted for natural-person credit unions.

Risk-Based Capital for Credit Unions

Today, every insured depository institution, with the exception of credit unions,
uses risk-based capital requirements to build and to monitor capital levels. Risk-
based capital requirements enable financial institutions to better measure capital
adequacy and to avoid excessive risk on their balance sheets. A risk-based capital
system acknowledges the diversity and complexity between financial institutions. It
requires increased capital levels for financial institutions that choose to maintain
a more complex balance sheet, while reducing the burden of capital requirements
for institutions holding assets with lower levels or risk. This system recognizes that
a one-size-fits-all capital system does not work.

The financial community continues to refine risk-based capital measures as a log-
ical and an important part of evaluating and quantifying capital adequacy. Credit
unions are the only insured depository institutions not allowed to use risk-based
capital measures as presented in the Basel Accord of 1988 in determining required
levels or regulatory capital. A risk-based capital regime would require credit unions
to more effectively monitor risks in their balance sheets. It makes sense that credit
unions should have access to risk-based capital; it is a practical and necessary step
in addressing capital reform for credit unions.

Systemic Risk Regulation

The Committee asked for comment regarding the need for systemic risk regula-
tion. Certainly, the evolution of the financial services industry and the expansion
of risk outside of the more regulated depository financial institutions into the sec-
ondary market, investment banks and hedge funds reflect that further consideration
needs to be given to having expanded systemic risk supervision. Many suggest that
the Federal Reserve System due to its structural role in the financial services indus-
try might be well suited to be assigned an expanded role in this area.

The Role of Proper Risk Management

During this period of economic disruption, Congress should consider regulatory re-
structuring and also areas where risk management procedures might need to be
strengthened or revised to enhance systemic, concentration and credit risk in the
financial services industry.

Congress needs to address the reliance on credit rating agencies and credit en-
hancement features in the securitization of mortgage-backed securities in the sec-
ondary market.

These features were used to enhance the marketability of securities backed by
subprime mortgages. Reliance on more comprehensive structural analysis of such
securities and expanded stress testing would have provided more accurate and
transparent information to market analysts and investors.

Further, there is a debate occurring about the impact of “mark-to-market” ac-
counting on the financial services industry as the secondary market for certain in-
vestment products has been adversely impacted by market forces. While this area
deserves further consideration, we urge Congress to approach this issue carefully in
order to maintain appropriate transparency and loss recognition in the financial
services industry.

Finally, consideration needs to be given to compensation practices that occurred
in the financial services industry, particularly in the secondary market for mort-
gage-backed securities. Georgia requires depository financial institutions that are in
Denovo status or subject to supervisory actions that use bonus features in their
management compensation structure not to simply pay bonuses based on production
or sales, but also to include an asset quality component. Such a feature will “claw
back” bonuses if production or sales result in excessive volumes of problematic or
nonperforming assets. If such a feature were used in the compensation structure for
the marketing of asset-backed securities, perhaps this would have been a deterrent
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to the excessive risk taking that occurred in this industry and resulted in greater
market discipline.

Conclusion

Modernizing our financial regulatory system is a continuous process, one that will
need to be fine-tuned over time. It will take careful study and foresight to ensure
a safe and sound regulatory structure that allows enhanced products and services
while ensuring consumer protections. NASCUS recognizes this is not an easy proc-
ess.

To protect state-chartered credit unions in a modernized regulatory system, we
encourage Congress to consider the following points:

e Enhancing consumer choice provides a stronger financial regulatory system;
therefore charter choice and dual chartering must be preserved.

e Preserve states’ role in financial regulation.
e Modernize the capital system for credit unions to protect safety and soundness.
e Maintain strong consumer protections, which often originate at the state level.

It is important that Congress take the needed time to scrutinize proposed finan-
cial regulatory systems.

NASCUS appreciates the opportunity to testify today and share our priorities for
a modernized credit union regulatory framework. We urge this Committee to be
watchful of federal preemption and to remember the importance of dual chartering
and charter choice in regulatory modernization. We welcome questions from Com-
mittee Members.

Thank you.
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Filene Research Institute

Progress is the constant
replacing of the best there is
with something still better!

— Edward A. Filene

Deeply embedded in the credit union tradition is an ongoing
search for better ways to understand and serve credit union
members. Open inquiry, the free flow of ideas, and debate are

essential parts of the true democratic process.

The Filene Research Institute is a 501(c)(3) not-for-profic
research organization dedicated to scientific and thoughtful
analysis about issues affecting the future of consumer finance.
Through independent research and innovation programs the
Institute examines issues vital to the future of credit unions.

Ideas grow through thoughtful and scientific analysis of top-
priority consumer, public policy, and credit union competitive
issues. Researchers are given considerable latitude in their
exploration and studies of these high-priority issues.

The Institute is governed by an Administracive Board made up
of the credit union industry’s top leaders. Research topics and
priorities are set by the Research Council, a select group of
credit union CEOs, and the Filene Research Fellows, a blue
ribbon panel of academic experts. Innovation programs are
developed in part by Filene i, an assembly of credit union
executives screened for entreprencurial competencies.

The name of the Institute honors Edward A. Filene, the “father
of the U.S. credit union movement.” Filene was an innovative
leader who relied on insightful research and analysis when

encouraging credit union development.
ging

Since its founding in 1989, the Institute has worked with over
one hundred academic institutions and published hundreds of
research studies. The entire research library is available online at

\\'\\-’W.ﬁ[t I'IC.()Igr
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Executive Summary and Commentary

By George A. Hofheimer,  Autumn is a lovely time of year where I live. The leaves are chang-
Chief Research Officer 3. mornings and evenings arc brisk, all those dam mosquitoes are

going into hibernation, and animals are preparing for winter. One
of my most enjoyable things to observe during this time of year is
the wily squirrel—in particular, squirrels that make their homes near
oak trees. These squirrels fill their mouths with acorns to the point
of overflow and then hide the tasty morsels for the lean months, The
ﬂ]uil’ﬂ:].\ “'ﬂrk hi!l'(i sUi“g IJ:{L'k .'ll'ld 1‘0]1'1 hﬂlw‘:i.'n Il'l(.'il' Uﬂll\" I-Uﬂd
source and their secret lair so that they have enough food to last the
season. | always think to myself, how many acorns do these tiny
creatures really need? The answer came to me when Bob Hoel, the
Ru(}ll]r (’flh]ls Htudy. I\ilndt'd me [I'li.h It‘pun.

For some time | could not quite determine why credit unions
needed alternative sources of capital. Academics, consultants, credit

union execu and economists will likely tell you credit unions

TS,y

are “overcapitalized.” So if credit unions have more than enough
capital, why do they need to find alternarive sources of capital?
Then my mind zipped back to those kinetic squirrels. The reason
those squirrels are cn”:cﬁng s0 many acorns is similar to why credit
unions are collecting so much capital: Each group has only one

source of sustenance. For squirrels it is the oak tree, and for credit

unions it is rerained earnings. Psychologists refer to this type of
behavior as hoarding, and while it is not a common human behav-
ior, hoarding is a common response to fear, whether fear of danger
or the simple fear of @ shartage of some good. Therefore, with alter-
native sources of capital, credit unions may be paradoxically more
efficient with their precious capiral,
With this added clarity it is now essential to tum our attention away
1-”.“'” M]LlilTC]S 50 [I'l'." we may E.'Kptl'lff II'lL‘ thn:c Ihnd.nnlcnlal ﬂ.'M'_'JTL']'I
questions of this report:
* Isitin the public interest to permit U.S credit unions greater
access w .‘l;il_'fnﬂll[\"l.’ E.'I])i'ﬂl sources?

* Can credit unions use alternative c:l}!it.ﬂ o i.'Kp:lnLl their capiral

ve ownership,

bases in a way that will not dilute their coope
values, and governance structure?

* If so, whart alternative capital mechanisms would be most appro-
priate and feasible?

1 Inlate 2007, the Filene Research Institute released & study entitied &s the (L5, Credit Unior industry Overcapitalized? An Empinical Examing-
Hian, by William E- Jackson (Il
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What Did the Researcher Discover?
Hoel reviews existing literature in the fields of credit unions, capital
formarion, and public policy and provides the following cight key
research conclusions:

* Itis in the public interest to permir credit unions greater access to
alternative capital sources.

* Federal and state laws and regulations should be amended ro
permirt credit unions to obrain alternative capirtal.

* Credit unions can expand their capital bases by using alternative
capital in ways that will not dilute their cooperative ownership,
values, and governance structure.

* Several different mechanisms for raising alternative capical are
appropriate and feasible. Some of the most promising involve
obtaining alternative capital from outside investors, and others
involve acquiring special long-term deposits from credit union
members.

* A broad menu of alternative capital options would best serve
credit unions, their members, and the general public. There is no
single method that is best for all credit unions secking alternative
capital.

* It would be appropriate for credit union regulators to review and
approve a credit union’s alternartive capiral plan and mechanisms
prior to its issuance of alternartive capital instruments.

* Though many credit unions may not wish to seck alternative
capital now, having the power ro do so would benefit them by
allowing them to conduct their business with the confidence thar,
if necessary, they could build capital in a variety of ways beyond
the slow retained-earnings approach.

= Steps should be taken promptly to repeal or reform statutes and
regulations that prohibir credit unions from obraining alternative
capital. No compelling reasons to delay were uncovered during
the course of this research.

One of the most extraordinary issues related to this topic is the
dearth of capirtal formartion rools ar the disposal of most U.S. credit
unions. Cooperatives and credit unions around the world have
figured out how to access alternative forms of capital withour dilut-
ing the core ownership structure of their organization. Additionally,
investor-owned financial services firms have seemingly unlimited
options and access to capital. This purs U.S. credit unions at a
potential disadvantage because they operate in an environment where
financial services consumers are demanding more delivery channels,
higher levels of service, and more product choices.
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Since most credit unions reading this report do not have access to
alternative sources of capital, one of the most practical things you
can do with this document is educate yourself and policymakers
about the how, why, when, and what of alternative capital issues.
This report certainly covers these issues in great detail.

Finally, as I write this executive summary, autumn is setting in, and
the squirrels, like most credit unions, are starting their planning sea-
son. This study, therefore, may be a nice springboard to discuss issues
related to credit union capital at your institution. Every so often a
report is released that presents a comprehensive look at an issue that
is critical to the future of your institution. I therefore urge you to
share (not hoard) this report with your credit union colleagues.
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Limitations on U.S. eredit union capital
formation powers raise questions about why
these financial institutions are so restricted,
and whether credit union members and the

N\ general public would be better served if U.S.
) credit unions had access to more capital
N formation options.
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Financial institutions need adequate capital to serve their patrons
and continue operating in a safe and sound manner. Because capi-

tal needs increase as financial institutions grow and enhance their
product and service offerings, new avenues for capital formation have
opened for them during the past 50 years. Enlightened government
policies on capirtal alternatives have emerged worldwide. New capital
instruments have been developed and deployed.

Legislation and regulations regarding capital for U.S. credit unions,
however, have not been updated to allow these credit unions access
to modern capital options. Their capital structures remind analysts
of balance sheets of the 1950s. Laws and regulations require most
of these member-owned, not-for-profit cooperatives to grow capital
almost exclusively via retained earnings.

Banks and thrifts in the United States and abroad enjoy much broader
authority than U.S. credit unions to pursue alternative sources of
capital. Similarly, non-U.S. credit unions and domestic and foreign
financial cooperatives have many capit:ﬂ-mising options. Production,
consumer, and other types of cooperatives throughout the developed
world can access capital markets in a wide variety of ways.

The unusual limitations on U.S. credit union capiral formarion
powers raise questions about why these financial institutions are so
restricted, and whether credit union members and the general public
would be betrer served if U.S. credit unions had access to more capi-
tal formarion options.

Capital: What Is It?

The term “capital” is frequently misunderstood. Capital is not some-
thing that is locked in a large blue fireproof box and placed in a black
vault. It is not a physical entity. Rather, it is an economic and finan-
cial construct. In its simplest form, capiral is a firm’s assets that remain
after subtracting its liabilities. In the event of financial difficulties, the
claims of owners of capital are subordinated to other claims.
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aletta illustrates a classic function of capital in a financial

institution:

A bank's capital, essentially caleulated by subtracting liabilities from
assers, is its last line of defense against collapse. A bank might have
$100 million in loans, financed by $90 million in deposits, which
are liabilities. In this case, capital would equal 10% of assets, suf-
ficient to absorb losses up to $10 million without endangering the
bank’s ability to repay deposits. (Paletta 2006, C3)

Of course, today’s financial institutions are more complex. Liabilities
include more than deposits. External deposit insurers typically have
claims in the case of collapse. Also, by contract, the claims associ-
ated with some liabilities and equity-like instruments may be deeply
subordinated to other claims. Deeply subordinated claims are called
“alternative capital” and protect the claims of depositors and others,
much like owner equity does.

Again, it is important to remember that capiral in most cases is not
physically segregated from other funds. If a financial institution
receives infusions of capiral, these new funds are commingled with
other funds and used to make loans, acquire assets, and conduct the
affairs of the institution.

Capital: An Evolving Concept

History shows that capiral in financial institutions plays a critical
role in stabilizing a nation’s economy and protecting taxpayers, who
may be required 1o bail out
failing financial institutions,
The problems of U.S. banks and
thrifts during the 1980s and
early 1990s are recent examples.

It is important to remember that capital in most cases is not

A present-day example is the subprime morrgage difficulties encoun-
tered by financial intermediaries. Because an increasingly global
economy is destined to adversely affect many employers and local
cconomies, the adequate capitalization of financial institutions has
rarely been more important.

Not surprisingly, definitions of capital have evolved as econo-

mies and financial markets have matured and evolved themselves.
Historically, capiral was narrowly defined as owner equity, which is
subordinated to the claims of almost all creditors and government
authorities. Now, however, capital typically includes long-term debt
and other financial instruments and funds thar are subordinated

to almost all claims other than these of equity owners. Terms like

“alternative capital,” “Tier 2 capital,” “supplementary capital,” and
“secondary capital” all refer to these other capital sources. For U.S.

credit unions, secondary capital and alternative capiral are broadly
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defined as “capital generated from sources other than retained earn-
ings” (Kwon and Lee 2006, 7-8).

Because banks, cooperatives, and credit unions outside the United
States can expand their capital bases through a wide variety of means,
it is not surprising that they often express amazement at the com-
paratively primitive capital structures of U.S. credit unions. Many
financial institutions that compete with U.S. credit unions are no
doubt pleased by the capiral acquisition restrictions placed on credit
unions. Less credit union capital means less competition.

Capital: A Filene Research Priority
Capital formation and credit union safety and soundness issues

have long been research priorities at the Filene Research Institute.
Scholars at leading universities and other experts have contributed
original research to six Filene publications on capital. Other Filene
reports have dealt with a wide variety of related safety and soundness
concerns.

The subsequent chaprers of this report reference these studies and
summarize many of their key findings. Readers are encouraged to
review these reports for full details on methodology and findings.

Research Purpose, Questions, and
General Methodology

This report examines alternative capital options for U.S. credit
unions and proposes methods for expanding their capiral acquisition
alternatives. It synthesizes findings from previous Filene Research
Institute reports and other sources and fills informational and
analytic gaps. It seeks credit union capital alternatives that serve the
public interest and the best interests of credit union members.

More specifically, this report explores three questions regarding the
issue of alternative capital in U.S. credit unions:

* Isitin the public interest to permit U.S. credit unions greater
access to alternative capital sources?

* Can credit unions use alternative capital to expand their capital
bases in a way that will not dilute their cooperative ownership,
values, and governance structure?

* If so, what alternative capital mechanisms would be most appro-
priate and feasible?



121

Capital serves as a cushion for credit unions,
Because of standards set by the Credit Union
Membership Access Act and the National
Credit Union Administration, credit unions
N\ are now required to have more capital than

| banks do to qualify as “well-capitalized.”
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Capirtal serves as a cushion for credit unions and other financial
institutions, allowing them to absorb operating, credit, and other
losses. It also protects deposit insurance funds, which assure deposi-
tors that all or portions of their savings will not be lost if the institu-
tion experiences major financial difficulties. Deposit insurance funds
reimburse depositors only after the financial institution’s capital has
been depleted.

Deposit Insurance

In the case of most credit unions, the Narional Credit Union Share
Insurance Fund (NCUSIF) insures total deposits (shares) of up to
$100,000 for each member of a federally chartered credit union. In
addition, retirement accounts (individual retirement accounts and
Keogh accounts) are separately insured up to $250,000 per member.

Though most state-chartered credit unions are similarly insured

by the NCUSIF, some states permit state-chartered credit unions

to carry private deposit insurance in lieu of NCUSIF coverage.
Sometimes NCUSIF- and privately insured credit unions purchase
additional nonfederal insurance to cover deposits exceeding standard
deposit insurance limits.

Credit union members, deposit insurers, and regulators share a
strong interest in building and maintaining adequate levels of
institutional capital: Members want their credit union to survive
so they can continue to receive credit union benefits, and regula-
tors and insurers want to insulate insurance funds from major
losses.

Clearly, it is in the national interest for banks and credit unions
to be adequately capiralized. Too many failures of financial insti-
tutions would destabilize the U.S. financial system. Furthermore,
the federal government promises to support seriously depleted
federal deposit insurance funds with the full faith and credit of
the United States.
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Evolution of Credit Union Capital Levels?

Until the 1970, most credit unions operated with minimal ¢

“The belief was that, as member-owned cooperatives, credit unions
should limit capital accumulation and instead emphasize the pro-
vision of attractive prices and quality services to members. Excess
retained earnings were considered by many as contrary to the credir
union’s purpose, democratic nature, and philosophy of member con-
trol, the idea being that credit unions should return as much capiral
to members as possible.

In the early 1980s, the credit union movement established the
National Credit Union Capitalization Commission to study capital
issuies facing credit unions and corporate credit unions, One key out-
put was a philosophical document declaring thar raising capiral levels
at natural-person credit unions’ is a legitimate undertaking that can
enhance long-term benefits for members, The document helped
establish the movement's view that it is not anti-cooperative to build
net worth in credit unions.

In the mid-1980s, the National Credit Union Administration
(NCUA) reinforced perceptions of 2 need 1o grow capital when

it introduced the CAMEL
approach in its regulatory
processes. (CAMEL was already
being used by some state credit

active prices and quality

union regulators.) The basic idea

is to evaluate credit unions in
"I\'C g[,'”l:r:!l arcas, |]'|l' Enl EI:I&'T\
of which spell "CAMEL." The letter "C" stands for “capial.” The
NCUA set targets in the CAMEL matrix that exceeded capital levels

possessed by credit unions at the time.

The Federal Savings and Loan Insurance Corporation (FSLIC)
crisis in the late 1980s, Lu|1p|cd with the troubles ar the Federal
Deposit Insurance Corporation (FDIC), sent warning \ign:ﬂh 1o
federal and state regulators about capital adequacy at all financial
institutions. Though credit unions experienced less financial dif-
ficulty than the bank and thrift industries, regulators became more
zealous in their examination and supervision of credit unions,

and they increased their pressure on credit unions to build capiral
(Wilcox 2005b, 2007).

2 This section draws heavily from Bill Hampel, “The Praspact of Altemative Capital,” in Menaing Creait Union Capital: Subordinated Dabt,
Uninsured Daposits, and Other Secondary Sources (Madison, Wi: Filens Ressarch Institute, 2004), 21-34,

3 Anatural-person credit union serves indiiduats and famiies directly, while 2 corporate credit unlon serves other credit unions and credit
wnion organizations.
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Figure 1 shows credit union net worth ratios from 1983 to 2006. When
the National Credit Union Capiralization Commission completed its
work in 1983, the net worth ratio in credit unions was 6.4%, compared
to previously typical ratios equal to or below 6%. The introduction

of CAMEL helped keep capital levels above 6% for the remainder of

the decade, even though credit unions were growing rapidly. Capital

soared after the

SLIC debacle for a variety of reasons, including greater

regulatory vigilance. Interestingly, the run-up in net worth ratios pre-

ceded the passage in 1998 of the Credit Union Membership Access Act
(CUMAA), which explicitly defines capital adequacy levels, Since 1989,
net worth ratios have exceeded the act's 7% requirement for a well-

capiralized credit union, and since 1995 they have exceeded 10%.

Figure I: Credit Union Net Capital to Assets—1983-2006
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CUMAA*

CUMAA imposed explicit net worth requirements on federally
insured credit unions. Also, prompt corrective action (PCA) rules for
credit unions failing to meet minimum standards were mandated.
The act defines net worth, and it does so very narrowly. It forbids the
use of alternative capiral with few exceptions.

Unlike banks, credit unions now face staturorily defined capial levels.
Bank regulators can adjust bank capital level requirements based on
their knowledge of the banking industry. Credit union regularors
cannot, because of CUMAA.
S Credir unions, with a few statu-

torily defined exceptions, are

1, and since

required by law to maintain 7%

capiral 1o qu:il'lf_\' as well L'.'Inpil.il—
ized, while banks are required
by their regulators to maintain 5%. Credit unions need 6% capital
zed, while banks need 4%. Credit
unions with less than 6% ner worth are subject to PCAs that become

to qualify as adequately capita

increasingly severe as their net worth ratio falls,

CUMAA divides credit unions into five categories: (1) standard,

(2) complex, (3) low-income, (4) new, and (5) under a net worth res-
toration plan, Standard credit unions are by far the most prevalent,
Based on their net worth ratios, CUMAA further classifies credit
unions as (1) well capitalized, (2) adequately capiralized, (3) under-

capitalized, (4) significantly undercapitalized, and (5) critically

undercapitalized.

CUMAA directs the NCUA to develop separate risk-based net
worth requirements (RBNWRs) for “complex” credit unions. As a
result, credit unions holding long-term real estate loans, business
loans, [lmg-lcrnl investments, loans sold with recourse, and |1'lg|1
allowances for loan losses may be subject to additional net worth

requirements.

Credit unions classified as serving large numbers of low-income
households are permitted to use secondary capital accounts ro meet
their net worth requirements. These accounts are structured so that
their claims are subordinate to other creditors and the NCUSIE

These instruments are discussed further in Chapeer 5.

4 This section draws extensively from James A. Wilco, Subordinated Debt for Credif Unions (Madison, WI: Fiene Research Institute, 2002), 11-16.
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New credit unions are defined as those that have been in operation
for less than 10 years and have less than $10 million (M) in assets.
NCUA rules, which are discussed in Chapter 5, make some allow-
ance for their challenges in ramping up to adequate capital levels,

Under CUMAA, credit unions thar are less than adequately capi-
talized may be placed under net worth restorarion plans to bring
them into compliance with net worth requirements. The NCUA has

discretionary power to temporarily classify special deposits as regula-

tory capital if it believes it will help the credit union eventually reach

adequate net worth levels.

Differences in Bank and Credit
Union Risk Profiles and Capital
Requirements

The substantial differences berween capital standards for banks and
credit unions cannot be justified on the basis of comparative risk
profiles. The less risky institutions (credit unions) are required to
have higher capital levels than the more risky institutions (banks).
As previously mentioned,
CUMAA requires credit unions

e _ - Credit unions classified as serving e numbers of low
to maintain a 7% capirtal ratio

income housel > permitied © f'-L'\_lZII'II.l.II'".'

to qualify as well capitalized,

accounts to meet their net wo uirements.
but bank regulators say banks

are well capitalized if they have

only a 5% ratio. Stated another way, credit unions need 40% more
capital than banks do in order to be considered well capitalized.
Economic theory suggests that credit unions rake fewer risks than
banks (Smith 1984). Because they take fewer risks, credit unions
need not hald as much capital. Supporting theoretical predictions
that credit unions have lower risk profiles than banks are many stud-
ies, including Kane and Hendershort (1996), Smith and Woodbury
(2001), Wilcox (2005b), and Wilcox (2007). The economics and
finance literature has long recognized that the combination of the

WHAT IS NET WORTH?
1

As mentioned previously, federal law reserves, appropriation for non-conforming
dictates that net worth for most credit assets (state chartered credit unions only),
unions can be created only through retain- and other reserves (appropriations of undi-
ing earnings. According to the NCUA, net vided earnings)” (2005, 12).

worth includes “undivided earnings, reguiar



unions «

the

127

profit-maximizing orientation of banks and insured deposit funding
encourages more risk taking (Kane 1989).

The U.S. Department of the Treasury defends higher required capiral
standards for credit unions. It claims that Congress determined that a
highcr t::!pi[;ﬂ ratio was appro-
priate because credit unions
cannot quickly issue capiral
stock to raise their net worth
should a financial need arise.
Instead, credit unions must rely
on retained earnings to build net worth, which necessarily takes time
(U.S. Department of the Treasury 2001, 11).

The U.S. Government Accountability Office (GAOQ) also argues
for maintaining higher capital standards for credit unions because
of their dependence on retained earnings as a source of capiral. At
tht same lin“.'. l]‘ll: (;!‘QO dl'll.'& not Hl.lppm'l Pr{)!‘(‘51|5 tw 3”0\\' Lr‘:dil

unions access to alternative capital (U.S. Government Accountability
Office 2004, 36). This is ironic, since lifting the ban on alternarive
capital would lessen credit unions’ dcpcndcm‘c on rerained earnings,

thus eliminating the need for |\'lght'r c.‘:}]'tt.l] standards.

The U.S. Department of the Treasury says Congress established a
capital level two percentage points higher for credit unions than
banks—a level recommended by Treasury—because 1% of a credit
union’s assets is dedicated to the NCUSIF and another 1% is dedi-
cated to its corporate credit union (ULS, Department of the Treasury
2001, 11).

The N
states that according to generally accepred accounting principles
(GAAP), which Congress mandated credir unions follow, the
NCUSIF d::pn.‘-it is considered an asset on credit unions’ financial
ents. The NCUA points out that the NCUSIF deposit is not

related to a credit union’s net worth from either an accounting or a

JA disagrees with Treasury’s position on capital levels. It

stare

financial risk standpoint. The GAO, however, argues that NCUSIF
deposits are not liquid and therefore are not immediately acces-

sible for credit unions to use as a capital buffer (U.S. Government
Accountability Office 2004, 36). The GAO's argumen is difficult to
reconcile with conventional notions of capital, which do not require
immediate liquidity. Priority of claims, not liquidity, is the essence of
capital.

The NCUA also says thar because not all credit unions have invest-
ments in corporate credit unions, using a one-size-fits-all approach 1o
trigger PCA supervisory actions based on the corporate-investment
assumption is inherently unfair (U.S. Government Accountability
Office 2004, 36).
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Consequences of Prohibiting
Alternative Capital in Credit Unions

There are many negative consequences to
prohibiting alternative capital by credit unions,
Credit unions could face slower recovery from
financial setbacks, limitations on growth, and
A overcapitalization.
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There are at least six negative consequences of prohibiting the acqui-
sition of alternative capital by U.S. credit unions:

* Slower recovery from financial setbacks.

* Fewer new credit unions.

e Limitations on growth and the addition of new services.
* Difficulty in achieving economies of scale.

¢ Conversion of credit unions to bank and thrift charters.

* Overcapitalization.

Slower Recovery from Financial
Setbacks

All financial institutions face some threar of potential losses. Some-
times losses are caused by uncontrollable external factors such as
natural disasters, workforce reductions at sponsor companies, and
sudden declines in local economies. Losses may also be caused by
internal failures in loan underwriting or operating systems.

Losses, of course, reduce capiral. Infusions of alternative capiral can
prevent institutional failure, shorten recovery periods, and protect
deposit insurance funds. Withour alternative capital options, credit
unions that have suffered capital losses must restore their capital
levels through the relatively slow process of retaining earnings. While
rebuilding capital to adequate levels, their capital levels are substan-
dard, and they often pose greater risk to the deposit insurer than
well-capiralized credit unions do.

Infusions of alternative capital can also accelerate the recovery
process and lessen harm to credit union members and their commu-
nities, Withour alternative capital, credit unions often find it neces-
sary to shrink assets to achieve satisfactory capital-to-asset ratios. In
addition, capital-deficient credit unions may need to boost earnings
during recovery periods by reducing deposit rates, raising loan rates,
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increasing fees, and cutting operating expenses, all of which have

negative member and community consequences.

Fewer New Credit Unions

Because net worth requirements can be satisfied only through
retained carnings, launching and growing a credit union in the
United Srates is extraordinarily difficult. In many ways, people con-
templating starting a credit union face a classic conundrum: It takes
capital to build assets, but it takes assets to build capital.

New banks are required to start with a minimum amount of capital,

which they obain by issuing stock and using other capital instru-
ments. In contrast, credit

e 2 unions cannot issue stock, and
VG o 200 -_u.\J:|||1:_'I-_L-.| |. har

they begin their existence with

3 pEr year, w |'I'.|I_' new ._['.'I_I.i| union |.EI.I['|'.'I'

e no capital. As mentioned previ-
ar—a 1421 rano.

ously, the NCUA does have spe-
cial rules for new credit unions.
New credit unions have up to five years to accumulate a net worth
of 2% of assets, and they must be adequarely capitalized ar a mini-
mum of 6% in 10 years. This is a higher hurdle than it may appear.
A new credit union typically needs 1o grow assets quickly o reach

an economically viable size. Rapid asset growth, in turn, necessitates
extraordinarily high capital growth rates if the credit union is to meet
the 2% and 6% standards.

Limitations on credit union capital creation options are bartiers to
entry. Given the differences in capital accessibility, it's not surprising
to find that very few new credit unions are formed compared with
banks. From 1996 to 2005, new commercial bank charters averaged
156 per year, while new credit union charters averaged 11 per year—
a 141 ratio, Furthermore, the majority of credit unions launched
during that period were low-income community development credit
unions, a special category of credit unions empowered to use subor-
dinated debt and other instruments to satisfy capital requirements.

Limitations on Growth and the
Addition of New Services

The growth rate of a U.S, credit union is constr.

ed by its ability 0
add capital through retained earnings. If assets grow at a rate faster
than capital grows inrernally, the net worth ratio declines. In prac-
tice, regulators view declining capital ratios as adverse trends, even if
a credit union’s net ratio remains over the 6% defined by statute as
adequate capitalization. Federal and state regulators often issue oral
and written warnings to credit unions with falling capital levels, and
they may take strong steps to ensure capital levels they perceive as
appropriate are achieved.
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Figure 2: New Charters
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Without access to external sources of capiral, a credit union may

be unable to meet the growing and evolving needs of its existing
membership. It may not be able to expand to fill the needs of the
low-income and underserved segments of its community. Capital
constraints make it more difficult to add new members and respond
to promising marketing opportunities.

Difficulty in Achieving Economies of
Scale

An inability to add capital adversely affects a credit union's expense
ratio by making it more dithcult to achieve economies associated
with a larger scale of operations. Several studies reveal an inverse rela-
tionship between a credit union’s size and its operating expense ratio.
For example, Wilcox's research for the Federal Reserve Bank of San
Francisco finds that “credit unions of all sizes likely will face growing
pressures to improve efficiency by increasing the scale of their opera-
tions, either by internal growth or by acquiring other credit unions”
(Wilcox 2005a, 3).
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Doyle and Kelly (2005) found that a credit union’s expense ratio

is best predicted using a model that incorporates five factors:

(1) deposits per member, (2) credit union size, (3) loan-to-assets ratio,
(4) average loan size, and (5) real estate loans. A lack of capital-raising
capabilities adversely affects performance in each of these areas: With-
out capital, a credit union cannot expand its deposits per member and
total asset base (1 and 2), increase the number and size of loans (3 and
4), and assist its members in obtaining loans or purchasing homes (5).

Conversion of Credit Unions to Bank
and Thrift Charters

Credit unions needing more capital than they can raise through
retained carnings may be
tempted to convert to bank or

Capital constraints make it more difficulr tc

: = - thrift charters. If there were
DETS And respond o promising markenng o
t ] I g marketing

widespread conversions of credit
unions to other charters, con-
sumer choice would be reduced. Large numbers of consumers would
no longer have nonprofit, member-owned, one-member-one-vote
options in the financial services marketplace.

Most analysts believe that meaningful consumer choice is good for
consumers in most product and service categories, including finan-
cial services. The evidence is also clear that credit unions typically
behave differently than banks in the marketplace, largely because of
their unique ownership and governance structure.

Thirty-one credit unions have converted ro thrift and bank charters
since 1998, and six are in the process of converting as of May 15,
2007 (*Conversion Update” 2007). Many more are actively consid-
ering a charter change.

The capital advantages of thrift and bank charters are frequently cited
reasons for many charter conversions, As noted previously, credit
unions must maintain a 7% capital ratio to be well capiralized, while
banks need only maintain a 5% ratio, Also, banks and thrifts can
raise |:1rgc amounts (lllt_'llpil'.ll more quickl_v l]1r0ug|l the issuance of
stock and alternative capital instruments,

Given the capital-formation limitations of credit unions, it is not
surprising that organizations specializing in converting credit union
charters regularly tout the capital advantages of thrifts and banks
ta potential clients. The following is an example of a conversion

specialist’s core marketing message regarding capital:

In addition to retaining earnings, banks have many ways to increase
regulatory capital empowering them to expand services to members
and the community, including loans, branches, employment and
deposit products. For example, Pacific Trust Federal, a former credit
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union, raised almost $65 million in rrg{rf.rlrm:}' mp:'m:‘ in a member
approved 1PO. The additional capital allows it to grow from $300
million to $2 billion, thus seeding a significant boost to the local com-
munity. As a credit union—even if other impediments were lifted—
growing to this level of service would require over a decade of retained
earnings. (“Solid Benefits & CU Handeuffs” 2003, 2)

Overcapitalization

From a macroeconomic perspective, excess capital is largely nonpro-

ductive and not in the public interest. From the perspective of credit

union members, the process of building excess capital often deprives

I]“.'n] ()’- !i"{.'l'l lJL‘“l:“[ﬁ as lU“'l:r !n:ll'l rates, hlght‘]‘ rates on Sil\'ingﬁ. .1"(.{
more or higher-quality services in the short and medium term, and

possih[\f in the long run as well.

Prohibiting capital creation alternatives creates incentives for credic
unions to seck higher capital levels than they would if alternative
f_'.'ipllt:!l l][}ti(‘ﬂs were (]Pl.']'l w [hfn]. .““.' ﬁ:"“‘)“'il‘lg L'x:lmi'}li.‘ i"l[ﬁfr;lll.'ﬁ
the rational component of the tendency to overcapitalize when

options are restricted:

credit unions in similar economic environments

* Two identi
need abour the same amount of base capital to operate in a safe
and sound manner. In addi-
tion, both need safety capital
to cover unplanned events.
Some of these unplanned

; . credir union ct
events—like unanticipated

thrifts and banks

membership and asser
?.r(}\'-'[]'] hpl]rl.\—ﬂn.' ]ikc]l\ o
be beneficial in the long run. Some events—like unanticipated
operating losses—will be detrimental. Whether these events are
positive or negative, they will reduce the credit unions’ capital
ratios, possibly below legally required levels.

* Ifboth credit unions operate rationally, have the same knowledge,
and have equal access ro capiral, they will carry identical amounts of
safety capital. However, if one credit union can obtain new capital
{]n[_\' (hr{)llgll "-‘“!il'l‘:\i L'-"mi“g.\ '.lnd tl“: ()I]]L‘r h'.'Lﬁ m'.“l‘\’ l:lstt‘r Jllcf'

natives, the former should carry more safety capital than the latter.

Growing rerained earnings is a relatively slow method of replenishing
basic and S;{}IL‘I)’ capital compared ro alternatives used by banks and
cooperatives, Carrying more safety capital in credit unions is rational,

but only up to a certain level of capital.

Behavioral Distortions
Rational behavior, however, does not fully explain the overcapi-

ralization tendencies of credit unions luuking access to alternative

it unions, it

in convertin
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capital sources, Credit unions often seck an additional amount of

excess capiral.

The fields of behavioral economics and organizational pn}'chufuﬁv

pru\"u]c insights into this tendency ro increase safety capital beyond

rationally defensible levels. Researchers find thar decision makers

!‘I.'IL'L‘ maore il'l'lp!]rl.'l[l!_'t_' on P!![I.'I'Ili-i! ]l!ﬁﬁt‘.\ |h:ll'l [I]{f\" dl’.l on !_"'.{11151 ]!'I
!_‘t'lll_'f.l!. we IL'IILI Lo fIL'L'l worse :ll}t!lll a ll).\) 1|I-'II'I we [IL'L'E g(ll.}lj .ll\[ILll a

win. The disurility of alossi

ronger than the urility of a win” (Holt
and Charness 2003, 23), (-:c:nsrannl:]_\', we expect U.S, credit unions
1o hold even more safety capital than is necessary after adjusting for

their |1ig|l|.}' constrained c:lpir.ﬂ access options.

In addition, incentive systems shape behavior. Credit union regula-
tors, boards of directors, and executives operate in systems with
penalties and rewards thar discourage risk taking (including, in many

instances,

carefully calculated, rational risk taking) and contribute o
the overcapitalization problem:

s Regulators. Their internal accountability and reward systems incent
them to emphasize risk minimization over fully rational risk man-
agement. Examiners are not promoted or otherwise rewarded if

credit unions under their warch fail or founder. Therefore, it is not

surprising that they tend to be overly vigilant, even in the best of
times. They predictably encourage credit union actions thar result

in higher capital levels than are rationally necessary.

Boards of directors. These unpaid volunteers are not rewarded for

taking chances, and they risk criticism from members, regulators,
and the community if the credit union falters. Consequently, they
favor organizational stability over maximizing member benefits,

a pursuit involving greater organizational risk. Excess capital is
perceived as stability enhancing. Economic theory's prediction
that credit unions take on less risk than banks is primarily based
on their governance structures, the primary difference between
credit unions and banks (Jackson 2003, 105).

Managers. Their job tenure depends on their ability to satisfy risk-

averse regulators and boards. Because unemployment is undesirable

most managers enjoy the reassurance thar comes from the high capi-
tal levels coveted by regulators and boards. Also, excess capital makes
managers’ jobs easier. They do not pay explicit interest on retained
carnings to members, Overall, there are few job-related penalties to

offset m:mngt:r.\" incentives to hold excess L.Ipi[:1|.

. Credit union re

.H'Ili Ic l'\'{\ [l'l.l[ L]

in mar 15[ances, can .lll.lj\' \.ll\ll].!'l { ]'.'I'I:IPl'I-'I] I

ton Pl'l.\l'r]l' m.
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In summary, the lack of capital formation options makes risk-averse
regulators, boards, and managers even more cautious and more will-
ing to pursuc irrationally high capital levels, Furthermore, behavioral
incentives preclude fully rational behavior. The general result is exces-
sively high capital levels in credit unions.

The Dangers of Overcapitalization

Excessively high capiral levels reduce the value of credit union mem-
bership, and accumulation of excessive capital by the credit union is
worth less to a member than higher savings rates, lower loan rates,
and low service fees.

Excess capital also threatens the overall stability of the U.S. credit
union system. [t is a key factor underlying recent credit union
conversions to bank and thrift charters. In addition, credit unions
with excessive capital are vulnerable to friendly and hostile takeovers
by banks and other credit unions. A recent example involves Wings
Financial Federal Credit Union and Continental Federal Credit

Union.

In 2007, Wings Financial FCU attempted ro merge with Continen-
tal FCU. Both credit unions primarily serve airline workers. After
Continental’s management and board of directors rurned down

the merger idea, Wings appealed directly to Continental members,
showing them the benefits of a merger, offering them a special $200
bonus dividend if the proposed merger took place, and asking them
to persuade the Continental board to approve the merger. Conti-
nental's leadership strongly resisted and labeled the Wings proposal a

hostile takeover attempt.

Overcapitalization makes Continental FCU a tempring merger tar-
get. At the end of 20006, it had a net worth ratio of 16.8%, compared
1o 11% ac its peers. But Continental is “loaded with even more
capital than the net worth ratio suggests: its loans are only 33% of
total assets, and its net worth to loans ratio is an incredible 50%.
Thar’s like painting a takeover bulls eye on your chest,” argues Hoel
(Rubenstein 2007, 9). The excess capital at Continental FCU made
it economically possible for Wings to promise to pay cach former
Continental member a special $200 bonus dividend.*

Are U.S. Credit Unions Overcapitalized?

Given alternative capial restrictions and behavioral theory and
research, one would expect U.S, credit union capital to exceed
necessary levels, Credit union data support this expecration. Ar the

5 After the bonus offer was made, the NCUA ruled that such a promise was (egal. Wings later abandoned its efforis to persuade Continental
members o lobby for the merger.
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end of 2006, the net capital ratio excluding loan loss allowances was
11.4% of total assets, though federal law states that a credit union is
adequately capitalized at 6%. Loan delinquencies were a mere 0.68%
of total loans, Over the past 15
years, annual loan loss provi-
sions have been only 0.28%-
0.42% of total assets, Even at
the highest annual charge-off

Data support t 1 her credit union
| t |'I-,II'|'.I: 105

rate of 0.42%, it would take the
average credit union more than 27 years to deplete capital if it did
not have positive earnings or change size. Capiral per credir union
member was a more-than-adequate $950 at the end of 2006.

Because banks can increase capial in a wide varicty of ways, one
would expect banks to have lower capital ratios than credit unions.
As shown in Figure 3, data support the general expectation of higher
credit union capital levels, even though banks have riskier asset port-
folios and higher delinquency rates than credir unions.

In a forthcoming Filene report, Jackson examines credit, interest-
rate, liquidity, and operational risks and the industry composition

Figure 3: Equity Capital as a Percentage of Total Assets
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characteristics of credit unions and banks in 1990 and 2006, His
analysis leads to the same conclusion reached by Sollenberger
(2005): The credit union
industry not only has much e 7
more capital in 2006 than it st aediblaiohs e in
did in 1990, but it also has a

lower risk profile. Jackson con-

overcapit

cludes that U.S. credit unions are overcapitalized. He recommends
major adjustments in capital requirements:

To achieve comparability, the PCA leverage requirement for credit
unions should be lower than the leverage requirement for banks

and thrifts. Based on the articles by Kane and Hendershon (1996)
and Smith and Woodbury (2001), which compare credit union risk
taking to that of banks and thrifts, I would recommend a net worth
ratio for Well-Capitalized credit unions of three-quarters to four-fifths
of that for banks and thrifis. (Jackson, forthcoming)

In summary, the evidence strongly suggests that credit unions are
indeed overcapitalized. Allowing access to additional capital sources
would lower credit union capital to more appropriate levels.

TAXATION
| —

U.S. credit unions are exempt from taxation degree the negative results of denying

of eamings. Because credit unions are prone credit unions access to alternative capital.
to building excess capital given their alterna- When a troubled credit union encoun-

tive capital imitations, they are likely to limit ters financial difficulty, it is able to replen-
or postpone member dividends, which are ish capital more quickly because future
taxed at the individual member level and earnings destined for retention are not
rate. As a result, U.S. and state treasuries diminished by taxation. Taxing credit union
receive smaller and delayed tax revenues earnings would likely exacerbate problems
from individual credit union members. created by prohibiting alternative capital

formation methods.
On the other hand, exempting credit union
earnings from taxation mitigates to some
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Capital Options in Other Financial
Institutions and Cooperatives

Cooperatives and financial institutions in the
United States and abroad enjoy a wide array of
options for obtaining alternative capital. There
are several options that may be of interest to
policymakers and others m}:sfzfering altering
U.S. policies that prohibit credit unions from
accessing alternative capital.
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U.S. Banks®

The widespread problems in the U.S. banking and thrift indus-
tries during the 1980s and early 1990s prompred many reforms in
required capitalization levels. Understandably, Congress and regula-
tors wish to prevent future financial institution catastrophes that
would adversely affect the U.S. economic system, federal deposic

insurance agencies, and local communities.

Today's bank capital requirements are not only complex, but con-
stantly evolving, and they are likely to be influenced by furure Basel
Accord standards and other capital standards established by interna-
tional bank regulators. The following material describes the general
pattern of U.S. bank capital requirements.

A bank must meet three minimum capital requirements to avoid
remedial actions, including possible closure, by regulators. Unlike
with U.S. credit unions, several asset classes are assigned weights
of less than 100% when calculating capital ratios. The three capital
requirements are;

* Aleverage ratio based on the total assets of the bank.
+ A core capital (Tier 1) ratio.
* Atotal capiral (Tier 1 plus Tier 2) ratio.

The Leverage Ratio

To qualify as adequately capitalized, a bank must hold a minimum of
3% of Tier 1 capital relative to (unweighted) total assets. Tier 1 capi-
tal includes common equity plus retained earnings, noncumulative
perpetual preferred stock, limited amounts of cumulative perpetual
preferred stock, and minority interests in the equity accounts of
consolidated subsidiaries.

6 This section draws heavily from James A. Wilcox, Subardinated Debt for Credit Unions (Madison, WI: Filene Research Institute, 2002).
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The Core Capital (Tier 1) Ratio

To qualify as adequately capitalized, a bank must hold a minimum
of 4% of Tier 1 capital relative to risk-weighted assets, As of this
writing, the asset risk-weighting system assigns each class of assets
a weight of 0%, 20%, 50%, or 100%. Cash and securities issued

by governments of most developed countries have a weight of 0%,

Claims on banks and securities issued by the U.S. government or
agencies that do not have the backing of the full faith and credit of
the United States receive a weight of 20%. Some mortgage loans,
certain asset-backed securities, and most derivative transactions
receive a weight of 50%. Typically, commercial loans receive the stan-
dard weight of 100%. Some off-balance-sheet items may be included
in the four risk categories.

The Total Capital (Tier 1 plus Tier 2) Ratio

To qualify as adequately capitalized, a bank must hold a minimum
of 8% of total capital (Tier 1 and Tier 2) relative to risk-weighted
assets. Tier 2 capital (also known as supplementary capital) may
consist of intermediate-term
and/or cumulative preferred
stock, allowances for loan losses,
hybrid instruments that com-
bine equity and debr character-

istics, unrealized gains on equity

securities, and subordinated debr. The total amount of these compo-
nents that may be counted toward Tier 2 capital cannot exceed the
amount of Tier | capital. Additional amounts of the components of
Tier 2 capital may be held, but they do nor count toward the capiral
requirement. There are other restrictions on the maximum qualifying
amounts of the different components.

Subordinated Debt as Tier 2 Capital

Subordinated debt is of special interest in this report because it shows
substantial promise as a potential alternarive capital vehicle for credic
unions, Subordinated debr is subordinated to the claims of deposi-
tors and other creditors. It helps insulate deposit insurance funds
from losses. If a bank is unable 1o pay its depositors, the deposit
insurance agency does not pay depositors until claims of subordi-
nated debr holders have been exhausted.

In the case of U.S. banks, the amount of subordinated debr plus
intermediate-term preferred stock that qualifies as Tier 2 capital can-
not exceed 50% of Tier 1 capital. In order o qualify as Tier 2 capial
at banks, subordinated debr must:

* Not contain provisions that permit holders to accelerate the pay-
ment of principal prior to maturiry.
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* Not be credit-sensitive (i.e., not make increased interest payments
in near-default situations).

* Have an original weighted average marturity of no less than five
years. Issues with a remaining maturity of between four and five
years are weighted to be counted as capital at 80% of face value,
berween three and four years ar 40%, and between one and two
years at 20%. Issues with remaining maturity of less than one year
receive a 09 weight.

Cooperatives in the United States and
Abroad’

Non-credit-union cooperatives have discovered many ways to expand
their capital bases without abandoning their essential cooperative
nature, Like credit unions, they
need to gather sufficient capital
to serve lh(.']f "‘Cn]hcrﬁ \Vi.']l.

extend services to new members,

expand their menu of services,

and achieve economies of scale.
Also, they wish to operate in a safe and sound manner. Unlike their
U.S. credit union siblings, they are not compelled to rely solely on

retained earnings as a source of capital.

U.S. Cooperatives

Founded mainly in the early part of the twentieth century in the
United States, traditional cooperatives, often in the agricultural
arena, were financed with modest stock purchases by their initial
members. The purchase of a single voting share was typical. New
members in traditional cooperatives made minimal contributions to
capital as a condition of membership.

Traditional stock cooperatives can expand capital by retaining earn-
ings from three sources:

* Nommember business. These carnings are retained as permanent
capital and are called unallocated equity capital, reserves, or sur-

plus on cooperative balance sheets.

Member business (allocated). Earnings from member business may
be retained by the cooperatives and equiry shares distributed ro
members, Legally for federal income tax purposes, at least 20%
of earnings must be paid in cash, while the other 80% may be
retained by the cooperative for working capiral. These retained
carnings are allocated to a specific member who has rights to

7 The material in this section draws heavily from Michaei L. Cook and Fabia R. Chaddad, Capital Acquisifion in Morth American and European
Coaperatives (Madison, Wi: Flene Research Institute, 2006).
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their proceeds when the shares are redeemed ar the discretion of
the board of directors. Redemption practices vary greatly among
cooperatives.

* Member business (unallocated). Eanings from member busi-
ness may become part of permanent capital and not allocated or
redeemable by individual members.

Nonstock cooperatives typically accumulate capital through a system
of per-unit retained funds called “retains.” Under these systems, a
cooperative (e.g., an agricultural producer cooperative) retains a
specified portion of the value of each member's deliveries with the
expectation that the retained funds will be returned to the member
within a few years. Thus, the retains become a form of capiral.

“New generation cooperatives” represent a major change in how
cooperatives create capital, These cooperatives conducr capital drives
that often generate sufficient equity capital to justify bank loans for
multimillion-dollar facilities. The typical goal is to pay high cash
returns o members on their investments in the cooperative. Capital
investments in new generation cooperatives are redeemed rapidly
compared to those in traditional stock cooperatives.

The equity shares in stock cooperatives and the per-unit retains
(often described as debt) in nonstock organizations are righttully
considered to be capital. First,
they are usually subordinated 1o
all other financial obligations of
the cooperative. Second, they
are relatively permanent and
cannot fee quickly in times of
economic crisis. Though they may be partially redeemable, bylaws
typically allow redemptions only with the approval of the board of
directors.

Democratic control continues even though capital structures have
evolved. Most cooperarives still operate on a one-member—one-vore
basis. Proportional voting arrangements, however, are used by some.
Proportional voting schemes are increasingly tied to patronage or
weighted combinations of patronage and equity holdings. Coopera-
tives using proportional voting typically limit the percentage of total
votes that can be cast by a single member.

European Cooperatives

As in the United States, the European cooperative is a local coopera-
tive founded on principles of member ownership, member benefit,
and member control. Important sources of funding, historically, were
nonallocated patronage equity and bank debr, often obtained from
cooperative lending institutions.
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Over time, it proved advantageous for local European cooperatives to
form regional associations and ultimarely national federations, gener-
ally along a single crop or service line. These larger organizations
permirtted gains from economies of scale, and they provided greater
access to capital. The frequent result is an interlinked, mulritiered
(local, district, regional, and national) cooperative structure.

An important capital development tool has been the introduction of
PLCs, limited liability companies that are wholly or partially owned
by individual cooperatives or groups of cooperatives. PLCs become
operational arms of the cooperatives. While the PLC may be called a
cooperative by the general public, it is really an investor-based entiry
owned by a cooperative.

The ownership by cooperative associations of these investor-owned
holding companies creates a range of possibilities for equity invest-
ment in cooperatively owned operations. Because a PLC is an
investor-owned entity, nonmembers can invest in and receive
investment returns from the PLC withour violating the cooperative
character of the association.

Some differences exist berween the other financial instruments used
by European cooperatives and those used in the United Stares. How-
ever, most European instruments would be readily recognized by
accounting specialists from U.S. cooperatives.

Trends in Capital Formation Tools for Cooperatives

In general, cooperatives in developed nations are expanding their
options for capital formartion. Sometimes these expansions require
new laws, and sometimes they do not. Following are some examples
of recent trends in capital formation.

* Srategic alliances. In this nontraditional financial model, the
cooperative has the option of forming strategic alliances with
partners to acquire permanent equity capital from nonmember
sources. For example, Dairy Farmers of America (DFA), the larg-
est ULS. dairy cooperative, established a holding company struc-
ture to govern strategic alliances in downstream businesses in the
milk supply chain. As much as 30% of the milk volume handled
by DFA is marked and processed by strategic alliances.

*  Trust companies. In this model, the cooperative establishes a
separate nonoperating trust company solely for the purpose of
acquiring risk capital from nonmember sources, particularly insti-
tutional investors. Diamond of California is a marketing coopera-
tive owned by 2,000 walnut growers. It recently acquired capital
through its Diamond Walnut Capital Trust. The actual financing
instrument is a 12-year, fixed-dividend, nonvoting preferred stock
of the trust.
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* Preferred stock. CoBank, a Denver-based cooperative bank, com-
pleted the private placement of $300M of its cumulative pre-
ferred stock. The preferred stock does not carry voting rights in
the cooperative. It is a fixed-dividend, nonredeemable instrument.

* Nonvoting common stock and investor participation shares. In many
countries, including Canada, France, the United Kingdom, and
Australia, nonmembers are allowed ro invest in cooperative asso-
ciations and receive nonfixed dividends. However, these models
do not grant nonmembers voring rights.

Non-U.S. Credit Unions and
Cooperative Credit Associations

Credit cooperatives, including credit unions, in most developed
nations enjoy a broader array of capital formation options than U.S.

credit unions do. Typic.l[]y they must s isf).' Basel Accord require-

ments. Many operate subsidiaries that bring capital to support the
cooperative’s mission and do so without impacting the cooperative’s
capiral position stated on its balance sheet.

Basel Accords

The Basel I and Basel Il agreements, reached in 1988 and 2004 by
central bankers, establish minimum capital standards for financial
institutions. They have been endorsed and fully or partially imple-
mented by G10 countries and more than 100 other nations.

The Basel agreements generally define Tier 1 and Tier 2 capital,
and they recommend appropriate amounts of capital in relation
to risk-weighted assets. Because of variations in the legal frame-
works across nations, each
L : country’s regulator has some
Ic |.l|| umons, in r ’ . o
discretion regarding how dif-
fering financial instruments
may count in the capiral

adequacy calculation.

N{(]S[ (.'l‘.‘l'llr.l| hﬂnks :lﬂd r‘:gll]‘"(".\' r"]lﬂ“' l}".' “Rnk ()i- [“[L’r“:l[i{.“'lﬂi
Settlements” guidelines in setting asset risk weights. Assets like cash
and coins usually have zero risk weightings, unsecured loans have a
risk weight of 100%, and most types of secured loans are weighted
somewhere in berween.

Tier | capiral is the core measure of a financial institution’s financial
strength because it is relatively permanent and reliable. Examples of
Tier 1 capital are common stock, retained earnings, and preferred

stock that is irredeemable and noncumulative.

Tier 2 capital is less permanent and reliable than Tier 1 capiral.
However, it cannot be withdrawn quickly if the financial institution
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experiences financial sertbacks or fails. Furthermore, it is subordinarted
to almost all other claims on assets and earnings. Subordinated debr
is a popular form of Tier 2 capirtal. It is debt that is not redeemable
over a usually lengthy ser term, and it can be repaid only after other
claims, including those of ordinary depositors, are paid in full. Other
examples of Tier 2 capital are hybrid financial instruments combin-
ing some characreristics of both sharcholder equiry and debt.

Membership Restrictions and Capital Opportunities®
Unlike U.S. credit unions, most credit cooperatives are not con-
strained by requirements limiting membership to people who share a
common bond of geography, employment, or association. European
credit cooperatives, for example, are permitted to attract capital and
deposits from members outside their targer markert, thus enabling
wealthy urban dwellers to sometimes invest funds in less affluent
rural areas.

Retention of Earnings

As in U.S credit unions, retention of earnings is the primary way

to build capital. Foreign credit cooperatives obtain capital inicially
from individuals who deposit money in a share account and become
cooperative members. Because funds on deposit can be withdrawn
upon the demand of the member, cooperartives seek ro build capiral
through retained earnings, which are more permanent.

Trust-Preferred Securities

Trust-preferred securities have become a popular method of secur-
ing additional capital from nonmembers. Rabobank, a large credirt
cooperative based in the Netherlands, has issued Class B Preferred
stock since 1999 ro truses that then issue trust-preferred securities to
outside, nonmember investors. Ourside investors obtain a fixed rate
of return indexed ro government bond rates. They are nor allowed
to convert their securities into regular Rabobank shares. Only the
trust—which Rabobank controls—can convert its preferred stock
shares into regular shares. Rabobank sells trust-preferred securities to
U.S. investors through a trust it formed in Delaware.

PLCs

PLCs, which were described previously in the context of all coopera-
tives, have become another key method for building capital at creditc
cooperatives. PLCs are limired liability companies thar are wholly
or partially owned by individual cooperatives or groups of coopera-
tives. PLCs owned by credit cooperatives may provide services such

8 The remaining parts of this section draw heavily from Cook and Chaddad (2006).



AUSTRALIAN CREDIT UNIONS: A CASE STUDY IN RAISING ALTERNATIVE CAPITAL
1

Australian credit unions provide a recent
example of how credit cooperatives can
attract Tier 1 and Tier 2 capital from inves-
tors. In 2006, 21 Australian credit unions
collaborated to obtain a total of AS100
million (US$85M) in capital from outside
investors. Half the total raised was for

Tier 1 capital at 20 credit unions, and half
was for Tier 2 capital at 21 credit unions.
Funds obtained through this effort qualify
as Tier 1 and Tier 2 capital under the guide-
lines of the Australian Prudential Regulation
Authority.

By working together, marketing and overall
funding costs were more favorable. CUNA
Mutual, the leading credit union insurer in
the United States with extensive Australian
credit union business, and ABN-AMRO, a
global financial conglomerate based in the
Netherlands, played key roles in coordinat-
ing, structuring, and placing the offering.

The transaction involved creating two
special-purpose vehicles: a Tier 1 trust and
a Tier 2 special-purpose issuer (SPI). The
Tier 1 instruments sold to investors are
perpetual, noncumulative, and subordinate
to almost all other claims including those
of depositors, thereby satisfying key Tier 1

Basel requirermnents. The Tier 1 instruments
have a floating dividend rate. Credit unions
can call the instruments after 10 years. If
they choose not to, there is a 100 basis
point step-up in the rate paid to investors.

The Tier 2 instruments provide capital that
is less permanent than the Tier 1 instru-
ments. They are subordinated debt notes
with a 10-year term and floating rates. They
are not callable by the credit union for at
least five years.

To facliitate placement of these Tier 2
subordinated debt instruments at favorable
rates, the SPI issued notes in three classes
(tranches) that were rated by Standard and
Poors: $33.5M (AAA) senior notes, $10M
(BBB) mezzanine notes, and $6.5M (BB)
junior notes.

Each credit union received Tier 1 and

Tier 2 capital as an individual entity. Each

is separately responsible for meeting its
obligations to the investors. There is no
cross default among the Tier 1 instruments
issued by the different credit unions. Simi-
larly, thera is no cross default among the
Tier 2 instruments issued by different credit

unions.”

9 Based on information obtained from Standard and Poors (2006), ABN-AMRD, the CUNA Mutual Group, and Australian credit unions.
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as aggregated investing and clearing services to the cooperative,
members, or outside customers. Sometimes they invest in activities
beyond the traditional scope of the credit cooperative. For example,
Rabobank has expanded internationally to acquire organizations in
the United States and other countries well beyond the direct interests

of their owners in Dutch communities.

The Irish Model
The so-called Irish model refers to a general method developed
by Irish credit cooperatives to expand their capital bases In this
approach, assets of the coop-
erative are transferred to an

) i side the United St: ) issue
investor-owned firm in exchange

subordinated debt to obtain capital from 1al investors

for the cooperative receiving : e i :
P ° without diluting the share ownership rights of members.

all stock, a minority portion of
which is then sold on the Dub-
lin and London stock exchanges to outside investors. Through this
model, the cooperative retains control over the assets by holding the
majority of stock outstanding, but it can access capital from ouside,
nonmember investors.

Subordinated Debt

Credit cooperatives outside the United States also issue subordinated
debt to obtain capital from external investors without diluting the
share ownership rights of members. Subordinated debt programs
vary widely. In some cases, investors in these debt instruments reccive
returns based on a percentage of the cooperative's earnings. In other
cases, investors receive a defined return. In both general cases the
claims of the securities holders are subordinated to virtually all claims
by other creditors and depositors.
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Special Situations Where Alternative Capital
Is Permitted for U.S. Credit Unions

Though laws and regulations do not permit
most U.S. credit unions to use alternative
capital, there are three significant exceptions:
low-income credit unions, some state-chartered
credit unions with private deposit insurance,
and corporate credit unions that were created
to serve other credit unions.
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Low-Income Credit Unions

As Congress has repeatedly recognized, access to capital is essential
but exceptionally difficult for credit unions that primarily serve low-
income households. These credit unions tend to have low deposit
and loan balances, relatively high operating costs, and above-average
vulnerability to loan losses (National Federation of Community
Development Credit Unions 2007, 5).

In 1970, Congtess granted federally insured low-income credit
unions (LICUs) the right to accept nonmember uninsured deposits.
Later regulations began to permit these deposits to be considered a

form of capital.

CUMAA explicitly allows secondary (alternative) capital to be
included in net worth calculations at federally insured LICUs. It
states that for LICUs, net worth
“includes secondary capital
accounts that are—(i) unin-

sured and (ii) subordinate to all

other claims against the credit
union, including the claims of
creditors, shareholders, and the [National Credit Union Share Insur-
ance] Fund” (National Credit Union Administration 2007, Section

1790d).

A secondary capital account at a LICU is deeply subordinated debr.
It fully counts as net worth when its matwrity exceeds five years. Each
year after its maturity drops below five years, 20% becomes general
debr for the credit union and is no longer counted as net worth
capital,

Usage and Defaults

In March 2007, only 47 of the 1,061 credit unions officially desig-
nated as LICUs had outstanding secondary capital. Total secondary
capital reported was $27.6M, with secondary capital at individual
credit unions ranging from $3,000 o $9M.
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Since 1997, the National Federation of Community Development
Credit Unions (NFCIDCU) has helped its member credit unions
obtain $9M of secondary capital, largely from philanthropic orga-
nizations. Secondary capital losses occurred in seven credit unions,
with total losses approximating $1M. Six of the defaulting credit
unions are no longer in business. Given the challenges of serving
low-income areas, it is not surprising thar secondary capital losses are

high (NFCDCU 2007).

The NFCDCU finds secondary capiral especially valuable for fast-
growing, high-performing LICUs that otherwise could not grow
withourt running afoul of regulators and prompting PCA. Second-
ary capital has also proved important for other LICUS, including
some long-established minority church-based credit unions that had

below-par capital ratios (NFCDCU 2007, 6).

Alternative Capital Caps

The NCUA generally restricts nonmember deposits in a LICU to a
maximum of 20% of total deposits. This so-called 20% rule is con-
troversial. The NFCIDCU argues that the restrictions are no longer
necessary and burdensome:

As in the past, LICUs are obliged to prepare business plans and
request special permission to accept non-member deposits in excess of
their (20%) quota, even if these funds are low-cost or interest free.
Some examiners continue to pressure LICUs to return to investors
deposits that they already hold, and that could be used to earn incom
for the credit unions. In any case, those credit unions that are most
successfil in raising philanthropic, CRA, or other social investrments
must still incur unnecessary paperwork burdens, petitioning NCUA
regional directors for relief. (NFCDCU 2007, 6)

State-Chartered Credit Unions

Federal law restricting capital exclusively to net worth applies to all
federally insured, natural person credit unions. All federal credit
unions must have federal insurance on deposits. In addition, most
state-chartered credit unions are federally insured. If they wish, state.
may permit their non-federally-insured credit unions to use alterna-
tive capital. Some states now count membership shares as capital.

Though the number of state-chartered credit unions is large, the
number of privately insured credit unions is small. As of March
2007, 3,146 state-chartered credit unions make up 37% of the total
credit union population of 8,592 credit unions, and they account fo
$326 billion (B), or 43%, of the movement’s $751B in assets.

Twenty-nine states, according to the Credit Union National Asso-
ciation (CUNA), make some provision a]lowing privare deposi[
insurance. In addition, regulator approval is often required, and
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some regulators have been reluctant to approve private insurance.
Sometimes the credit union’s membership must also vote to approve
private deposit insurance.

CUNA reports that as of March 2007, there are 174 non-federally-
insured credit unions with total assets just under $17B. Relative to
the size of the U.S. credit union movement, the number of non-
LICUs eligible for secondary capiral is small.

If the number of state-chartered credit unions eligible for alternative
capital is to increase, federal laws prohibiting alternarive capiral at
federally insured credit unions need to be repealed or modified.

State Calls for Alternative Capital Reform

The National Association of State Credit Union Supervisors
(NASCUS) is the prnﬁ:sxir)n:ﬂ association for state credit union
supervisors (regulators). Its past chairman, Jerrie J. Lattimore, who
also serves as North Carolina’s chief credit union regularor, testified
before Congress on March 27, 2003, about the value of permirtting
alternative capiral. The following is from her testimony:

As a regulator, it makes no business sense to deny credit unions the
use of other forms of capital that improve their safety and soundness.
We should take every financially feasible step to strengthen the capital
base of this nations credit union system.

Lattimore pointed out that denying access to alternarive capiral (1)
constricts credit union membership service and growth, and (2)
encourages and sometimes forces credir unions to convert to non-
credit-union charters (Lattimore 2003).

A NASCUS task force reexamined the alternative capital issue and
various models for structuring capital in 2005. Its conclusion was
unequivocal:

Figure 4: Privately Insured Credit Unions, March 2007

Number of

| Alabama | 3 $599
| catifornia I 18 I $7,113
| tdaho | 19 $160
| Hiinois | 35 $3,086
| Indiana | 17 $1,340
| marytand | | s98
Nevada | 8 [ $2,479
New Hamnsﬁim ! 1 | <51
Ohio [ 70 | 1,878
| Total | 174 | $16,753

Source: CUNA



NASCUS firmly believes that credit unions should have access ro

alternative capital and that it can be done in a safe and sound man-
ner. (Alternative Capital for Credit Unions 2005, 10)

It continues to be a priority for NASCUS to study and advocate

capital reform for credit unions with the ultimate goal of expanding
the definition of net worth for credit unions to include alternarive

capital.

EXAMPLES: TWO START-UF, STATE-CHARTERED CREDIT UNIONS
L ]

ABBOTT LABORATORIES
EMPLOYEES CREDIT UNION

Abbott Laboratories Employees Cradit
Union (ALEC), a state-chartered, privately
insured credit union based in llinois, was
founded in 1989 with the assistance of the
Abbott Laboratories company. The firm
wanted its employees to have the “fringe
benefit” of credit union access. Abbott
provided initial capitalization by making an
uninsured “redeemable capital contribu-
tion" of $6M. The agreement between
Abbott and ALEC did not specify a maturity
date, though Abbott expected to be repaid
eventually. The contribution was interest-
free to the credit union. It was fully at risk
and subordinate to claims of depositors
and other creditors.

State of llinois regulators approved the
capital contribution plan and chartered
the credit union. American Share Insur-
ance (ASl), a nongovernment credit
union deposit insurer, also approved the
redeemable capital contribution arrange-
ment. Both treated Abbott's contribution
as capital, though all parties were aware
that the contribution was not intended to
be permanent.

ALEC is thriving. Three years after its
founding, it elected to repay the S6M in
full. Today ALEC has $430M In assets and
more than S300M in loans. It regularly
receives a CAMEL 1 rating by regulators.

A SECOND CREDIT UNION

About the same time ALEC was founded,
another credit union was launched, but

its fate was far different. A sponsoring
employer provided uninsured capital and
also covered the credit union's operating
expenses during the start-up period. The
credit union suffered large loan losses and
failed after a couple of years. The sponsor
lost its $250,000 capital contribution plus
the operating expenses.

The credit union may have failed, but
alternative capital properly played its
loss-mitigating role, as it must when credit
unions and other financial institutions
experience financial difficulties. Claims on
alternative capital were subordinate to
claims by depositors, the deposit insurer,
and other claimants. The deposit insurer
was protected from substantial loss by
the credit union's alternative capital. (The
name of the credit union has been withheld
at the request of the interviewees.)
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Exemption from Federal Income Taxes

Not surprisingly, credit unions wish to maintain their exemption
from federal income taxes, The U.S. Code exempts “credit unions
without capital stock arganized and operated for mutual purposes
and without profit.” Federally chartered credit unions are exempt
from income taxation under U.S. Internal Revenue Code, Sec-

tion 501 because they are federal instrumentalities. State-chartered
credit unions are exempted from federal income tax under the Code’s
Section 501(c)(14)(A).

IF state law permits, a state-chartered credit union that is not feder-

ally insured can have capital options that are not afforded to federally
chartered or insured credit unions while continuing 1o be exempt from
federal income taxes. It may issue subordinated debr or similar instru-
ments if the instrument is not deemed to be “capiral stock” and the
credit union continues to operate “for mutual purposes without profir.”

Following the Code’s requirement, the Internal Revenue Service
(IRS) often uses a three-pronged test for determining tax exemption.
Under one of those prongs, a credit union is barred from issuing
capital stock if it wishes to be tax exempr. However, neither the

EXAMPLE: ALTERNATIVE CAPITAL AT AN ESTABLISHED CREDIT UNION
|

STATE EMPLOYEES' CREDIT UNION
OF NORTH CAROLINA

ees’ Credit Union to fail to comply with
government capital standards.
State Employees’ Credit Union of North

Caralina, a state-chartered, federally
insured credit union, entered into an
“gquity shares investment agreement” on
June 30, 2001, and received a SIM infu-
sion of alternative capital, The investment
Is not insured by the NCUSIF or any other
deposit-insuring entity, The agreement
calls for the credit union to pay to the
investor a premium rate equivalent to Fed-
eral Home Loan Bank of Atlanta’s quarterly
dividend. In exchange, the investor agrees
that it cannot redeem its shares without at
least five years' notice, and then only if the
redemption would not cause State Employ-

Holders of the equity shares have no voting
rights, and the dividend is not guaranteed.
Furthermore, the shares are subordinate
to all other claims, including those of the
NCUSIF.

The credit union received an outside audit
opinion stating that the equity shares
satisfy GAAP capital standards. The state
regulator is comfortable with the arrange-
ment and with the conclusion that the
shares qualify as capital. However, CUMAA
does not allow the equity shares to satisfy
minimum capital standards applicable to
federally insured credit unions.
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Internal Revenue Code nor IRS regulations define capital stock for
the purpose of judging a credit union’s tax exemption status. The
relatively few published court opinions on the subject suggest thar
the absence of some features make an instrument less like stock and
more like debr. Typical stock features are voting rights, distriburions
at the discretion of the issuer, appreciation in the instrument’s value
in accordance with the issuer’s profitability, and participation in the
residual interests of the issuer at the time of liquidation. Debt instru-
ments, in contrast, usually include repayment of the face amount ata
certain maturity date and a fixed or variable return not tied to issuer

profitability (Alternative Capiral for Credit Unions 2005, 4).

In the case of State Employees’ Credit Union of North Carolina,
discussed in the sidebar, the IRS issued a private letter ruling that

the equity shares did not disqualify the credit union from its federal
income tax exemption (Alternative Capital for Credit Unions 2005, 7).

Corporate Credit Unions

Corporate credit unions are special credit unions that serve other credit
unions rather than natural persons. Corporate credit unions enjoy a
broader definition of capital and are specifically exempred from the
Federal Credit Union Act’s requirement that only retained earnings
can count as net worth. As stated in NCUAS Rule 704.2, capital is the
“sum of a corporate credit union’s retained earnings, paid-in capital,
and membership capital.” A minimum capital ratio of 4% is required.

Rule 704.3 further clarifies paid-in capital and membership capiral:

* Member paid-in capital. Paid-in capital accounts are callable at
the option of the corporate credit union and only if the corpo-
rate credit union meets its minimum level of required capital
and other requirements. In the event of liquidation of the eredit

DO THESE ALTERNATIVE CAPITAL PROGRAMS WORK?
1 —

Alternative capital has enabled low-
income, state-chartered with private
insurance, and corporate credit unions
to serve more members, expand their
operations, and offer additional services.
It has increased their capacity to weather
economic fluctuations. It has enhanced
their capital bases, which protect deposi-

tors and deposit insurance funds from
losses. All available literature reviewed

and personal interviews conducted during
the course of this research indicate that
alternative capital, when permitted in credit
unions, has performed its primary eco-
nomic functions well.
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union, paid-in capital is payable only after satisfaction of all
liabilities and claims including uninsured deposits and obligations
to NCUSIF and membership capital holders.

» Membership capital. These funds may be in the form of a term
certificate or an adjusted balance account. These funds can be
withdrawn by depositors with a minimum notice of three years.
In the event of liquidation of the corporate credit union, mem-
bership capital is payable only after satisfaction of all liabilities
and claims excluding paid-in capital. (NCUA 2006)

Member paid-in capital and membership capirtal are forms of alter-
native capital in the context of this report. These instruments help
ensure a healthy corporate credit union system and constitute 63%
of total corporate credit union capiral.

Figure 5: Sources of Capital—Corporate Credit Unions,
March 31, 2007

Capital Percent of Total

Retained earnings | $2,876,517,851 37.02 |
| Paid-in capital $803,504,005 10.34 |
Membership capital | $4,089,790461 5264 |
| Total capital | s760810317 | 100.00 |

Source: The Association of Corporate Credit Unbons.
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Proposals for Expanding
Alternative Capital Options

There are many potential sources of
alternative capital for credit unions, including
credit union members, outside investors, and
other credit unions willing to loan their excess
capital.
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Uninsured Deposits by Credit Union
Members

Like other cooperatives, credit unions could obtain alternative capital
directly from their members in the form of uninsured deposits,
sometimes called member investment shares. The deposits would
have long maturities so the funds could not flee quickly if the credit
union encountered financial difficulties. Being uninsured, these
deposits would, of course, be subordinate to the claims of depositors
in insured accounts and those of the deposit insurer. To compensate
members for accepting greater risk, the credit union would offer
higher interest rates on these uninsured accounts.

Member Knowledge and Interest in Uninsured
Certificates of Deposit™®

Credit union members vary grealy in their knowledge about deposit
insurance. Lee and Kelly found that 77% of the credit union mem-
bers participating in their study had heard about federal deposit
insurance, but only a little more than half of those who had heard

of it claimed they completely understood it. Among all respondents,
23% said they didn't understand it, 36% indicated limited knowl-
edge, and 41% said they completely understood it.

To determine consumer interest in acquiring uninsured depository
products, Lee and Kelly provided four groups of credit union mem-
bers with information about a new uninsured certificate of deposic
(CD). Each group received basic information about the product, and
three of the four groups received additional information:

+ Group A received only basic product information.

* Group B received basic product information plus the interest rate
translated into dollar amounts.

10 This section reparts findings from Jinknok Lee and William A Kelly Jr., Uinsured Accounts: An Assessment of Member inferest (Madison,

W: Filene Research nstitute, 2003).
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+ Group C received basic product information plus NCUA infor-
mation about the rate of credit union failures causing a loss to the
federal deposit insurance fund (0.0017%).

* Group D received basic information plus the additional informa-
tion given to both Group B and Group C.

The addition of information boosted member interest in uninsured
CDs. Members in Group A received only basic product information,
and they were the least interested. Group D members received the
most information, and they were the most interested.

Interest in uninsured deposit products soared when members were
given a choice of what proportion of funds they would allocate to
insured and uninsured accounts. The likelihood of purchasing an
uninsured CD and the proportion of $10,000 that members wanted
to place in this certificate were highest in Group D, whose members

received the most information.

Members participating in the Lee-Kelly study who were generally
more knowledgeable about savings and investment products were
more likely to respond favorably to the uninsured CD than members
“"I'Ilj h‘llj |L'HS kllnwltlj!_“c. r\EM‘I, Thcs‘.' !“Cn]'.‘i:l'.'i “'hn were g:“i:fﬂ“}"
knowledgeable about savings and investment products were more
likely to view the uninsured CD more favorably when they were
given information about credit union failure rates and when the

interest rate was [rilﬂ&[.llt'i! Il]'![(l dtl][.lfs.

The Design of Uninsured CDs"
Bui]ding on klm\\.‘inlgr_‘ obtained in the Lee-Kelly study of mem-

|JL'I' interest in lJI'IIlI]th'Ed accounts, K\\u‘l}l\ lllli.l I..Ct' L'(I['Idlil_'[L‘i] [IHCL‘

Figure 6: Indicators of Member Interest in an Uninsured CD

0f $10,000 total
deposit, percent
depositing 0 $10,000 total

$1,000 or more | deposit, median

Information given Percent likely in uninsured uninsured
member to use product account deposit
Group A | Basic product info (BPY) 13 63 $1,000
Group B | BP1 plus Interest rate 40 a7 $5,000
transiated info dollar
amotnts
Group C | B plus info on credit 47 L 6] $5,000
union fallure rates
Group D | BPI plus infa given to 87 a3 §7.500
Groups B and C

11 This section reports findings from Kyoung-Nan Kwan and Jinkaok Lee, Secondary Capital Products: An Assessment of Member Inferest
(Madison, Wi: Filene Research institute, 2006).
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experiments involving a total of 1,750 credit union members in five
credit unions across the nation. The experiments examined possible
CD design features, including:

* Bundling an uninsured product with an insured product.
For example, a bundled CD could be 50% insured and 50%
uninsured.

* Interest rates.

* Marurity length. Products tested were 5- to 10-year CDs with no
early withdrawals.

The experiments also measured the characteristics of members most
likely to purchase a fully or partially insured long-term CD.

A small but significant minority (12%—18%) of participants in each
experiment indicared they were very likely (6 and 7 on a 7-point
scale) to acquire a five-year CD withour early withdrawal privileges.
The member’s willingness to acquire a long-term CID was greater
when one or more of the following occurred:

* Federal deposit insurance was offered to cover all of the CD’s
value.

* The annual percentage was given for a bundled producr rather
than its separate components.

* The annual percentage was larger rather than smaller.

* Comparative product informartion was provided.

* The member’s objective financial knowledge was low.

* ‘The member’s acceprable financial risk level was average or some-
what above average.

* The member’s financial assers were less than $50,000, not includ-
ing retirement savings.

Conclusions and Commentary: Uninsured CDs

A significant minority of credit union members would welcome the
opportunity to purchase long-term uninsured CDs thar would qualify
as alternative and secondary credit union capital. Given the low fail-
ure rate of credit unions and an interest-rate premium to compensate
for the lack of deposit insurance, uninsured credit union CDs would
make excellent additions to many members’ investment portfolios.

Most uninsured credit union CDs would likely be relatively safe
investments, similar to quality uninsured corporare bonds. They
would have an added benefit: The credir union issuing the CDs is
regularly examined by government regularors, who take remedial
actions when they observe financial weakness.

However, there are perils. Some uninsured CDs would be riskier
investments than others. Furthermore, research shows rthat many
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credit union members likely to be interested in purchasing uninsured
CDs are unsophisticated investors who do not understand the role of
deposit insurance and its overall
value. Some have limited wealth
: and would be seriously harmed

irfnioaed if the credit union defaulted.
They might become confused
about the major differences berween insured and uninsured CDs.
There is always a danger that some would misunderstand the risk—

reward tradeoff, even if it was fully t'xp|:1im':| to them.

In summary, uninsured CDs could benefit many of the members
\\'hﬂ I‘J““Jh'ﬂ.ﬁ‘t’ [t'lL'r”. as \\‘{']I as II'[L' Cn.'\lil unil)n IHL‘[T}[JL‘I‘hhip as a
whole. But if credit unions are allowed o issue uninsured CDs,
special care should be taken to protect unsophisticated members who

are not fully aware of the risk involved.

Membership Capital Shares

Many credit unions require their members to maintain a modest
minimum amount in their accounts, typically less than $50. The
minimum deposit amounts can be withdrawn only upon termina-
tion of membership. These deposits tend to be highly stable, and

the annual interest cost is usually low or sometimes zero, similar w0
retained earnings. Furthermore, credit unions often have a legal right
to refuse 1o pay out these minimum amounts if net worth levels are
inadequate (Alternative Capital Task Force 2001, 1).

If these minimum deposits were uninsured and counted as net
worth, a credit union would be able to increase capital by rais-
ing the minimum deposit amount required. Also, members might
be encouraged ro voluntarily make higher minimum deposits in
exchange for special privileges or special rates on services.

Member Paid-in Capital

The member paid-in capital approach is based on the corporate

credit union model, where qualifying member paid-in capital is
perperual and uninsured.

1

(:nrpur‘.ur credit union p.li(!
capital without stated maturity
is considered equity for GAAP
purposes and primary capital by
the NCUA, and it satishies several important capital requirements for

corporate credit unions. The same approach could be used by natural

person credit unions if federal law permitted (Alternative
Task Force 2001, 4).

“apital

hritl'“ht'i' ]‘Jilid'in [.'.'lpil'.ll Z!ppl.‘-'lfﬁ (01] hL' an L'KCL'“L‘I“ net Wflfrll com-

ponent for calculating capital adequacy. It is stable because it is
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perpetual and cannot flee in times of financial crisis. In corporate
credit unions, member paid-in capital is callable only at the option
of the credit union and only if the credit union meets its minimum
level of required capital and other requirements. Though payments
to capital holders may be higher than payments on insured accounts,
dividends are noncumulative, In the event of the liquidation of the
credit union, paid-in capital is payable only after the satisfaction of
all liabilities and claims, including uninsured deposits and obliga-
tions to the NCUSIF and holders of membership capital shares.

Subordinated Debt Issued to
Investors'

James A. Wilcox, a prominent autharity on risk management ar
financial institutions, proposes that credit unions be permitted to
issue subordinated debr ro out-
side investors in much the same
way that community banks are
allowed to do so. Banks often

issue long-term subordinated
bonds with maturities of 10 to
20 years. The claims of the bond holders are explicitly subordinate to
those of depositors, deposit insurers, and other claimants in the event
of default.

Bank regulators, as noted in Chaprer 4, count subordinated debt as
Tier 2 capital. If credit unions were permitted to issuc similar instru-
ments and regulators were able to count them as a form of capiral,
the pathway to alternative capital for credit unions would be open.

Subordinated Debt Instruments

Wilcox points our that credit union alternative capital instruments
could be structured in a variety of ways, and legislation and regula-
tions would influence their ulimate structures. However, subordi-

nated debt in credit unions would probably be structured along the
lines seen in banking,

The key features of credit union subordinated debr would likely be:
* Long maturities.

* A higher coupon rate than those paid on regular credit union
shares and CDs.

* Junior standing in liquidations.

* No voting rights for bond holders.

12 The following sactions draw heawdly from two Filene Research Institute reports by James A Wilcox— Subordinated Debt for Cragit Unions
{2002} and Capital instruments for Credit Unigns: Precedents, Issuznce and Impiementation (2003).
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No direct influence over management.

The right of management to forgo payment in specified
situations.

Benefits to Regulators
Subordinated debt enhances regulatory efforts because it:

Imposes direct market discipline on credit union decision making.
Credit unions wishing to issue subordinated debt would know
thar the cost of obraining subordinared debr is directly relared ro
investor perceptions of the risk of default. The prospect of higher
funding costs provides an incentive for credit unions to refrain
from taking excessive risk.

Imposes indirect market discipline. Regulators are likely to interpret
a rise in the interest rate an individual credit union must pay for
subordinated debr as a signal of potentially increased risk ar thar
credit union. After observing an upward rate change, the regula-
tor may wish to investigare the credit union’s financial condition
further and possibly take corrective action.

Enhances transparency and disclosure. Subordinated debr investors
require full and complete information about the credit union’s
operations and financial condition.

Inereases the size of the financial cushion provided to the deposit
insurer. Because holders of subordinated debr are compensated
only after the deposit insurer has been compensated, the addition
of subordinated debt provides the deposit insurance fund with
additional safery.

Reduces the need for supervisory forbearance. While PCA schedules
empower and eventually require supervisors to place ever-greater
restrictions on credit unions with dereriorating net worth ratios,
there is likely to be some forbearance by supervisors. Subordi-
nated debr may keep credit unions from dropping below PCA
and porenrial forbearance trigger points. Also, holders of subor-
dinated debt may encourage supervisors to take action earlier to
prevent troubled institutions from accumulating larger losses and
further depleting the value of outstanding subordinated debr.

Subordinated Debt and Net Worth Requirements

If Congress were to permit credit unions to use alternative capital,
a key question is how alternative capital would satisfy net worth
requirements. The interchangeability of subordinared debr and

retained earnings could be set anywhere between zero and 100%.
Zero percent represents the status quo, where subordinated debr is
not counted at all as net worth. At the other end of the spectrum
is an exchange rate of 100%, where a dollar of subordinated debt

would count as a full dollar of net worth. An interchangeability ratio
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of 50% means that each dollar of subordinated debt would count as
50 cents of net worth,

A subordinated debr instrument’s length of time until maturity also
raises net worth questions, The alternative capital counting scheme
currently used by LICUs might be applied. As discussed in Chapter
3, subordinated debt in LICUs fully counts as net worth when its

maturity exceeds five years, Each year after its maturity drops below
five years, 209 becomes general debt for the credit union and is no

longer counted as ner worth capiral.

Enhancing the Marketability of Subordinated Debt and
Other Alternative Capital Securities

Financial institutions wishing to issue small amounts of securities
have traditionally been thwarted by high interest and issuance costs.
However, since 2000, pool-

ing mechanisms have provided
access 1o capital markers o large
numbers of financial institu-
tions that had previously been

capital se

considered too small to issue

securities into public markets. These pools are extremely flexible. They
can simultancously include trust-preferred securities and subordinated
debt and fixed- and Hoating-rate issues. They are sufficiently elastic
include several types of securities that might be issued by credit unions,

Wilcox points out the possibility of developing pooling mechanisms
that purchase only securities issued by credit unions. However, if the
volume of capital securities issued by credit unions did not justify the
development of separate credit-union-only pools, credit unions would
probably be welcomed into mixed pools along with banks and thrifts.

Wilcox's interviews with investment bankers revealed their interest in
further expanding pooling mechanisms to include capital securities
issued by credit unions. His 2003 report analyzes bank capital securi-
ties and pooling mechanisms and also possible comparable credic
union securities and mechanisms providing alternative capiral.

A Credit Union Distribution System for Alternative
Capital Emerges™

Many potential marketers, distributors, and purchasers of credit
union subordinated debt and other alternative capital instruments
are service and product supply organizations specializing in meeting

13 The next two sections are based on Thomas 1. Merfeld, “New Strategies to Obtain Secondary Capital,” in Managing Credit Union Capital:
Subordinated Debt, Uninsured Deposts, and Other Secondary Sources (Madison, W: Filene Research institute, 2004) and also on docy-
ments suppiied by the CUNA Mutual Group.
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the needs of credit unions. Some are owned by credit unions and
their members.

In 2003 the CUNA Mutual Group, a diversified, mutually owned
financial organization founded in 1935 to serve credit unions,
introduced Capiral Notes, a secondary capital product. Phase 1 of
CUNA Mutual's program is designed for LICUs. Phase 2 will adapt
the program to all credit unions if Congress acts to permit alternaive
capital in mainstream credit unions,

Under the program, CUNA Mutual purchases an alternative capital
instrument that is a nonvoting, medium-to-long-term (more than
five-year) subordinated note. The investment contract explicitly states
thart the note holder will not become involved in the governance of
the credit union. The note may have a fixed or floating rate, at the
option of the credit union. There is a risk adjustment on the issuance
yield, charging more for a credit union that has lower capital or more
risky assets. This yield adjustment applies market discipline to the
program. The note is prepayable at the oprion of the credit union. In

extraordinary circumstances a credit union can defer a coupon pay-

ment without triggering default. The initial plan is to limit secondary
capital to a maximum of 25% of total capital (retained carnings plus

secondary capiral).

In phase 2, when the program would be made available to credit
unions not designated by the NCUA as low-income, there might be
more credit union demand for
subordinated debr capital than
CUNA Mutual could retain
on its own balance sheer, If
this occurred, CUNA Mutual
would create truses to fund its

sStors .'II'I.I]'.~'.1 d

and length of time o

purchases of the subordinated notes, The trusts would sell rights to
certain cash flows, or tranches, to be paid by the trusts. The trusts
“'(}ll]l,{ “v'l)rk Wilil a l‘;lling .'Igl.'nﬂ‘\' o Llcﬁ“l' ;ind rare |)Lli1dir.'\ [)*‘ :"l.gh
flows as AAA, AA, A, and unrated. CUNA Mutual is confident that
there would be sufficient investor demand for these bundles.

The Cost of Subordinated Debt

Alternative capital is not inexpensive. Investors demand a significant
premium because of risk and length of time to maturity. Bank costs
for floating-rate subordinated notes may be 250-300 basis points over
LIBOR (London Interbank Offered Rate), and for fixed-rate notes,
costs may be 275-325 basis points over 10-year treasury notes. How-
ever, credit unions generally have lower risk profiles than banks, so
the issuance spreads might be lower. On the other hand, the liquidity
premium might have to be somewhat higher for credit unions.
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In a narrow sense, subordinated debt is too expensive to use for
making individual loans to credit union members. The net interest
spread is too small. Bur looking ar individual loans is inappropriate.
It overlooks the point that secondary capirtal allows the credit union
to expand and is intended to support the credit union’s overall busi-
ness. Also, it is important to remember thar alternative or secondary
capital may be used for relatively short periods of time compared to
primary capiral. These are conceprual hurdles that both credit union
CEOs and regulators need to overcome.

Other Capital Options

Leased Capital

Another proposal is to permit credit unions with excess capiral

to loan or lease that capital to credit unions in need of additional
capital. The capital-borrowing credit union could pay a fee to the
capital-providing credit union, or it mighr share the monerary
benefits of greater growth. Under this proposal, a credit union faced
with growth opportunities could accepr increased deposits and make
additional loans while using leased capital to cover the associated
decrease in its net worth ratio. The capital-providing credit union
would receive above-marker rates, or its goal might be more philo-
sophically morivated.

Nonmember Paid-in Capital

In the so-called nonmember paid-in capiral approach, a limited
liability company (LLC) is created. Initial LLC capital is contributed
by a small group of credit union members who receive senior voting
rights in the LLC. Most capital (e.g., 97%) is contributed by other
investors who receive junior voting rights. The LLC then becomes a
member of the credit union and purchases a special uninsured share
certificate with most alternative capital features. The certificate is per-
petual and callable only by the credit union. The certificate’s interest
rate is higher than rares paid on insured certificates. As a credit union
member, the LLC has only one vote (Alternative Capital for Credit
Unions 2005, 8-9).

Alternative Capital and Complex Credit Unions

The NCUA can immediately allow complex credit unions to use
some alternative capital, with no need for legislative change to make
this possible, according to Wilcox.

Complex credit unions are now subject to additional capiral require-
ments associated with an RBNWR calculation. All federally insured
credit unions can use only retained earnings to meet net worth
requirements of 6% or 7% to be adequately or well capirtalized.
However, federal law does not explicitly mandate that incremental
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capital required for additional credit union complexity be in the
form of retained earnings. Therefore, the NCUA, if it wishes, could
permit alternative capital to fulfill the need for additional RENWR
capital (Wilcox 2002).

Permitting alternative capital to satisfy incremental RBNWR
requirements would provide the NCUA and the credit union move-
ment a testing ground for subordinated debt procedures and instru-
ments. Two regulatory issues that would need to be addressed are the
interchangeability ratio of alternative capital and retained earnings,
and how to count subordinated debt when the maturity date of the
instrument is less than a trigger period of, say, five years.
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Public Policy, Managerial Implications,
and Recommendations

Is it in the public interest to permit credit
unions greater access to alternative capital
sources? Alternative capital could be used to
promote growth and stability among credit
unions. Prohibiting alternative capital reduces
competition and narrows consumer choice,
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This chapter further addresses the three general questions posed at
the beginning of this report:

* Isitin the public interest to permit U.S. credit unions greater
access to alternative capital sources?

* Can credit unions use alternative capiral to expand their capital
bases in a way that will not dilute cooperative ownership, values,

3I'Id governance structure?

* Whar alternative capital mechanisms would be most appropriate
and feasible?

In addition, this chapter examines the question of when alternarive
capital reforms should be made.

Prohibiting Alternative Capital vs.
Regulating It

Automobiles and alternative capital have much in common in the
area of public policy: Automobiles generate a wide range of con-
sumer benefits, but if driven improperly, they can be dangerous and
destructive. If they wish to reduce or eliminate the dangers of auto-
mobiles, policymakers have three choices:

* Ban automobiles (or prohibit auromobile driving).

* Regulate automobiles (e.g., speed limits, equipment standards,

and vigilant police enforcement).

* Educare drivers.

It’s widely agreed thar the first alternative—banning all autos or
prohibiting driving—thwarts rather than advances the public inter-
est. Most policymakers also believe that a partial ban—one arbicrarily
prohibiting certain classifications of people (e.g., women and people
less than six feet tall) from driving—is unfair, inappropriate, and dis-
criminatory. Instead of implementing unreasonable bans on automo-
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biles or driving, policymakers opt for some combination of the other
two choices—regulation and education.

Like autos used by individuals, alternative capiral used by financial
institutions generates individual and societal benefits, but it can
be used improperly. Should
= e H : X = alternative capital be rotally
LIKE autos L l:l].ll'i. alter .|"||.-!| ||\".'|.| ||'>

: banned because of the potential

hinancial institutions generates individual and societal ben-

_ ) for misuse? Should a partial ban
s OUL I Can |!:'|-.-'|'I'Il'l'|'|:|.

be implemented so that one
class of financial instirutions
{e.g., U.S. credit unions) is arbitrarily prohibited from using it? Can
alternative capital be intelligently and effectively regulared instead? Is
there a place for educating and coaching institutions that are con-
templating its use?

Benefits of Regulation and Education

Banks, thrifts, and cooperatives worldwide have found alternative
capital highly useful in serving their patrons and their communities.
Public policy makers and regularors have developed effective ways 1o
regulate its use, and the present research has been unable to uncover
compelling arguments for banning the use of alternative capital by
financial institutions. There is no public outcry for its prohibition.

As discussed in previous chapters, the use of alternative capital in
credit unions would generate many benefits for 90 million U.S.
credit union members and other consumers of financial services.

Alternative capital can:

* Make more credit union start-ups possible.

¢ Permit credit unions to grow and expand services.

* Lower credit unions’ operating costs through economies of scale.
* Help credit unions recover from financial setbacks,

* Prevent unnecessary conversions to bank charters,

* Reduce the squandering of capital through overcapitalization.
All these outcomes are in the public interest because they expand

consumer choice and enhance the efficiency of financial instirutions
and the financial system.

To be sure, alternative capital can be misused by any class of financial
institution, including credit unions. The instruments can be poorly
structured. Issuers can agree to imprudently high rates and attempt
to attract too much alternative capital. But solving the potential
problem by arbitrarily banning alternative capital is unnecessary and
not in the public interest.
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For inexplicable reasons, credit unions are the only U.S. depositories
prohibited from using alternative capital, U.S. thrifts and banks can
use a variety of alternative capi-
tal instruments, Government
agencies; however, vigilantly
monitor and regulate usage.
These regulators educate and
sometimes cajole those they regulate. For example, the Office of
Thrift Supervision (OTS) became concerned about thrifts potendially
misusing trust-preferred securities pools being used to raise alterna-
tive capital. Various OTS leaders and spokespeople said:

* “[Trust-preferred securities] are like any bank product—if it's
used wisely, it's a good product.”

* “We've seen instances where [thrifts] have been marketed to and
told that there is a pooling vehicle in place and it's going to mar-
ket, and so they've jumped on board without a real plan about
how to use it.”

“Wie always talk to [chrifts] about use of proceeds and we gener-
ally try to work with them to make sure the amount they are
using is right.”

* “Part of our job here [at OTS] is 1o take the punch bowl away
mid-party.” (Mandaro 2002)

Regulatory and educational approaches to dealing with valuable
alrernative capital products appear far superior to outright prohibi-
tions. Credit union regulators—ijust like their counterparts regular-
ing banks and thrifrs—are likely capable of crafting guidelines and
procedures thar will minimize potential misuse.

Serving the Public Interest
Optimal Public Policy

U.S. financial institutions operate under a patchwork of federal and
state laws and regulations developed in response to financial crises,
political pressures, and historical events. No single central agency is
assigned the task of developing an overall system of regulation. Regu-
lation evolves to serve numerous goals, many of which change over
time and are in conflict with one another. In addition, the economy
evolves, and consumer financial needs and preferences change. All of
these dynamic factors contribute to the need to frequently reassess
the appropriateness of laws and regulations affecting credit unions
and other financial institutions.

Economist William E. Jackson 111, reflecting the views of many
experts, provides guidance for evaluating public policy issues relating
1o financial institurions:
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It is important to remember the fundamental goal of regulation is to
allow financial markets and institutions to work efficiently for the
consumer, while maintaining the fundamental integriey, or safety and
soundness, of the system. (Jackson 2003, 38)

-fnr}f n’u{?’gaﬂf (JJ{‘GP“;J'HI”F I"r.gl.‘fn‘fw:}' !N’!J'IMT wa "fr:'?’){'ffﬁirﬁﬂ’ !Ufﬁ‘) many
choices for consimers, businesses, and other wsers of financial services.
A financial system composed of homogencous financial institutions

is nat ideal. Consumer choice, not restriction, should be the primary
driver of change in the marketplace. (Jackson 2003, 43)

Jackson finds that deregulation of credit unions—through remov-
ing secondary capital prohibitions and other unneeded restric-
tions—would have a positive
overall economic effect. He sees
two basic economic benefits

of removing barriers to greater

efficiency and innovation:
(1) credi
serve their members, and (2) they will increase financial marker com-

rions will beter

petition, which will lead 0 a more efficient overall markerplace for

nonmembers as well as members.

High Capital Requirements vs. Ability to Obtain
Alternative Capital

With passage of CUMAA in 1998, credit unions became subject to
PCA regulations somewhat similar to those of banks. However. the

C.!Pil:ll n:quircmrnt.\ fﬂl’ L'!l’.'illl[ unions were set ml!t’]l hig!lt‘l’ I]

n
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credit unions have lower risk
"'l”'i'l‘.'{l['l I'('I.li'l unions (o ';'Jl'll.llll .Illll_'r['l.l:i . 3

: : profiles than banks, as shown in
INvVestors or [I'IL]‘I]‘-L'I"\ Jld remn C [l':l.' need to set exces- -~ o .
Chapter 2. One possible ratio-

high capital requirements.

nale for setting a higher capital
requirement for credit unions
might be their inability to quickly raise capital by issuing securities,

das I)Jl'lk.\ arc iil'l{' w LIU.

Allowing credit unions to obtain alternative capital from investors
or members would remove the need to set excessively high capital
I'L‘['llll[l'(.‘n“.‘ﬂ[s. J.'l kil\]l Hnds [h'.'l] '.'l]ll)\\'iﬂ!_" L{]'CTI'I'.K[i\'I.‘ Cﬂl‘il.ll W'Ul]!d
be the more efficient approach because excessive capital requirements
restrict the ability of the inancial system to provide the optimal
amount of credit to potential borrowers (2003, 80).

Prohibiting Alternative Capital—Other Undesirable
Consequences
Previous chapters examined several undesirable consequences of

prohibiting alternative capital options for credit unions. All have
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adverse public policy implications, The largest set of undesirable con-
sequences involves reducing competition and narrowing consumer

choice:

Fewer new credit unions,

* Unnecessarily low limits on membership and asset growth

porential.

Barriers to adding new services.

Barriers to achieving economies of scale.

Incentives for credit unions to convert to bank and thrift charters,

thus limiting the variety of consumer choices in the marketplace.

The second set of consequences involves internal inefficiencies that

u[t'rm:m:ll\' affect communities and r,'.'|pit;1| marke

* Slower recoveries from economic setbacks.

o Overcapitalization of credit unions.

Public Policy Arguments for Prohibiting Alternative
Capital

Though the negatives of prohibiting alternarive capital are consider-
able, making public policy involves trade-offs. Do the advantages of
prohibiting alternative capital outweigh the disadvantages?

It might be argued that credit unions are relatively unsophisti-
cated and uninformed financial institutions that will irrationally
acquire too much or too

costly alternative capital. This
would unduly raise chances for
institutional failure. For this

scenario to play our, it must
be assumed that credit union
regulators are also unsophisticated and would approve all credit

union requests to issuc alternative capital instruments.

The proposition that credit unions and their regulators are generally
unsophisticated and uninformed is not supported by convincing
evidence. Credit union failures have been rare under all national
economic conditions. Credit unions have demonstrated the ability to
assimilate a wide variety of sophisticated new products and services

into their operations.

Another possible reason for prohibiting alternative capital might be a
fear that credit unions would grow so quickly that they would destabi-
lize the financial services system by reducing bank profits and putting
banks out of business. This view grossly underestimates the ability of
banks to attract and retain customers in a competitive markerplace.
There is no credible evidence supporting this doomsday scenario,
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Dilution of Credit Union Unigueness

Credit unions take considerable pride in their uniqueness. They are
member-owned financial cooperatives in which each member has a
single vote regardless of the size of his or her account balance. Their
boards of directors are composed of members (not investors) who are
clected by their fellow members. In federal credit unions and almost
all state-chartered credit unions, these board members serve without
pay. Their mottos are “Not for profit, not for charity, bur for service,”
“People helping people,” and “Where people are more important
than money.”

As demonstrated by other cooperatives and foreign credir unions and

financial cooperatives, alternarive capital instruments can be crafted

o :l\'flid C{Tnlpﬂ]]“ !3‘ Llrlil]l.lﬂ
ownership characteristics. None
of the alternative capital propos-
als for U.S. credit unions that
were discussed in the previous
chapter alter the cooperative
structure or dilute the one-vore-
per-member principle. Boards of directors would continue to be elected
by the membership, outsiders would continue to be banned from serv-
ing on the boards, and the volunteer leadership tradition would go on.

However, some leaders within the credit union movement express
concern about credit unions secking alternative capital and bank-like
capital structures, John M. Tippets, a highly respected credit union
leader and CEO of American Airlines Federal Credit Union, is an
outspoken critic of alternative capital. In correspondence with the
author, Tippers stated the following:

What the authors of two Filene Research Institute reports on second-
ary capital seem to be missing are the philosophical and political
benefits of not having access to bank-like capital structures. As coop-
erative financial institutions, our retained earnings source of capital
gives members a critical sense of power and ownevship. It is also a
source of some strategylgrowthipricing discipline on management.
And, that unique structure is certainly one of the justifications for a
inique 1ax freatment.

Tippets believes that funding capital through retention of earnings is
one of several characteristics contributing to credit unions’ unique-
ness. Together, these characteristics (member ownership, not-for-
profit economic model, etc.) make credit unions special. The erosion

of any of these distinctions (which are advantages in his view)

diminishes the whole credit union strategy. He believes the “cost” of
alternative capital for credit unions is much higher than the interest

rate paid to providers of that capital.
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Jim Blaine, anather highly respected credit union leader and CEO

of State Employees’ Credit Union of North Carolina, disagrees with
Tippets. He sees alternative capital as central to the long-run viability
of credit unions. He endorses
the idea of obraining alternative

: Credit uni
L'.'lpl[:!l rrﬂrl'l ﬂ'll,'n'\h‘:m :l[lﬂ{ SCCS
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alternative capital.

itas a positive way to reward

members for longer-term sav-
ings. Blaine also suggests thar
credit unions be permitted to count up to 2% alternarive capital in
PCA calculations, with the remainder being generated from retained
carnings. He adds, “If we pursue secondary capital, credit unions
must define it, limit it, and use it on credit union terms” (“Two Sides
of Secondary Capiral” 2002, 14).

Credit unions are highly democratic organizations, and it is not
unusual to see differences of opinion on major issues like alternative
capital. Evidence supporting claims that permitting alternative capi-
tal would diminish the uniqueness of credit unions is not strong in
the eyes of this researcher. It is more plausible thar access to alterna-
tive capital would strengthen credit unions, enabling them to better
pursue their unique purpose and goals.

What Alternative Capital Mechanisms
Are Most Appropriate?

Chapter 6 discussed several potential methods for obtaining alterna-
tive capital. They all require changes in federal law if they are to be
The

are credit union mem-

implemented by non-LICU, federally insured credit unio
primary potential sources of alternative capital

bers, outside investors, and other credit unions:

* Credit union members

Uninsured CDs

Membership capital shares

Member paid-in capital
* Qutside investors

Subordinated debr

Nonmember paid-in capital
* Other credit unions

Leased capital

Subordinated debr
Obtaining alternarive capital from members is closest to the credit
union tradition of mutual assistance. OF the credit union member
alrernatives, uninsured CDs appear to have the strongest porential
to raise large amounts of money. As previously discussed, research
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indicates that a significant minority of members would consider

purchasing them, On the negative side of the issue, many members
who show interest in uninsured certificates are relatively unsophis-

ticated and have modest savings. There is a danger that some mem-
bers would become confused abourt which credit union offerings are

insured and which are not.

ed source of alternarive capital is

The most attractive investor-ba
subordinated debt. Investors have considerable experience with these
able to lower

types of products, and pooling mechanisms are avail
the interest rate and the cost of
issuance. Also, one movement-
related organization has already
taken steps to purchase and dis-
tribute alternative capital instru-
ments issued by credit unions.
Subordinated debr types of alternative capital bring marker discipline
to credit union activities, On the negarive side, subordinated debr is

relatively expensive.

Though subordinated debt issued to investors and uninsured mem-
ber deposits show the greatest promise, the alternatives previously
discussed should not be discarded. U.S. credit unions are a heteroge-
neous lot, and a limited menu of alternatives is not ideal.

Lack of Credit Union Consensus on
Proposals

The U.S. credit union movement generally supports calls for alter-
native capital for credit unions. It has not rallied around a specific
pr[}pﬂs.’l]. .'lnd lh:f: is no consensus on |I'IL' I)L'\\! source rﬂr :{Elcrn:lti\'t
capital. Instead, the industry has endorsed general guidelines.

CUNA formal policy statement is as follows:

CUNA supports the authority of credit unions to build additional
capital either from members or nonmenmbers in a way that does not
dilute the cooperative awnership and governance structure of credit
wnions. This additional capital should be subordinated to credie
nnions'share insurance funds so that credit unions have the finan-
cial base to offer member services and adjust to fluctuating economic
conditions, (CUNA 2005)

The National Association of Federal Credit Unions board endorses
seven principles for evaluating alternarive capiral models and

instruments:

* Preserve the not-for-profit, mutual, member-owned, and coopera-
tive structure of credit unions and ensure that ownership interest
{i|1|:|udiug influence) remains with the members.
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* Ensure that the capital structure of credit unions is not funda-
mentally changed and thar the safety and soundness of the credit
union community as a whole is preserved.

* Provide for a degree of permanence such that a sudden outflow of
capital will not occur.

* Allow for a feasible means to augment capital.

* Provide a solution with market viability.

¢ Ensure that any proposed solution applies for PCA purposes (1o
include risk-based capiral as appropriate) or changes the defini-
tion of net worth to include other equity capiral balances.

« Ensure that any proposed solution qualifies as equirty capital bal-
ances under GAAP and qualifies as an amendment redefining net
worth.

The Current Need for Alternative
Capital

On average, U.S. credit unions are well capitalized, and their bal-
ance sheets are strong. Capital is greater than 11% and charge-offs
and delinquencies are low. More than 98% of all credit unions have
net worth exceeding 7%, thereby meeting the CUMAA standard for
being well capitalized.

The GAO Study on Alternative Capital
The U.S. Government Accountability Office, in its report Credit
Unions: Available Information Indicates No Compelling Need for Sec-
ondary Capital (2004), states that credit unions are well capitalized. It
says that the credit union industry’s interest in making changes to the
current capital requirements for credit unions appears to be driven
by three primary concerns: (1) restricting the definition of net worth
solely to retained earnings could trigger PCA actions due to condi-
tions beyond credit unions’ control, (2) PCA in its present form acts

Figure 7: Financial Strength—U.S. Credit Unions, End of 2006

More
All credit Less $5M— $20M- than
unions | than $5M | $20M $100M | $100M

Net worth/assets s | 172 150 | 128 | 111
Credit unions 98.5 97.3 98.9 99.1 99.0
with net worth

exceeding 7%

of assels

Delinquencies/ 068 | 278 148 | 102 | 058
loans | |

Net chargeoffs/ 047 | 077 0.55 049 | 046

average loans

Source: CUNA
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as a restraint on credit union growth, and (3) PCA trip wires for cor-
rective action are too high given the conservative risk prnﬁh: of most
credir unions,

The GAO:

Did not find evidence thar the inflow of member share deposits
resulted in widespread net worth problems for federally insured
credit unions since PCA had been put in place.

Found that credit unions grew faster than banks during the three
years after PCA was put in place.
Defended the high PCA trip wires established by Congress.

Found that the credit union industry was not unified in its

calls for reform and that proposals were not specific enough for

Assessment.

Said that the putcntiul use of a risk-based 1.'-.1|.1il:1| system for all
credit unions appears less controversial than aleernative capital.
A major omission in the GAO

to a thrift : o 4
report is meaningful discussion

s they

D'-\\'I'l}' Ln'di‘ l]niL“'lS \ll(‘lllh{

be subjected to competitive
inequality as compared to banks
in the area of alternative capital. Similarities and differences between
banks and credit unions are not seriously explored. The report advo-
cares economic discrimination without providing reasons,

The Fallacy of the Mean and the Case for Moving
Forward Now

Averages are measures of central tendency, and they do not reveal the
characteristics and needs of those who are not average. Credit unions

are far from hnmngcnc[ms. In fact, given their di\':r!il)’. the term

erage credit union” is usually misleading,

While an average credit union does not need or want alternarive
capital today, there are some that do. Those unaverage credit unions

may ]aﬂ'.‘.' ‘.‘.‘Inl(]rdirl'dr_\' grﬂ\\'[h l}pp[)rilln 5, SCC I\U\\' l]]c}' can
expand their product lines, wish to achieve economies of scale, or

need ro recover from economic sethacks.

Also, some credit unions are now contemplating abandonment of
their credit union charters to become banks. One major reason for
their interest in converting to a thrift or bank charter is the lack of
capital-building options they have as credit unions. A significant sub-
set of those contemplating charter changes would prefer to remain
credit unions, Lifting alternative capital prohibitions now would
allow them to abandon their plans to switch charters.
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IFitis in the public’s and credit union movements long-term intet-
est 1o allow credit unions to use alternative capital, steps to remove
alternative capital prohibitions should be taken as soon as possible,
even if few credit unions will use it in the short term. The few innova-
tors will provide learning experiences for other credit unions and their
regulators, Investor markets can be developed slowly and incelligendy.
Later, if credit union demand for alternative capital soars, the insights

gained from a slower-paced introductory period will prove useful.

The Case for Deregulation

Over the past 27 years, Congress has relaxed or eliminated many of
the regulations imposed on depository institutions. These actions
are responscs to the impact

of significant technological
competitive and other market
Lh]ngﬁ L’ncﬂl.ln[!.'ffd i“ (hml’
institutions, Former Federal

Reserve Board Chairman Alan
Greenspan recognized the posi-
ﬁ\'c UI{CC[ durl:gu].![iun IIH-LTN consumers \\']]Eﬂ ]'IC Sﬂid I['I'.“ dE[l’gU-
lation provides financial services at lower prices, increased access,
and higher-quality services. These benefits accompany the increased
competition associated with permitting depository institutions to
expand their aceivities (Greenspan 1993).

The process of deregulation produced positive results. It intensi-
fied competition among depository institutions, inducing them to
expand product offerings, increase efficiency to align prices with
production costs, and improve service to consumers.

Credit unions benefited far less from deregulation than commercial
banks and thrifts. While the same factors that supported the deregu-
lation of commercial banks and thrifts also support the deregulation
of credit unions, credit union powers have gone largely unchanged
over the past 20 years (Jackson 2003).

I_if[ing laws and rt:gu].ltium pmhihiting the use of alternative capit;||
by credit unions would be a big step forward in the deregulatory
process. The benefits are substantial. Two other capital reforms also
deserve review with an eye toward revision: lowering the capital levels
required to meet PCA standards, and introducing risk-weighted
capital standards.
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Conclusions

Eight general research findings emerged during the course of this

study:

It is in the public interest to permit credit unions greater access to
alternative capital sources.

Federal and state laws and regulations should be amended to
permit credit unions to obtain alternative capital.

Credit unions can expand their capiral bases using alternative
capital in ways that will not dilute their cooperative ownership,
values, and governance structure.

Several different mechanisms for raising alternative capital are
appropriate and feasible. Some of the most promising involve
obtaining alternative capital from outside investors, and others
involve acquiring special long-term deposits from credit union
members.

A broad menu of alternative capital options would best serve
credit unions, their members, and the general public. There is no
single method that is best for all credit unions seeking alternative
capital.

It would be appropriate for credit union regulators to review and
approve a credit union’s alternative capital plan and mechanisms
prior to its issuance of alternative capital instruments.

Though many credit unions may not wish to seek alternative
capital now, having the power to do so would benefit them by
allowing them to conduct their business with the confidence that,
if necessary, they could build capital in a variety of ways beyond
the slow retained-earnings approach.

Steps should be taken promptly to repeal or reform statutes and
regulations that prohibit credit unions from obtaining alternative
capital. No compelling reasons to delay were uncovered during
the course of this research.



180

References

Alternative Capital for Credit Unions . . . Why Not? 2005. National
Association of State Credit Union Supervisors, Summer,

Alternative Capital Task Force Committee of the California Credit
Union League. 2001, Alrernative Sources of Credit Union Capital. Ran-
cho Cucamonga, CA: California Credit Union League.

Australian Mutual Capital Funding (No. 1). 2006. Structured Finance
Presale Report. Standard & Poors, May 15.

"Conversion Update.” 2007, CU Financial Services. www.cufinancial.
com. Accessed May 15, 2007.

Cook, Michael L., and Fabio R. Chaddad. 2006, Capital Acquisition
in North Amevican and Ewropean Cooperatives. Madison, W1: Filene

Research Institute.

Credit Union National Association (CUNA). 2005. Compendium of
CUNAS Policies on Legislative and Regulatory lisues.

Doyle, Joanne M., and William A. Kelly Jr. 2005. Predicting and Man-
aging a Credit Union’s Expense Ratio. Madison, W1: Filene Research
Institute.

Greenspan, Alan. 1993, “FDICIA and the Future of Banking Law
and Regulation.” Proceedings of the Conference on Bank Structire and
Competition. Federal Reserve Bank of Chicago, 1-8.

Hampel, Bill. 2002, “Additional Capiral for Credit Unions: A Bricf
Outline on Structure, Purpose and Functions.” A Research & Policy
White Paper, Credit Union National Association, revised March 19,

2002,

Holt, Charles, and Gary Charness. 2005, Strategy Errors Made by Even
the Smartest CEOs: How to Avoid Them in Credit Unions, Proceed-
ings of a Colloquium at Pepperdine University. Madison, WI: Filene
Research Institute.

Jackson, William E., [11. 2003. The Future of Credit Unions: Public
Policy fssues. Madison, WI: Filene Research Institute.

———. Forthcoming. s the U

LS. Credit Union Industry € Jem'upimﬁ:di’

An Empirical Examination. Madison, W1: Filene Research Institure.



181

Kane, Edward J. 1989. The Se&L Insurance Mess: How Did It Happen?
Washington, DC: The Urban Institure Press.

Kane, Edward ]., and Robert Hendershott. 1996. “The Federal
Deposit Insurance That Didn’t Pur a Bite on U.S. Taxpayers.” Jowrnal
of Banking 20: 1305-1327.

Kwon, Kyoung-Nan, and Jinkook Lee. 2006. Secondary Capital Prod-
ucts: An Assessment of Member Interesr. Madison, W1: Filene Research

Institure.

Lattimore, Jerrie ]. 2003. Testimony before the Subcommittee on
Financial Institutions and Consumer Credit, Financial Services Com-
mittee, United States House of Representatives, March 27.

Lee, Jinkook, and William A. Kelly Jr. 2003. Uninsured Accounts: An
Assessment of Member Interest. Madison, W1: Filene Research Instirute.

Managing Credit Union Capital: Subordinated Debt, Uninsured Depos-
its, and Other Secondary Sources. 2004, Proceedings of a Colloquium ac
the University of Virginia. Madison, W1: Filene Research Institure.

Mandaro, Laura. 2002. “Regulators Wary of Rush to Tap Trust-
Preferreds.” American Banker Online, December 12.

Narional Credit Union Administration (NCUA). 2005. Users Guide
Sfor NCUA’ Financial Performance Report, September.

. 2006. NCUA Rules and Regulations, April.

. 2007. The Federal Credit Union Act, June.

Narional Federation of Community Development Credit Unions
(NFCDCU). 2007. Serving Low-Income Ce nities: Recom el
tions for the NCUA Outreach Task Force.

Paletta, Damian. 2006. “Rules on Capital Roil U.S. Bankers: Larger
Institutions Say Regularors’ Standards Eliminate Basel 11 Benefits.” 7he
Wall Street Journal, November 1, p. C3.

Rubenstein, Jim. 2007, “Hoel: Too Much Capital Can Attract Take-
over Bids.” Credit Union Times, April 4.

Smith, David M., and Stephen A. Woodbury. 2001. Differences in
Bank and Credit Union Capital Needs. Madison, WI: Filene Research
Institure.



182

Smith, Donald ]. 1984. “A Theoretical Framework for the Analysis of
Credit Union Decision Making.” Journal of Finance 36: 1155-1168.

“Solid Benefits & CU Handcuffs Lead Some to a Bank Charter.”
2003. Converting from a Credit Union. CU Financial Services, March
18, pp. 1-2.

Sollenberger, Harold. 2005. “Building a Consensus on Credit Union
Capital Adequacy: At the Appropriate Level, Risks Are Covered and
Competitive Capability Is Enhanced.” Bank Acconnting and Finance
18(5): 25-36.

Tokle, Robert J., and Joanne G. Tokle. 2005. “Do Capital-to-Asset
Ratios Affect Credit Union Interest Rates?” Journal of Commercial
Banking and Finance 3(2): 95-101.

“Two Sides of Secondary Capital.” 2002. Credit Union Magazine,
October, 13-18.

U.S. Department of the Treasury. 2001. Comparing Credit Unions with
Other Depository Institutions.

U.S. Government Accountability Office. 2004. Credit Unions: Avail-
able Information Indicates No Compelling Need for Secondary Capital.

Wilcox, James A. 2002. Subordinated Debt for Credit Unions. Madison,
WI: Filene Research Institute.

. 2003. Capital Instruments for Credit Unions: Precedents, Issu-
ance and Implementation. Madison, W1I: Filene Research Institute.

. 2005a. “Economies of Scale and Continuing Consolidation
of Credit Unions.” FRSB Economic Letter, Federal Reserve Bank of San

Francisco, November 4, 1-4.

. 2005b. Failures and Insurance Losses of Federally-Insured Credit
Unions: 1971-2004. Madison, W1: Filene Research Institute.

. 2007. Determinants of Credit Union and Commercial Bank
Failures: Similarities and Differences, 1981-2005. Madison, WI: Filene

Research Institute.




183

filene

RESEARCH INSTITUTE




184

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM JOHN C. DUGAN

Q.1. Consumer Protection Regulation—Some have advocated that
consumer protection and prudential supervision should be divorced,
and that a separate consumer protection regulation regime should
be created. They state that one source of the financial crisis ema-
nated from the lack of consumer protection in the underwriting of
loans in the originate-to-distribute space.

What are the merits of maintaining it in the same agency? Alter-
natively, what is the best argument each of you can make for a
new consumer protection agency?

A.1. Effective protection for consumers of financial products and
services is a vital part of financial services regulation. The
attractiveness of the single financial product protection agency
model is that it would presumably centralize authority and func-
tions in this area in a single agency, which could write and apply
rules that would apply uniformly to all financial services providers,
whether or not they are depository institutions. Because the agency
would focus exclusively on consumer protection, proponents of the
concept also argue that such a model eliminates the concerns some-
times expressed that prudential supervisors neglect consumer pro-
tection in favor of safety and soundness supervision. These asserted
attributes need to be closely evaluated, however. In the case of fed-
erally regulated depository institutions, the benefits could well be
outweighed by the costs of diminishing the real consumer protec-
tions that flow from the Federal banking agencies’ comprehensive
supervision and oversight of depository institutions.

In the OCC’s experience, and as the mortgage crisis illustrates,
safe and sound lending practices are integral to consumer protec-
tion. Indeed, I believe that the best way to implement consumer
protection regulation of banks—and the best way to protect their
customers—is to do so through comprehensive prudential super-
vision.

Effective consumer protection of financial institutions includes
three vital components: (1) strong regulatory standards; (2) con-
sistent and thorough oversight of compliance with these standards;
and (3) an effective corrective/enforcement response when it is de-
termined that those standards are not met.

The appropriate structure for the rulemaking function can be de-
bated. With respect to federally supervised banks that are subject
to regular, ongoing supervision by the Federal banking agencies,
there are good reasons why these agencies, by virtue of their famil-
iarity with the issues these institutions present, should have a role
in the rulemaking process. They bring expertise regarding poten-
tially complex issues, and they are in a position to warn against
potential unintended consequences of rulemaking initiatives under
consideration. At the very least, if rulemaking for financial product
consumer protection is vested in any single agency, there should be
a requirement to consult with the Federal banking agencies with
respect to the impact of proposed rules on federally regulated de-
pository institutions.

Next is the question of consistent and thorough oversight of ap-
plicable consumer protection standards. Here, significant dif-
ferences exist in the manner in which federally regulated deposi-
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tory institutions are examined and supervised, and the oversight
schemes applicable to the “shadow banking system”—nonbank
firms that provide products and services comparable to those of-
fered by depository institutions. I think it would be a mistake to
displace the extensive role of the Federal banking agencies in ex-
amination and supervision of the operations of depository institu-
tio(ils—including their compliance with consumer protection stand-
ards.

The Federal banking agencies’ regular and continual presence in
institutions through the process of examination and supervision
puts them in the best position to ensure compliance with applicable
consumer protection laws and regulations. Examiners are trained
to detect weaknesses in institutions’ policies, systems, and proce-
dures for implementing consumer protection mandates, as well as
substantive violations of laws and regulations. Their regular com-
munication with institutions occurs through examinations at least
once every 18 months for smaller institutions, supplemented by
quarterly contacts, and for the largest banks, the consumer compli-
ance examination function is conducted continuously, by examiners
on site at large banks every day. The extensive examination and
supervisory presence creates especially effective incentives for
achieving consumer protection compliance, and allows examiners to
detect compliance weaknesses much earlier than would otherwise
be the case.

Moreover, in many respects, for purposes of examination and su-
pervision by the Federal banking agencies, safety and soundness
and consumer protection issues are inextricably linked. Take, for
example, mortgage lending. Safe and sound credit underwriting for
a mortgage loan requires sound credit judgments about a bor-
rower’s ability to repay a loan, while the same sound underwriting
practices help protect a borrower from an abusive loan with terms
that the borrower does not understand and cannot repay. Bank ex-
aminers see both perspectives and require corrections that respond
to both aspects of the problem. This system did not fail in the cur-
rent mortgage crisis. It is well recognized the overwhelming source
of toxic mortgages precipitating the mortgage crisis were originated
by lenders that were not federally supervised banks.

To shift the responsibility for examining for and reacting to the
consumer protection issues to an entirely separate agency is less ef-
ficient than the integrated approach bank examiners apply today.
Shifting the examination and supervision role to a new and sepa-
rate agency also would seem to require the establishment of a very
substantial new workforce, with a major budget, to carry out those
responsibilities.

Where substantial enhancement of examination and supervision
is warranted, however, is for nonbank firms that are not subject to
federal examination and supervision. Again, it is important to re-
member that these nondepository institutions were the predomi-
nant source of the toxic subprime mortgages that fueled the cur-
rent mortgage crisis. The providers of these mortgages—part of the
“shadow banking system”—are not subject to examination and su-
pervision comparable to that received by federally supervised de-
pository institutions. Rather than displace the extensive consumer
protection examination and supervisory functions of the federal
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banking agencies, any new financial product protection agency
should focus on ensuring that the “shadow banking system” is sub-
ject to the same robust consumer protection standards as are appli-
cable to depository institutions, and that those standards are in
fact effectively applied and enforced.

Finally, in the area of enforcement, the Federal banking agencies
have strong enforcement powers and exceptional leverage over de-
pository institutions to achieve correction actions. As already men-
tioned, depository institutions are among the most extensively su-
pervised firms in any type of industry, and bankers understand
very well the range of negative consequences that can ensue from
failing to be response to their regulator. As a result, when exam-
iners detect consumer compliance weaknesses or failures, they
have a broad range of tools to achieve corrective action, and banks
have strong incentives to achieve compliance as promptly as pos-
sible. It is in the interests of consumers that this authority not be
undermined by the role and responsibilities of any new consumer
protection agency.

Q.2. Regulatory Gaps or Omissions—During a recent hearing, the
Committee has heard about massive regulatory gaps in the system.
These gaps allowed unscrupulous actors like AIG to exploit the
lack of regulatory oversight. Some of the counterparties that AIG
did business with were institutions under your supervision.

Why didn’t your risk management oversight of the AIG counter-
parties trigger further regulatory scrutiny? Was there flawed as-
sumption that AIG was adequately regulated, and therefore no fur-
ther scrutiny was necessary?

A.2. A critical focus of our examination of trading activities at our
large national banks is to assess how well the bank manages its
counterparty exposures. We regularly review large counterparty ex-
posures at our large national banks; however, the counterparty ex-
posure to AIG did not trigger heightened regulatory scrutiny by the
OCC because it was a AAA-rated company, was generally well-re-
spected in the financial services industry, and was not a meaning-
ful risk concentration to any of the banks under our supervision.
Because AIG had such a strong credit rating, many counterparties,
including national banks, did not require AIG to post collateral on
its exposures. A key lesson learned for bankers and supervisors is
the need to carefully manage all counterparty exposures, especially
those that may have sizable unsecured exposures, regardless of the
counterparty’s rating. In particular, regulators need to revisit the
issue of the extent to which collateral should be required in
counterparty relationships, merely due to AAA ratings.

Q.3. Was there dialogue between the banking regulators and the
state insurance regulators? What about the SEC?

A.3. We did not have any meaningful dialogue with state insurance
regulators or the SEC about AIG since we had no compelling rea-
son to do so, given the lack of supervisory concerns at the time
with regard to the exposure to AIG.

Q4. If the credit default swap contracts at the heart of this prob-
lem had been traded on an exchange or cleared through a clearing-
house, with requirement for collateral and margin payments, what
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additional in formation would have been available? How would you
have used it?

A.4. Because the transactions between AIG and its counterparties
were highly customized to specific CDOs, it is unlikely that they
would have been eligible for trading on an exchange or clearing
through a clearinghouse. Transactions that use exchanges or clear-
inghouses generally require a fairly high degree of standardization.
In addition, for a contract to trade on an exchange, the exchange/
clearinghouse needs to be able to determine prices for the under-
lying reference entities, in this case super-senior ABS CDOs, yet,
even the most sophisticated market participants had great dif-
ficulty valuing these securities. If the transactions could have been
traded on an exchange, then AIG would have been forced to post
initial and variation margin. These margin requirements would
likely have limited the volume of trades that AIG could have done,
or forced them to exit the transactions prior to the losses becoming
so significant that they threatened the firm’s solvency. In addition,
because an exchange or clearinghouse provides for more price
transparency, if these transactions had been cleared through a
clearinghouse, market participants may have had greater knowl-
edge of the pricing of the underlying CDO assets.

Q.5. Over-Reliance on Credit Rating Agencies—While many na-
tional banks did not engage in substandard underwriting for the
loans they originated, many of these institutions bought and held
these assets in the form of triple-A rated mortgage-backed securi-
ties.

Why was it inappropriate for these institutions to originate these
loans, but it was acceptable for them to hold the securities
collateralized by them?

A.5. National banks are allowed to purchase and hold as invest-
ments various highly rated securities that are supported by a vari-
ety of asset types. Examples of such asset types include mortgages,
autos, credit cards, equipment leases, and commercial and student
loans. National banks are expected to conduct sufficient due dili-
gence to understand and control the risks associated with such in-
vestment securities and the collateral that underlies those securi-
ties. In recent years, many national banks increased their holdings
of highly rated senior ABS CDO securitization exposures. These
senior positions were typically supported by subordinated or mez-
zanine tranches and equity or first-loss positions, as well as other
forms of credit enhancement such as over-collateralization and, in
certain instances, credit default swaps provided by highly rated
counterparties. In hindsight, bankers, regulators, and the rating
agencies put too much reliance on these credit enhancements and
failed to recognize the leverage and underlying credit exposures
embedded in these securities, especially with respect to a system-
atic decline in value of the underlying loans based on a nationwide
decline in house prices. Our supervisory approach going forward
will emphasize an increased need for banks to consider the under-
writing on the underlying loans in a securitization and understand
the potential effect of those underlying exposures on the perform-
ance of the securitized asset.
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In addition, as previously noted, another key lesson learned from
the recent financial turmoil is the need for firms to enhance their
ability to identify and aggregate risk exposures across business,
product lines, and legal entities. With regard to subprime mortgage
exposures, many national banks thought they had avoided
subprime risk exposures by deliberately choosing to not originate
such loans in the bank, only to find out after the fact that their
investment bank affiliates had purchased subprime loans else-
where to structure them into collateralized debt obligations.

Q.6. What changes are you capable of making absent statutory
changes, and have you made those changes yet?

A.6. As noted above, while we expect bankers to conduct sufficient
due diligence on their investment holdings, in recent years both
bankers and regulators became too complacent in relying on NSRO
ratings and various forms of credit enhancements for complex
structured products, which often were based on various modeled
scenarios.

The market disruptions have made bankers and regulators much
more aware of the risk within models, including over-reliance on
historical information and inappropriate correlation assumptions.
Because of our heightened appreciation of the limitation of models
and the NSRO ratings that were produced from those models, we
are better incorporating quantitative and qualitative factors to ad-
just for these weaknesses. We are also emphasizing the need for
bankers to place less reliance on models and NSRO ratings and to
better stress-test internal model results. We also have told banks
that they need a better understanding of the characteristics of the
assets underlying these securities.

Finally, enhancements to the Basel II capital framework that
were announced by the Basel Committee on Banking Supervision
in January 2009 will require banks to hold additional capital for
re-securitizations, such as collateralized debt obligations comprised
of asset-back securities. In addition to the higher capital that
banks will be required to hold, these enhancements will also re-
quire banks that use credit ratings in their measurement of re-
quired regulatory capital for securitization exposures to have:

e A comprehensive understanding on an ongoing basis of the risk
characteristics of their individual securitization exposures.

e Access to performance information on the underlying pools on
an ongoing basis in a timely manner. For re-securitizations,
banks should have information not only on the underlying
securitization tranches, such as the issuer name and credit
quality, but also on the characteristics and performance of the
pools underlying the securitization tranches.

e A thorough understanding of all structural features of a
securitization transaction that would materially impact the
performance of the bank’s exposures to the transaction, such as
the contractual waterfall and waterfall-related triggers, credit
enhancements, liquidity enhancements, market value triggers,
and deal-specific definitions of default.

The comment period for the proposed enhancements has ended,
and the Basel Committee is expected to adopt the final changes be-
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fore year-end 2009. The U.S. federal banking agencies will consider
whether to propose adding these or similar standards to their Basel
II risk-based capital requirements.

Q.7. Liquidity Management—A problem confronting many financial
institutions currently experiencing distress is the need to roll-over
short-term sources of funding. Essentially these banks are facing a
shortage of liquidity. I believe this difficulty is inherent in any sys-
tem that funds long-term assets, such as mortgages, with short-
term funds. Basically the harm from a decline in liquidity is ampli-
fied by a bank’s level of “maturity-mismatch.”

I would like to ask each of the witnesses, should regulators try
to minimize the level of a bank’s maturity-mismatch? And if so,
what tools would a bank regulator use to do so?

A.7. There are a myriad of a factors that influence a bank’s liquid-
ity risk profile and that need to be effectively managed. Some of
these factors include the stability and level of a bank’s core depos-
its versus its dependence on more volatile wholesale and retail
funds; the diversification of the bank’s overall funding base in
terms of instrument types, nature of funds providers, repricing,
and maturity characteristics; and the level of readily available lig-
uid assets that could be quickly converted to cash. We do use a
number of metrics, such as net short-term liabilities to total assets,
to identify banks that may have significant liquidity risk. However,
we believe that it has been difficult to distill all of the factors that
influence a bank’s liquidity risk into a single regulatory metric that
is applicable to all types and sizes of financial institutions. As a re-
sult, we direct banks to develop a robust process for measuring and
controlling their liquidity risk. A key component of an effective li-
quidity risk management process are cash flow projections that in-
clude discrete and cumulative cash flow mismatches or gaps over
specified future time horizons under both expected and adverse
business conditions. We expect bankers to have effective strategies
in place to address any material mismatches under both normal
and adverse operating scenarios.

The Basel Working Group on Liquidity (WGL) issued revised
principles last year that emphasized the importance of cash flow
projections, diversified funding sources, comprehensive stress test-
ing, a cushion of liquid assets, and a well-developed contingency
funding plan. Financial institutions are in the process of imple-
menting these additional principles into their existing risk manage-
ment practices. The WGL is currently reviewing proposals for en-
hanced supervisory metrics to monitor a financial institution’s li-
quidity position and the OCC is actively involved in those efforts.

Q.8. What Is Really Off-Balance Sheet—Chairman Bair noted that
structured investment vehicles (SIVs) played an important role in
funding credit risk that are at the core of our current crisis. While
the banks used the SIVs to get assets off their balance sheet and
avoid capital requirements, they ultimately wound up reabsorbing
assets from these SIV’s.

Why did the institutions bring these assets back on their balance
sheet? Was there a discussion between the OCC and those with
these off-balance sheet assets about forcing the investor to take the
loss?
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A.8. For much of the past two decades, SIVs provided a cost effec-
tive way for financial companies to use the short-term commercial
paper and medium term note (MTN) markets to fund various types
of loans and credit receivables. Beginning in August 2007, as inves-
tor concerns about subprime mortgage exposures spilled over into
the general asset-backed commercial paper (ABCP) and MTN mar-
kets, banks were facing increased difficulties in rolling over these
funding sources for their SIVs. As a result, banks began purchasing
their sponsored SIVs’ ABCP as a short term solution to the market
disruption. In some instances, banks had pre-approved liquidity fa-
cilities established for this purpose. Over time, it became apparent
that market disruptions would continue for an extended period,
making it impossible for SIVs to roll ABCP or MTNs as they ma-
tured. In order to avoid possible rating downgrades of senior SIV
debt and to maintain investor relationships, banks supported their
sponsored SIV structures by either purchasing SIV assets or ma-
turing ABCP. As a result of these purchases, many banks were re-
quired to consolidate SIV assets under GAAP.

The OCC had ongoing discussions with banks on this topic, and
OCC examiners emphasized the need for bank management to con-
sider all potential ramifications of their actions, including liquidity
and capital implications, as well as other strategic business objec-
tives.

Q.9. How much of these assets are now being supported by the
Treasury and the FDIC?

A.9. Treasury’s TAW Capital Purchase Program and the FDIC’s
Temporary Liquidity Guaranty Program are providing funds that
are helping to bolster participating banks’ overall capital and li-
quidity levels and thus may be indirectly supporting some of these
assets that banks may still be holding on their balance sheets.
However, given the fungible nature of this funding, it is not pos-
sible to identify specific assets that may be supported.

Q.10. Based on this experience, would you recommend a different
regulatory treatment for similar transactions in the future? What
about accounting treatment?

A.10. Regulatory capital requirements for securitization exposures
generally are based on whether the underlying assets held by the
securitization structure are reported on- or off-balance sheet of the
bank under generally accepted accounting principles (GAAP). Most
SIVs have been structured to qualify for off-balance sheet treat-
ment under GAAP. As such, bank capital requirements are based
on the bank’s actual exposures to the structure, which may include,
for example, recourse obligations, residual interests, liquidity facili-
ties, and loans, and which typically are far less than the amount
of assets held in the structure.

The Financial Accounting Standards Board (FASB), in part as a
response to banks’ supporting SIV structures beyond their contrac-
tual obligation to do so, proposed changes to the standards that re-
quire banks to consolidate special purpose vehicles and conduits
such as SIVs. Under the proposed new standards, which are ex-
pected to become effective January 1, 2010, the criteria for consoli-
dation would require banks to conduct a qualitative analysis, based
on facts and circumstances (power, rights, and obligations), to de-
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termine if the bank is the primary beneficiary of the structure. One
factor in determining whether the bank sponsoring a SIV structure
is the primary beneficiary would be whether the risk to the bank’s
reputation in the marketplace if the structure entity does not oper-
ate as designed would create an implicit financial responsibility for
the bank to support the structure. The proposed new standards
likely would require banks to consolidate more SIV structures than
they are required to consolidate under current GAAP. The U.S.
banking agencies are evaluating what changes, if any, to propose
to our regulatory capital rules in response to the proposed FASB
changes.

In addition, in January 2009, the Basel Committee on Banking
Supervision proposed enhancements to the Basel II framework that
include increasing the credit conversion factor for short-term li-
quidity facilities from 20 percent to 50 percent. This change would
make the conversion factor for short-term liquidity facilities equal
to the credit conversion factor for long-term liquidity facilities. The
U.S. banking agencies are evaluating whether to propose a rule
change to increase the credit conversion factor for short-term li-
quidity facilities to 50 percent for banks operating in the United
States under both Basel I and Basel II.

Q.11. Regulatory Conflict of Interest—Federal Reserve Banks which
conduct bank supervision are run by bank presidents that are cho-
sen in part by bankers that they regulate.

Mr. Dugan and Mr. Polakoff does the fact that your agencies’
funding stream is affected by how many institutions you are able
to keep under your charters affect your ability to conduct super-
vision?

A.11. No. Receiving funding through assessments on regulated en-
tities is the norm in the financial services industry. In the case of
the OCC and OTS, Congress has determined that assessments and
fees on national banks and thrifts, respectively, will fund super-
visory activities, rather than appropriations from the United States
Treasury. Neither the Federal Reserve Board nor the FDIC re-
ceives appropriations. State banking regulators typically are also
funded by assessments on the entities they charter and supervise.

Since enactment of the National Bank Act in 1864, the OCC has
been funded by various types of fees imposed on national banks.
Over the more than 145 years that the OCC has regulated national
banks, in times of prosperity and times of economic stress, there
has never been any evidence that this funding mechanism has
caused the OCC to fail to hold national banks responsible for un-
safe or unsound practices or violations of law, including laws that
protect consumers.

Rather, through comprehensive examination processes, the
OCC'’s track record is one of proactively addressing both consumer
protection and safety and soundness issues. Among the banking
agencies, we have pioneered enforcement approaches, including uti-
lization of section 5 of the Federal Trade Commission Act, to pro-
tect consumers. Indeed, the OCC frequently has been criticized for
being too “tough,” and we have seen institutions leave the national
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banking system to seek more favorable regulatory treatment of
their operations. 1

Simply put, the OCC never has compromised robust bank super-
vision, including enforcement of consumer protection laws, to at-
tract or retain bank charters.

Q.12. Too-Big-To-Fail—Chairman Bair stated in her written testi-
mony that “the most important challenge is to find ways to impose
greater market discipline on systemically important institutions.
The solution must involve, first and foremost, a legal mechanism
for the orderly resolution of those institutions similar to that which
?xilsts for FDIC-insured bank. In short we need to end too big to
ail.”

I would agree that we need to address the too-big-to-fail issue,
both for banks and other financial institutions. Could each of you
tell us whether putting a new resolution regime in place would ad-
dress this issue? How would we be able to convince the market that
these systemically important institutions would not be protected by
taxpayer resources as they had been in the past?

A.12. As noted in the previous responses to Senator Crapo, there
is currently no system for the orderly resolution of nonbank firms.
This needs to be addressed with an explicit statutory regime for fa-
cilitating the resolution of systemically important nonbank compa-
nies. This new statutory regime should provide tools that are simi-
lar to those the FDIC currently has for resolving banks, including
the ability to require certain actions to stabilize a firm; access to
a significant funding source if needed to facilitate orderly disposi-
tions, such as a significant line of credit from the Treasury; the
ability to wind down a firm if necessary, and the flexibility to guar-
antee liabilities and provide open institution assistance if necessary
to avoid serious risk to the financial system. In addition, there
should be clear criteria for determining which institutions would be
subject to this resolution regime, and how to handle the foreign op-
erations of such institutions. While such changes would make or-
derly resolutions of systemically important firms more feasibly,
they would not eliminate the possibility of using extraordinary gov-
ernment assistance to protect the financial system.

Q.13. Pro-Cyclicality—I have some concerns about the pro-cyclical
nature of our present system of accounting and bank capital regu-
lation. Some commentators have endorsed a concept requiring
banks to hold more capital when good conditions prevail, and then
allow banks to temporarily hold less capital in order not to restrict
access to credit during a downturn. Advocates of this system be-
lieve that counter cyclical policies could reduce imbalances within
financial markets and smooth the credit cycle itself.

What do you see as the costs and benefits of adopting a more
counter-cyclical system of regulation ?
A.13. The question as to how best to address pro-cyclicality con-
cerns associated with our present system of accounting and capital
regulation is an area of significant focus for policy makers domesti-
cally and internationally. In addressing this matter, it is important

1 Applebaum, Washington Post, By Switching Their Charters, Banks Skirt Supervision, Janu-
ary 22, 2009; A01.
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to distinguish between cyclicality and pro-cyclicality. Due to their
sensitivity to risk, the current accounting and capital regimes are
clearly, and intentionally, cyclical, broadly reflecting the prevailing
trends in the economy. The more difficult and unresolved issue is
whether those regimes are also “pro-cyclical,” by amplifying other-
wise normal business fluctuations.

As noted, there are ongoing efforts to assess pro-cyclicality issues
with respect to both our current accounting and regulatory capital
regimes. The most recent public statement on this matter is found
in the Financial Stability Board’s April 2, 2009 document “Report
of the Financial Stability Forum on Addressing Pro-cyclicality in
the Financial System” (FSB Report).2 In this report, the FSB
makes numerous policy recommendations to address pro-cyclicality
concerns in three broad areas: regulatory capital; bank loan loss
provisioning practices; and valuation.

With respect to capital, the FSB Report set forth various rec-
ommendations to address potential pro-cyclicality, including the es-
tablishment of counter-cyclical capital buffers. In that regard, the
Report encouraged the Basel Committee to “develop mechanisms
by which the quality of the capital base and the buffers above the
regulatory minimum are built up during periods of strong earnings
growth so that they are available to absorb greater losses in stress-
ful environments.” In terms of benefits, building such a counter-cy-
clical capital buffer on banks’ earnings capacity would provide a
simple and practical link between: (i) the portfolio composition and
risk profile of individual banks; (ii) the build-up of risk in the bank-
ing system; and (iii) cycles of credit growth, financial innovation
and leverage in the broader economy. We also believe it is critically
important to focus on the quality of capital, with common stock, re-
tained earnings, and reserves for loan losses, being the predomi-
nant form of capital within the Tier 1 requirement.

The establishment of counter-cyclical capital buffers do present
challenges, the most significant of which relate to international
consistency and operational considerations. In normal cyclical
downturns, there are clear differences in national economic cycles,
with certain regions experiencing material deterioration in eco-
nomic activity, while other regions are completely unaffected. In
such an environment, it will be extremely difficult to balance the
need for international consistency while reflecting differences in
national economic cycles.

With respect to loan loss reserves, the FSB Report stated that
earlier recognition of loan losses could have dampened cyclical
moves in the current crisis. Under the current accounting require-
ments of an incurred loss model, a provision for loan losses is rec-
ognized only when a loss impairment event or events have taken
place that are likely to result in nonpayment of a loan in the fu-
ture. Earlier identification of credit losses is consistent both with
financial statement users’ needs for transparency regarding
changes in credit trends and with prudential objectives of safety

2The FSB Report was developed as a result of collaborative work carried out by working
groups composed of staff from: banking agencies from the U.S. and other jurisdictions; securities
regulators from the U.S. and other jurisdictions; accounting standard setters; the Basel Com-
mittee on Banking Supervision; International Organization of Securities Commissions; and other
organizations.
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and soundness. To address this issue, the FSB Report set forth rec-
ommendations to accounting standard setters and the Basel Com-
mittee. Included in the Report was a recommendation to accounting
standard setters to reconsider their current loan loss provisioning
requirements and related disclosures.

The OCC and other Federal banking agencies continue to discuss
these difficult issues within the Basel Committee and other inter-
national forums.

Q.14. Do you see any circumstances under which your agencies
would take a position on the merits of counter-cyclical regulatory
policy?

A.14. The OCC has actively participated in various efforts to assess
and mitigate possible pro-cyclical effects of current accounting and
regulatory capital regimes and I served as a chairperson of the
FSB’s Working Group on Provisioning discussed in the FSB Report
discussed above. Consistent with recommendations in the FSB Re-
port, I have publicly endorsed enhancements to existing provisions
of regulatory capital rules and generally accepted accounting prin-
ciples (GAAP) to address pro-cyclicality concerns.

Q.15. G20 Summit and International Coordination—Many foreign
officials and analysts have said that they believe the upcoming G20
summit will endorse a set of principles agreed to by both the Fi-
nancial Stability Forum and the Basel Committee, in addition to
other government entities. There have also been calls from some
countries to heavily re-regulate the financial sector, pool national
sovereignty in key economic areas, and create powerful supra-
national regulatory institutions. (Examples are national bank reso-
lution regimes, bank capital levels, and deposit insurance.) Your
agencies are active participants in these international efforts.

What do you anticipate will be the result of the G20 summit?
A.15. The materials subsequent to the April 2, 2009, G20 Summit
offer a constructive basis for a coordinated international response
to the current economic crisis. The documents issued by the G20
working groups, especially Working Group 1: Enhancing Sound
Regulation and Strengthening Transparency; and Working Group
2: Reinforcing International Cooperation and Promoting Integrity
in Financial Markets, will be a particular focus of attention for the
OCC and the other Federal banking agencies.

Q.16. Do you see any examples or areas where supranational regu-
lation of financial services would be effective?

A.16. Issues uniquely related to the activities and operations of
internationally active banking organizations compel a higher level
of coordination among international supervisors. In fact, the Stand-
ards Implementation Group of the Basel Committee is designed to
provide international supervisors a forum to discuss such issues
and, to the extent possible, harmonize examination activities and
supervisory policies related to those institutions.

Q.17. How far do you see your agencies pushing for or against such
supranational initiatives?

A.17. The OCC is supportive of continued efforts to harmonize ac-
tivities and policies related to the supervision of internationally ac-
tive banks. The actions of the G20 and its working groups present
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the opportunity to continue current dialogue with a broader array
of jurisdictions. However, we are keenly aware of the need to pro-
tect U.S. sovereignty over the supervision of national banks, and
will not delegate that responsibility.

Q.18. What steps has the OCC taken to promote the use of central
counterparties for credit default swap transactions by national
banks?

A.18. The OCC is an active participant in the Derivatives Infra-
structure Project. One of the key accomplishments of this project
is working with industry participants in developing a central
counterparty solution for credit derivatives. Representatives from
the OCC previously testified that credit derivatives risk mitigation
is encouraged including the use of a central clearing party. The in-
dustry committed in its July 31, 2008, letter to use central clearing
for eligible index, single name, and tranche index CDS where prac-
ticable. The industry renewed this commitment in October of 2008.
Our ongoing supervision efforts continue to track the progress of
this commitment in the institutions where the OCC is the primary
supervisor. As a result, central clearinghouses have been estab-
lished and central clearing of index trades began in March of this
year.

The OCC granted national banks the legal authority to become
members of a central clearing house for credit derivatives. The
legal approval is also subject to stringent safety and soundness re-
quirements to ensure banks can effectively manage and measure
their exposures to central counterparties.

The OCC continues to work with market participants and other
regulators on increasing the volume and types of credit derivatives
cleared via a central counterparty. In a meeting on April 1 at the
Federal Reserve Bank of New York, market participants discussed
broadening the use of a central clearing party to include a wider
range of firms and credit derivative products. Participants agreed
to form an industry group to address challenges to achieving these
objectives and associated issues surrounding initial margin seg-
regation and portability. The industry will report back to regu-
lators with plans on how to progress.

Q.19. What other classes of OTC derivatives are good candidates
for central clearing and what steps is the OCC taking to encourage
the development and use of central clearing counterparties?

A.19. The OCC believes that all types of OTC derivative products,
including foreign exchange, interest rate, commodities, and equi-
ties, will have some contracts that are appropriate candidates for
central clearing. The key to increasing the volume of centrally
cleared derivatives is increasing product standardization. Some
OTC derivatives products are more amenable to this standardiza-
tion than others. Over time, a central question for policymakers
will be the extent to which the risks of customized OTC derivatives
products can be effectively managed off of centralized clearing-
houses or exchanges, and whether the benefits exceed the risks.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR REED
FROM JOHN C. DUGAN

Q.1. It is clear that our current regulatory structure is in need of
reform. At my subcommittee hearing on risk management, March
18, 2009, GAO pointed out that regulators often did not move swift-
ly enough to address problems they had identified in the risk man-
agement systems of large, complex financial institutions.

My questions may be difficult, but please answer the following:

o If this lack of action is a persistent problem among the regu-
lators, to what extent will changing the structure of our regu-
latory system really get at the issue?

e Along with changing the regulatory structure, how can Con-
gress best ensure that regulators have clear responsibilities
and authorities, and that they are accountable for exercising
them “effectively and aggressively”?

A.1. As was discussed in Senior Deputy Comptroller Long’s March
18th testimony before the Subcommittee on Securities, Insurance,
and Investment, looking back on the events of the past two years,
there are clearly things we may have done differently or sooner,
but I do not believe our supervisory record indicates that there was
a “lack of action” by the OCC. For example, we began alerting na-
tional banks to our concerns about increasingly liberal under-
writing practices in certain loan products as early as 2003. Over
the next few years, we progressively increased our scrutiny and re-
sponses, especially with regard to credit cards, residential mort-
gages, and commercial real estate loans even though the under-
lying “fundamentals” for these products and market segments were
still robust. Throughout this period, our examiners were diligent in
identifying risks and directing banks to take corrective action.
Nonetheless, we and the industry initially underestimated the
magnitude and severity of the disruptions that we have subse-
quently seen in the market and the rapidity at which these disrup-
tions spilled over into the overall economy. In this regard, we con-
cur with the GAO that regulators and large, complex banking insti-
tutions need to develop better stress test mechanisms that evaluate
risks across the entire firm and that identify interconnected risks
and potential tail events. We also agree that more transparency
and capital is needed for certain off-balance sheet conduits and
products that can amplify a bank’s risk exposure.

While changes to our regulatory system are warranted—espe-
cially in the area of systemic risk—I do not believe that funda-
mental changes are required to the structure for conducting bank-
ing supervision.

Q.2. How do we overcome the problem that in the boom times no
one wants to be the one stepping in to tell firms they have to limit
their concentrations of risk or not trade certain risky products?

What thought has been put into overcoming this problem for reg-
ulators overseeing the firms? Is this an issue that can be addressed
through regulatory restructure efforts?

A.2. A key issue for bankers and supervisors is determining when
the accumulation of risks either within an individual firm or across
the system has become too high, such that corrective or mitigating
actions are needed. Knowing when and how to strike this balance
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is one of the most difficult jobs that supervisors face. Taking action
too quickly can constrain economic growth and impede access to
credit by credit-worthy borrowers. Waiting too long can result in an
overhang of risk becoming embedded into banks that can lead to
failure and, in the marketplace, that can lead to the types of dis-
locations we have seen over the past year. This need to balance su-
pervisory actions, I believe, is fundamental to bank supervision and
is not an issue that can be addressed through regulatory restruc-
ture—the same issue will face whatever entity or agency is ulti-
mately charged with supervision.

There are, however, actions that I believe we can and should
take to help dampen some of the effects of business and economic
cycles. First, as previously noted, I believe we need to insist that
large institutions establish more rigorous and comprehensive stress
tests that can identify risks that may be accumulating across var-
ious business and product lines. As we have seen, some senior bank
managers thought they had avoided exposure to subprime residen-
tial mortgages by deliberately choosing not to originate such loans
in the bank, only to find out after the fact that their investment
banks affiliates had purchased subprime loans elsewhere. For
smaller, community banks, we need to develop better screening
mechanisms that we can use to help identify banks that are build-
ing up concentrations in a particular product line and where miti-
gating actions may be necessary. We have been doing just that for
our smaller banks that may have significant commercial real estate
exposures.

We also need to ensure that banks have the ability to strengthen
their loan loss reserves at an appropriate time in the credit cycle,
as their potential future loans losses are increasing. A more for-
ward-looking “life of the loan” or “expected loss” concept would
allow provisions to incorporate losses expected over a more realistic
time horizon, and would not be limited to losses incurred as of the
balance sheet date, as under the current regime. Such a revision
would help to dampen the decidedly pro-cyclical effect that the cur-
rent rules are having today. This is an issue that I am actively en-
gaged in through my role as Chairman of the Financial Stability
Board’s Working Group on Provisioning.

Similarly, the Basel Committee on Bank Supervision recently an-
nounced an initiative to introduce standards that would promote
the build up of capital buffers that can be drawn upon in periods
of stress. Such a measure could also potentially serve as a buffer
or governor to the build up of risk concentrations.

There are additional measures we could consider, such as estab-
lishing absolute limits on the concentration a bank could have to
a particular industry or market segment, similar to the loan limits
we currently have for loans to an individual borrower. The benefits
of such actions would need to be carefully weighed against the po-
tential costs this may impose. For example, such a regime could re-
sult in a de facto regulatory allocation of credit away from various
industries or markets. Such limits could also have a dispropor-
tionate affect on smaller, community banks whose portfolios by
their very nature, tend to be concentrated in their local commu-
nities and, often, particular market segments such as commercial
real estate.
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Q.3. As Mr. Tarullo and Mrs. Bair noted in their testimony, some
financial institution failures emanated from institutions that were
under federal regulation. While I agree that we need additional
oversight over and information on unregulated financial institu-
}io?s& I think we need to understand why so many regulated firms
ailed.

Why is it the case that so many regulated entities failed, and

many still remain struggling, if our regulators in fact stand as a
safety net to rein in dangerous amounts of risk-taking?
A.3. As alluded to in Governor Tarullo and Chairman Bair’s testi-
monies, most of the prominent failures that have occurred and con-
tributed to the current market disruption primarily involved sys-
temically important firms that were not affiliated with an insured
bank and were thus not overseen by the Federal Reserve or subject
to the provisions of the Bank Holding Company Act. Although por-
tions of these firms may have been subject to some form of over-
sight, they generally were not subject to the type or scope of con-
solidated supervision applied to banks and bank holding compa-
nies.

Nonetheless, large national banking companies clearly have not
been immune to the problems we have seen over the past eighteen
months and several have needed active supervisory intervention or
the assistance of the capital and funding programs instituted by
the U.S. Treasury, Federal Reserve, and FDIC. As I noted in my
previous answer, prior to the recent market disruptions our exam-
iners had been identifying risks and risk management practices
that needed corrective action and were working with bank manage-
ment teams to ensure that such actions were being implemented.
We were also directing our large banks to shore up their capital
levels and during the eight month period from October 2007
through early June 2008, the largest national banking companies
increased their capital and debt levels through public and private
offerings by over $100 billion.

I firmly believe that our actions that resulted in banks strength-
ening their underwriting standards, increasing their capital and re-
serves, and shoring up their liquidity were instrumental to the re-
silience that the national banking system as whole has shown dur-
ing this period of unprecedented disruption in bank funding mar-
kets and significant credit losses. Indeed several of the largest na-
tional banks have served as a source of strength to the financial
system by acquiring significant problem thrift institutions (.e.,
Countrywide and Washington Mutual) and broker-dealer oper-
ations (i.e., Bear Stearns and Merrill Lynch). In addition, we
worked to successfully resolve via acquisition by other national
banks, two large national banks—National City and Wachovia—
that faced severe funding pressures in the latter part of 2008.
While both of these banks had adequate capital levels, they were
unable to roll over their short term liabilities in the marketplace
at a time when market perception and sentiment for many banking
companies were under siege. Due to these funding pressures, both
banks had to be taken over by companies with stronger capital and
funding bases. As the breadth and depth of credit problems acceler-
ated in late 2008, two other large banking companies, Citigroup
and Bank of America, required additional financial assistance
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through Treasury’s Asset Guarantee and Targeted Investment pro-
grams to help stabilize their financial condition. As part of the
broader Supervisory Capital Assessment Program that the OCC,
Federal Reserve, and FDIC recently conducted on the largest re-
cipients of funds under the Treasury’s Troubled Assets Relief Pro-
gram, we are closely monitoring the adequacy of these firms’ cap-
ital levels to withstand further adverse economic conditions and
will be requiring them to submit capital plans to ensure that they
have sufficient capital to weather such conditions. In almost all
cases, our large national banking organizations are on track to
meet any identified capital needs and have been able to raise pri-
vate capital through the marketplace, a sign that investor con-
fidence may be returning to these institutions.

While the vast majority of national banks remain sound, many
national banks will continue to face substantial credit losses as
credit problems work through the banking system. In addition,
until the capital and securitization markets are more fully restored,
larger banks will continue to face potential liquidity pressures and
funding constraints. As I have stated in previous testimonies, we
do expect that the number of problem banks and bank failures will
continue to increase for some time given current economic condi-
tions. In problem bank situations, our efforts focus on developing
a specific plan that takes into consideration the ability and willing-
ness of management and the board to correct deficiencies in a time-
ly manner and return the bank to a safe and sound condition. In
most instances our efforts, coupled with the commitment of bank
management, result in a successful rehabilitation of the bank.
There will be cases, however, where the situation is of such signifi-
cance that we will require the sale, merger, or liquidation of the
bank, if possible. Where that is not possible, we will appoint the
FDIC as receiver.

Q.4. While we know that certain hedge funds, for example, have
failed, have any of them contributed to systemic risk?

A.4. The failure of certain hedge funds, while not by themselves
systemically important (in contrast to the failure of Long Term
Capital Management in 1998), led to a reduction in market liquid-
ity as leveraged investors accelerated efforts to reduce exposures by
selling assets. Given significant uncertainty over asset values, re-
flecting sharply reduced market liquidity, this unwinding of lever-
aged positions has put additional strains on the financial system
and contributed to lack of investor confidence in the markets.

Q.5. Given that some of the federal banking regulators have exam-
iners on-site at banks, how did they not identify some of these
problems we are facing today?

A.5. At the outset, it is important to be clear that bank examiners
do not have authority over the nonbank companies in a holding
company. These nonbank firms were the source of many of the
issues confronting large banking firms. With respect to banks, as
noted above, we were identifying issues and taking actions to ad-
dress problems that we were seeing in loan underwriting standards
and other areas. At individual banks, we were directing banks to
strengthen risk management and corporate governance practices
and, at some institutions, were effecting changes in key managerial
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positions. Nonetheless, in retrospect, it is clear that we should have
been more aggressive in addressing some of the practices and risks
that were building up across the banking system during this pe-
riod. For example, it is clear that we and many bank managers put
too much reliance on the various credit enhancements used to sup-
port certain collateralized debt obligations and not enough empha-
sis on the quality of, and correlations across, the underlying assets
supporting those obligations. Similarly, we were not sufficiently at-
tuned to the systemic risk implications of the significant migration
by large banks to an “originate-to-distribute model” for commercial
and leveraged loan products. Under this model, banks originated a
significant volume of loans with the express purpose of packaging
and selling them to institutional investors who generally were will-
ing to accept more liberal underwriting standards than the banks
themselves would accept, in return for marginally higher yields. In
the fall of 2007, when the risk appetite of investors changed dra-
matically (and at times for reasons not directly related to the expo-
sures they held), banks were left with significant pipelines of loans
that they needed to fund, thus exacerbating their funding and cap-
ital pressures. As has been well-documented, similar pressures
were leading to relaxation of underwriting standards within the
residential mortgage loan markets. While the preponderance of the
subprime and “Alt-A” loans that have been most problematic were
originated outside of the national banking system, the subsequent
downward spiral in housing prices that these practices triggered
have clearly affected all financial institutions, including national
banks.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM JOHN C. DUGAN

Q.1. The convergence of financial services providers and financial
products has increased over the past decade. Financial products
and companies may have insurance, banking, securities, and fu-
tures components. One example of this convergence is AlIG. Is the
creation of a systemic risk regulator the best method to fill in the
gaps and weaknesses that AIG has exposed, or does Congress need
to reevaluate the weaknesses of federal and state functional regula-
tion for large, interconnected, and large firms like AIG?

A.1. The financial crisis has highlighted significant regulatory gaps
in the oversight of our financial system. Large nonbank financial
institutions like AIG, Fannie Mae and Freddie Mac, Bear Steams,
and Lehman were subject to varying degrees and different kinds of
government oversight. No one regulator had access to risk informa-
tion from these nonbank firms in the same way that the Federal
Reserve has with respect to bank holding companies. The result
was that the risk these firms presented to the financial system as
a whole could not be managed or controlled before their problems
reached crisis proportions.

Assigning to one agency the oversight of systemic risk through-
out the financial system could address certain of these regulatory
gaps. For example, such an approach would fix accountability, cen-
tralize data collection, and facilitate a unified approach to identi-
fying and addressing large risks across the system. However, a sin-
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gle systemic regulator approach also would face challenges due to
the diverse nature of the firms that could be labeled systemically
significant. Key issues would include the type of authority that
should be provided to the regulator; the types of financial firms
that should be subject to its jurisdiction; and the nature of the new
regulator’s interaction with existing prudential supervisors. It
would be important, for example, for the systemic regulatory func-
tion to build on existing prudential supervisory schemes, adding a
systemic point of view, rather than replacing or duplicating regula-
tion and supervisory oversight that already exists. How this would
be done would need to be evaluated in light of other restructuring
goals, including providing clear expectations for financial institu-
tions and clear responsibilities and accountability for regulators;
avoiding new regulatory inefficiencies; and considering the con-
sequences of an undue concentration of responsibilities in a single
regulator.

Moreover, the contours of new systemic authority may need to
vary depending on the nature of the systemically significant entity.
For example, prudential regulation of banks involves extensive re-
quirements with respect to risk reporting, capital, activities limits,
risk management, and enforcement. The systemic supervisor might
not need to impose all such requirements on all types of system-
ically important firms. The ability to obtain risk information would
be critical for all such firms, but it might not be necessary, for ex-
ample, to impose the full array of prudential standards, such as
capital requirements or activities limits on all types of systemically
important firms, e.g., hedge funds (assuming they were subject to
the new regulator’s jurisdiction). Conversely, firms like banks that
are already subject to extensive prudential supervision would not
need the same level of oversight as firms that are not—and if the
systemic overseer were the Federal Reserve Board, very little new
authority would be required with respect to banking companies,
given the Board’s current authority over bank holding companies.

Q.2. Recently there have been several proposals to consider for fi-
nancial services conglomerates. One approach would be to move
away from functional regulation to some type of single consolidated
regulator like the Financial Services Authority model. Another ap-
proach is to follow the Group of 30 Report which attempts to mod-
ernize functional regulation and limit activities to address gaps and
weaknesses. An in-between approach would be to move to an objec-
tives-based regulation system suggested in the Treasury Blueprint.
What are some of the pluses and minuses of these three ap-
proaches?

A.2. A number of options for regulatory reform have been put for-
ward, including those mentioned in this question. Each raises
many detailed issues.

The Treasury Blueprint offers a thoughtful approach to the reali-
ties of financial services regulation in the 21st century. In par-
ticular, the Blueprint’s recommendation to establish a new federal
charter for systemically significant payment and settlement sys-
tems and authorizing the Federal Reserve Board to supervise them
is appropriate given the Board’s extensive experience with payment
system regulation.
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The Group of 30 Report compares and analyzes the financial reg-
ulatory approaches of seventeen jurisdictions—including the United
Kingdom, the United States and Australia—in order to illustrate
the implications of the four principal models of supervisory over-
sight. The Group of 30 Report then sets forth 18 proposals for
banks and nonbanks. For all countries, the Report recommends
that bank supervision be consolidated under one prudential regu-
lator. Under the proposals, banks that are deemed systemically im-
portant would face restrictions on high-risk proprietary activities.
The report also calls for raising the level at which banks are con-
sidered to be well-capitalized, Proposals for nonbanks include regu-
latory oversight and the production or regular reports on leverage
and performance. For banks and nonbanks alike, the Report calls
for a more refined analysis of liquidity in stressed markets and
more robust contingency planning.

The Financial Services Authority model is one in which all super-
vision is consolidated in one agency.

As debate on these and other proposals continues, the OCC be-
lieves two fundamental points are essential. First, it is important
to preserve the Federal Reserve Board’s role as a holding company
supervisor. Second, it is equally if not more important to preserve
the role of a dedicated, front-line prudential supervisor for our na-
tion’s banks.

The Financial Services Authority model raises the fundamental
problem that consolidating all supervision in a new, single inde-
pendent agency would take bank supervisory functions away from
the Federal Reserve Board. As the central bank and closest agency
we have to a systemic risk regulator, the Board needs the window
it has into banking organizations that it derives from its role as
bank holding company supervisor. Moreover, given its substantial
role and direct experience with respect to capital markets, pay-
ments systems, the discount window, and international super-
vision, the Board provides unique resources and perspective to
bank holding company supervision.

Second, and perhaps more important, is preserving the very real
benefit of having an agency whose sole mission is bank supervision.
The benefits of dedicated supervision are significant. Where it oc-
curs, there is no confusion about the supervisor’s goals and objec-
tives, and no potential conflict with competing objectives. Responsi-
bility is well defined, and so is accountability. Supervision does not
take a back seat to any other part of the organization, and the re-
sult is a strong culture that fosters the development of the type of
seasoned supervisors that are needed to confront the many chal-
lenges arising from today’s banking business.

Q.3. If there are institutions that are too big to fail, how do we
identify that? How do we define the circumstance where a single
company is so systemically significant to the rest of our financial
circumstances and our economy that we must not allow it to fail?
We need to have a better idea of what this notion of too big to fail
is—what it means in different aspects of our industry and what our
proper response to it should be. How should the federal govern-
ment approach large, multinational and systemically significant
companies? What does “fail” mean? In the context of AIG, we are
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talking about whether we should have allowed an orderly Chapter
11 bankruptcy proceeding to proceed. Is that failure?

A.3. There a number of ways “too big to fail” can be defined, in-
cluding the size of an institution, assets under management, inter-
relationships or interconnections with other significant economic
entities, or global reach. Likewise, “failure” could have several defi-
nitions, including bankruptcy. But whatever definition of these
terms Congress may choose, it is important that there be an or-
derly process for resolving systemically significant firms.

U.S. law has long provided a unique and well developed frame-
work for resolving distressed and failing banks that is distinct from
the federal bankruptcy regime. Since 1991, this unique framework,
contained in the Federal Deposit Insurance Act, has also provided
a mechanism to address the problems that can arise with the po-
tential failure of a systemically significant bank—including, if nec-
essary to protect financial stability, the ability to use the bank de-
posit insurance fund to prevent uninsured depositors, creditors,
and other stakeholders of the bank from sustaining loss.

No comparable framework exists for resolving most systemically
significant financial firms that are not banks, including system-
ically significant holding companies of banks. Such firms must
therefore use the normal bankruptcy process unless they can ob-
tain some form of extraordinary government assistance to avoid the
systemic risk that might ensue from failure or the lack of a timely
and orderly resolution. While the bankruptcy process may be ap-
propriate for resolution of certain types of firms, it may take too
long to provide certainty in the resolution of a systemically signifi-
cant firm, and it provides no source of funding for those situations
where substantial resources are needed to accomplish an orderly
solution.

This gap needs to be addressed with an explicit statutory regime
for facilitating the resolution of systemically important nonbank
companies as well as banks. This new statutory regime should pro-
vide tools that are similar to those currently available for resolving
banks, including the ability to require certain actions to stabilize
a firm; access to a significant funding source if needed to facilitate
orderly dispositions, such as a significant line of credit from the
Treasury; the ability to wind down a firm if necessary; and the
flexibility to guarantee liabilities and provide open institution as-
sistance if needed to avoid serious risk to the financial system. In
addition, there should be clear criteria for determining which insti-
tutions would be subject to this resolution regime, and how to han-
dle the foreign operations of such institutions.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR KOHL
FROM JOHN C. DUGAN

Q.1. Two approaches to systemic risk seem to be identified, (1)
monitoring institutions and taking steps to reduce the size/activi-
ties of institutions that approach a “too large to fail” or “too sys-
temically important to fail” or (2) impose an additional regulator
and additional rules and market discipline on institutions that are
considered systemically important. Which approach do you en-
dorse?
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A.1. The functions and authorities of a systemic risk regulator may
need to differ depending on the nature of the systemically signifi-
cant entity. Some types of firms, including banks, already are sub-
ject to federally imposed capital requirements, federal constraints
on their activities, and the enforcement jurisdiction of a federal
prudential regulator. These oversight functions should not be dupli-
cated in the systemic supervisor. Doing so increases the potential
for uncertainty about the standards to which firms will be held and
for inconsistency between requirements administered by the pri-
mary and the systemic regulator.

In practice, the role of a systemic risk overseer may vary at dif-
ferent points in time depending on whether financial markets are
functioning normally, or are instead experiencing unusual stress or
disruption. For example, in a stable economic environment, the sys-
temic risk regulator might focus most on obtaining and analyzing
information about risks. Such additional information and analysis
would be valuable not only for the systemic risk regulator, but also
for prudential supervisors in terms of their understanding of firms’
exposure to risks occurring in other parts of the financial services
system to which they have no direct access. And it could facilitate
the implementation of supervisory strategies to address and con-
tain such risk before it increased to unmanageable levels. On the
other hand, in times of stress or disruption it may be desirable for
the systemic regulator to take actions to stabilize a firm or apply
stricter than normal standards to aspects of its operations.

Q.2. Please identify all regulatory or legal barriers to the com-
prehensive sharing of information among regulators including in-
surance regulators, banking regulators, and investment banking
regulators. Please share the steps that you are taking to improve
the flow of communication among regulators within the current leg-
islative environment.

A.2. At the federal level, no barriers to information sharing exist
between federal banking regulators because the Federal Deposit In-
surance Act, at 12 U.S.C. 1821t, provides that “a covered agency”
does not waive any privilege when it transfers information or per-
mits information to be used by a covered agency or any other agen-
cy of the federal government. A “covered agency” includes a federal
banking agency, but not a state authority. This would also protect
privilege when the OCC shares information with other federal
agencies, such as the SEC, with which the OCC shares information
pursuant to letter agreements in connection with the SEC’s en-
forcement investigations and inspection functions.

In 1984, a joint statement of policy was issued by the OCC, FRB,
FDIC, and the FHLBB that contained agreements relating to con-
fidentiality safeguards that would be observed in connection with
the sharing of certain categories of confidential supervisory infor-
mation between those agencies. Presently, these and other proto-
cols are observed in connection with the sharing of broader and
other categories of supervisory information with other federal agen-
cies that occurs pursuant to OCC’s regulations or, as indicated
above with respect to the SEC, written agreements or memoranda
of understanding. It is crucial that the confidentiality of any infor-
mation shared between federal and state authorities concerning
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bank condition or personal consumer information be assured. The
OCC has therefore entered into a number of agreements with var-
ious state regulators that govern the sharing, and protect the con-
fidentiality, of information held by federal and state regulators:

e The OCC has entered into written sharing agreements or
memoranda with 48 of the 50 states, the District of Columbia,
and Puerto Rico. These documents, most of which were exe-
cuted between 1987 and 1992, generally provide for the shar-
ing of broad categories of information when needed for super-
visory purposes.

e The OCC has executed a model Memorandum of Under-
standing with the Conference of State Bank Supervisors
(CSBS) that is intended to facilitate the referral of customer
complaints between the OCC and individual states, and to
share information about the disposition of these complaints. As
of December, 2008, this model agreement has served as the
basis for information sharing agreements between the OCC
and 44 states and Puerto Rico.

¢ In addition, the OCC has insurance information-sharing agree-
ments with 49 States and the District of Columbia.

e The OCC has entered into many case specific agreements with
states attorneys general in order to obtain information relevant
to misconduct within the national banking system. We also en-
courage states attorneys general to refer complaints of mis-
conduct by OCC regulated entities directly to the OCC’s Cus-
tomer Assistance Group. Finally, the OCC Customer Assist-
ance Group refers consumer complaints that it receives with
reslpect to State regulated entities to the appropriate state offi-
cials.

e The OCC exchanges information with state securities regu-
lators on a case-by-case basis pursuant to letter agreements.

Moreover, the OCC has worked cooperatively with the states to
address specific supervisory and consumer protection issues. For
example, in the area of supervisory guidance, federal and state reg-
ulators have worked constructively in connection with implementa-
tion of the nontraditional mortgage and subprime mortgage guid-
ance issued initially by the federal banking agencies.

More generally, under the auspices of the Federal Financial In-
stitutions Examination Council (FFIEC), the OCC actively partici-
pates in the development and implementation of uniform prin-
ciples, standards, and report forms for the examination of financial
institutions by the federal agencies who are members of the
FFIEC, which include (in addition to the OCC) the Federal Reserve
Board, the FDIC, the OTS, and the NCUA. In 2006, the Chair of
the State Liaison Committee (SLC) was added to the FFIEC as a
voting member. The SLC includes representatives of the Con-
ference of State Bank Supervisors (CSBS), the American Council of
State Savings Supervisors (ACSSS), and the National Association
of State Credit Union Supervisors (NASCUS). Working through its
Task Forces (such as the Task Force on Supervision and the Task
Force on Compliance), the FFIEC also develops recommendations
to promote uniformity in the supervision of financial institutions.
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The OCC also participates in the President’s Working Group on
Financial Markets, a group composed of the Treasury Department,
the Federal Reserve Board, the SEC, and the CFTC, which con-
f)iders significant financial institutions’ policy issues on an ongoing

asis.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR HUTCHISON
FROM JOHN C. DUGAN

Q.1. Will each of you commit to do everything within your power
to prevent performing loans from being called by lenders? Please
outline the actions you plan to take.

A.1. The OCC has and will continue to encourage bankers to work
with borrowers and to meet the credit needs of credit-worthy bor-
rowers. Ultimately, however, the decision about whether to call a
particular loan is a business decision that a banker must make.
Such decisions must be based on the specific facts and cir-
cumstances of the bank, including its overall risk profile and its re-
lationship with the borrower.

There has been a perception that examiners are requiring bank-
ers to call or classify performing loans, resulting in what some have
called a “performing nonperforming loan.” Let me be clear, exam-
iners do not tell bankers to call or renegotiate a loan, nor will they
direct bankers to classify a loan or borrowers who have the dem-
onstrated ability to service their debts under reasonable repayment
schedules. In an effort to clarify how examiners approach this
issue, it is important to define the term “performing loan.” Some
define performance as simply being contractually current on all
principal and interest payments. In many cases this definition is
sufficient for a particular credit relationship and accurately por-
trays the status of the loan. In other cases, however, being contrac-
tually current on payments can be a very misleading gauge of the
credit risk embedded in the loan. This is especially the case where
the loan’s underwriting structure can mask credit weaknesses and
obscure the fact that a borrower may be unable to meet the full
terms of the loan. This phenomenon was vividly demonstrated in
certain nontraditional rate residential mortgage products where a
borrower may have been qualified at a low “teaser” rate or with in-
terest-only payments, without regard as to whether they would be
able to afford the loan once the rates or payments adjusted to a
fully indexed rate or included principal repayments.

Analysis of payment performance must consider under what
terms the performance has been achieved. For example, in many
acquisition, development and construction loans for residential de-
velopments, it is common for the loans to be structured with what
is referred to as an “interest reserve” for the initial phase of the
project. These interest reserves are established as part of the initial
loan proceeds at the time the loan is funded and provide funds for
interest payments as lots are being developed, with repayment of
principal occurring as each lot or parcel is sold and released. How-
ever, if the development project stalls for any number of reasons,
the interest will continue to be paid from the initial interest re-
serve even though the project is not generating any cash flows to
repay loan principal. In such cases, the loan will be contractually
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current due to the interest payments being made from the reserves,
but the repayment of principal is in jeopardy. We are seeing in-
stances where projects such as these have completely stalled with
lot sales significantly behind schedule or even nonexistent and the
loan, including the interest reserve, is set to mature shortly. This
is an example where a loan is contractually current, but is not per-
forming as intended.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM SHEILA C. BAIR

Q.1. Consumer Protection Regulation—Some have advocated that
consumer protection and prudential supervision should be divorced,
and that a separate consumer protection regulation regime should
be created. They state that one source of the financial crisis ema-
nated from the lack of consumer protection in the underwriting of
loans in the originate-to-distribute space.

What are the merits of maintaining it in the same agency? Alter-
natively, what is the best argument each of you can make for a
new consumer protection agency?

A.1. As I said in my testimony, there can no longer be any doubt
about the link between protecting consumers from abusive products
and practices and the safety and soundness of the financial system.
Products and practices that strip individual and family wealth un-
dermine the foundation of the economy. As the current crisis dem-
onstrates, increasingly complex financial products combined with
frequently opaque marketing and disclosure practices result in
probleﬁns not just for consumers, but for institutions and investors
as well.

To protect consumers from potentially harmful financial prod-
ucts, a case has been made for a new independent financial product
safety commission. Certainly, more must be done to protect con-
sumers. The FDIC could support the establishment of a new entity
to establish consistent consumer protection standards for banks
and nonbanks. However, we believe that such a body should in-
clude the perspective of bank regulators as well as nonbank en-
forcement officials such as the FTC. However, as Congress con-
siders the options, we recommend that any new plan ensure that
consumer protection activities are aligned and integrated with
other bank supervisory information, resources, and expertise, and
that enforcement of consumer protection rules for banks be left to
bank regulators.

The current bank regulation and supervision structure allows the
banking agencies to take a comprehensive view of financial institu-
tions from both a consumer protection and safety-and-soundness
perspective. Banking agencies’ assessments of risks to consumers
are closely linked with and informed by a broader understanding
of other risks in financial institutions. Conversely, assessments of
other risks, including safety and soundness, benefit from knowl-
edge of basic principles, trends, and emerging issues related to con-
sumer protection. Separating consumer protection regulation and
supervision into different organizations would reduce information
that is necessary for both entities to effectively perform their func-
tions. Separating consumer protection from safety and soundness
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would result in similar problems. Our experience suggests that the
development of policy must be closely coordinated and reflect a
broad understanding of institutions’ management, operations, poli-
cies, and practices—and the bank supervisory process as a whole.

One of the fundamental principles of the FDIC’s mission is to
serve as an independent agency focused on maintaining consumer
confidence in the banking system. The FDIC plays a unique role
as deposit insurer, federal supervisor of state nonmember banks
and savings institutions, and receiver for failed depository institu-
tions. These functions contribute to the overall stability of and con-
sumer confidence in the banking industry. With this mission in
mind, if given additional rulemaking authority, the FDIC is pre-
pared to take on an expanded role in providing consumers with
stronger protections that address products posing unacceptable
risks to consumers and eliminate gaps in oversight.

Q.2. Regulatory Gaps or Omissions—During a recent hearing, the
Committee has heard about massive regulatory gaps in the system.
These gaps allowed unscrupulous actors like AIG to exploit the
lack of regulatory oversight. Some of the counterparties that AIG
did business with were institutions under your supervision.

Why didn’t your risk management oversight of the AIG counter-
parties trigger further regulatory scrutiny? Was there a flawed as-
sumption that AIG was adequately regulated, and therefore no fur-
ther scrutiny was necessary?

A.2. The FDIC did not have supervisory authority over AIG. How-
ever, to protect taxpayers the FDIC recommends that a new resolu-
tion regime be created to handle the failure of large nonbanks such
as AIG. This special receivership process should be outside bank-
ruptcy and be patterned after the process we use for bank and
thrift failures.

Q.3. Was there dialogue between the banking regulators and the
state insurance regulators? What about the SEC?

A.3. The FDIC did not have supervisory authority for AIG and did
not engage in discussions regarding the entity. However, the need
for improved interagency communication demonstrates that the re-
form of the regulatory structure also should include the creation of
a systemic risk council (SRC) to address issues that pose risks to
the broader financial system. The SRC would be responsible for
identifying institutions, practices, and markets that create poten-
tial systemic risks, implementing actions to address those risks, en-
suring effective information flow, completing analyses and making
recommendations on potential systemic risks, setting capital and
other standards and ensuring that the key supervisors with respon-
sibility for direct supervision apply those standards. The macro-
prudential oversight of system-wide risks requires the integration
of insights from a number of different regulatory perspectives—
banks, securities firms, holding companies, and perhaps others.
Only through these differing perspectives can there be a holistic
view of developing risks to our system.

Q4. If the credit default swap contracts at the heart of this prob-
lem had been traded on an exchange or cleared through a clearing-
house, with requirement for collateral and margin payments, what
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additional information would have been available? How would you
have used it?

A.4. As with other exchange traded instruments, by moving the
contracts onto an exchange or central counterparty, the overall risk
to any counterparty and to the system as a whole would have been
greatly reduced. The posting of daily variance margin and the mu-
tuality of the exchange as the counterparty to market participants
would almost certainly have limited the potential losses to any of
AIG’s counterparties.

For exchange traded contracts, counterparty credit risk, that is,
the risk of a counterparty not performing on the obligation, would
be substantially less than for bilateral OTC contracts. That is be-
cause the exchange becomes the counterparty for each trade.

The migration to exchanges or central clearinghouses of credit
default swaps and OTC derivatives in general should be encour-
aged and perhaps required. The opacity of CDS risks contributed
to significant concerns about the transmission of problems with a
single credit across the financial system. Moreover, the customized
mark to model values associated with OTC derivatives may encour-
age managements to be overly optimistic in valuing these products
during economic expansions, setting up the potential for abrupt
and destabilizing reversals.

The FDIC or other regulators could use better information de-
rived from exchanges or clearinghouses to analyze both individual
and systemic risk profiles. For those contracts which are not stand-
ardized, we urge complete reporting of information to trade reposi-
tories so that information would be available to regulators. With
additional information, regulators may better analyze and ascer-
tain concentrated risks to the market participants. This is particu-
larly true for large counterparty exposures that may have systemic
ramifications if the contracts are not well collateralized among
counterparties.

Q.5. Liquidity Management—A problem confronting many financial
institutions currently experiencing distress is the need to roll-over
short-term sources of funding. Essentially these banks are facing a
shortage of liquidity. I believe this difficulty is inherent in any sys-
tem that funds long-term assets, such as mortgages, with short-
term funds. Basically the harm from a decline in liquidity is ampli-
fied by a bank’s level of “maturity-mismatch.”

I would like to ask each of the witnesses, should regulators try
to minimize the level of a bank’s maturity-mismatch? And if so,
what tools would a bank regulator use to do so?

A.5. The funding of illiquid assets, whose cash flows are realized
over time and with uncertainty, with shorter-maturity volatile or
credit sensitive funding, is at the heart of the liquidity problems
facing some financial institutions. If a regulator determines that a
bank is assuming amounts of liquidity risk that are excessive rel-
ative to its capital structure, then the regulator should require the
bank to address this issue.

In recognition of the significant role that liquidity risks have
played during this crisis, regulators the world over are considering
ways to enhance supervisory approaches. There is better recogni-
tion of the need for banks to have an adequate cushion of liquid
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assets, supported by pro forma cash flow analysis under stressful
scenarios, well diversified and tested funding sources, and a liquid-
ity contingency plan. The FDIC issued supervisory guidance on li-
quidity risk in August of 2008.

Q.6. Too-Big-To-Fail—Chairman Bair stated in her written testi-
mony that “the most important challenge is to find ways to impose
greater market discipline on systemically important institutions.
The solution must involve, first and foremost, a legal mechanism
for the orderly resolution of those institutions similar to that which
exists for FDIC-insured banks. In short we need to end too big to
fail. I would agree that we need to address the too-big-to-fail issue,
both for banks and other financial institutions.”

Could each of you tell us whether putting a new resolution re-
gime in place would address this issue?

A.6. There are three key elements to addressing the problem of
systemic risk and too big to fail.

First, financial firms that pose systemic risks should be subject
to regulatory and economic incentives that require these institu-
tions to hold larger capital and liquidity buffers to mirror the
heightened risk they pose to the financial system. In addition, re-
strictions on leverage and the imposition of risk-based assessments
on institutions and their activities would act as disincentives to the
types of growth and complexity that raise systemic concerns.

The second important element in addressing too big to fail is an
enhanced structure for the supervision of systemically important
institutions. This structure should include both the direct super-
vision of systemically significant financial firms and the oversight
of developing risks that may pose risks to the overall U.S. financial
system. Centralizing the responsibility for supervising these insti-
tutions in a single systemic risk regulator would bring clarity and
accountability to the efforts needed to identify and mitigate the
buildup of risk at individual institutions. In addition, a systemic
risk council could be created to address issues that pose risks to
the broader financial system by identifying cross-cutting practices,
and products that create potential systemic risks.

The third element to address systemic risk is the establishment
of a legal mechanism for quick and orderly resolution of these insti-
tutions similar to what we use for FDIC insured banks. The pur-
pose of the resolution authority should not be to prop up a failed
entity indefinitely or to insure all liabilities, but to permit a timely
and orderly resolution and the absorption of assets by the private
sector as quickly as possible. Done correctly, the effect of the reso-
lution authority will be to increase market discipline and protect
taxpayers.

Q.7. How would we be able to convince the market that these sys-
temically important institutions would not be protected by taxpayer
resources as they had been in the past?

A.7. Given the long history of government bailouts for economically
and systemically important firms, it will be extremely difficult to
convince market participants that current practices have changed.
Still, it is critical that we dispel the presumption that some institu-
tions are “too big to fail.”
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As outlined in my testimony, it is imperative that we undertake
regulatory and legislative reforms that force TBTF institutions to
internalize the social costs of bailouts and put shareholders, credi-
tors, and managers at real risk of loss. Capital and other require-
ments should be put in place to provide disincentives for institu-
tions to become too large or complex. This must be linked with a
legal mechanism for the orderly resolution of systemically impor-
tant nonbank financial firms—a mechanism similar to that which
currently exists for FDIC-insured depository institutions.

Q.8. Pro-Cyclicality—I have some concerns about the pro-cyclical
nature of our present system of accounting and bank capital regu-
lation. Some commentators have endorsed a concept requiring
banks to hold more capital when good conditions prevail, and then
allow banks to temporarily hold less capital in order not to restrict
access to credit during a downturn. Advocates of this system be-
lieve that counter cyclical policies could reduce imbalances within
financial markets and smooth the credit cycle itself.

What do you see as the costs and benefits of adopting a more
counter-cyclical system of regulation?

A.8. The FDIC would be supportive of a capital and accounting
framework for insured depository institutions that avoids the unin-
tended pro-cyclical outcomes we have experienced in the current
crisis. Capital and other appropriate buffers should be built up dur-
ing more benign parts of the economic cycle so that they are avail-
able during more stressed periods. The FDIC firmly believes that
financial statements should present an accurate depiction of an in-
stitution’s capital position, and we strongly advocate robust capital
levels during both prosperous and adverse economic cycles. Some
features of existing capital regimes, and certainly the Basel II Ad-
vanced Approaches, lead to reduced capital requirements during
good times and increased capital requirements during more dif-
ficult economic periods. Some part of capital should be risk sen-
sitive, but it must serve as a cushion throughout the economic
cycle. We believe a minimum leverage capital ratio is a critical as-
pect of our regulatory process as it provides a buffer against unex-
pected losses and the vagaries of models-based approaches to as-
sessing capital adequacy.

Adoption of banking guidelines that mitigate the effects of pro-
cyclicality could potentially lessen the government’s financial risk
arising from the various federal safety nets. In addition, they
would help financial institutions remain sufficiently reserved
against loan losses and adequately capitalized during good and bad
times. In addition, some believe that counter-cyclical approaches
would moderate the severity of swings in the economic cycle as
banks would have to set aside more capital and reserves for lend-
ing, and thus take on less risk during economic expansions.

Q.9. Do you see any circumstances under which your agencies
would take a position on the merits of counter-cyclical regulatory
policy?

A.9. The FDIC would be supportive of a capital and accounting
framework for insured depository institutions that avoids the unin-
tended pro-cyclical outcomes we have experienced in the current
crisis. Again, we are strongly supportive of robust capital standards
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for banks and thrifts as well as conservative accounting guidelines
which accurately represent the financial position of insured institu-
tions.

Q.10. G20 Summit and International Coordination—Many foreign
officials and analysts have said that they believe the upcoming G20
summit will endorse a set of principles agreed to by both the Fi-
nancial Stability Forum and the Basel Committee, in addition to
other government entities. There have also been calls from some
countries to heavily re-regulate the financial sector, pool national
sovereignty in key economic areas, and create powerful supra-
national regulatory institutions. (Examples are national bank reso-
lution regimes, bank capital levels, and deposit insurance.) Your
agencies are active participants in these international efforts.
What do you anticipate will be the result of the G20 summit?

A.10. The G20 summit communique addressed a long list of prin-
ciples and actions that were originally presented in the so-called
Washington Action Plan. The communique provided a full progress
report on each of the 47 actions in that plan. The major reforms
included expansion and enhancement of the Financial Stability
Board (formerly the Financial Stability Forum). The FSB will con-
tinue to assess the state of the financial system and promote co-
ordination among the various financial authorities. To promote
international cooperation, the G20 countries also agreed to estab-
lish supervisory colleges for significant cross-border firms, imple-
ment cross-border crisis management, and launch an Early Warn-
ing Exercise with the IMF. To strengthen prudent financial regula-
tion, the G20 endorsed a supplemental nonrisk based measure of
capital adequacy to complement the risk-based capital measures,
incentives for improving risk management of securitizations,
stronger liquidity buffers, regulation and oversight of systemically
important financial institutions, and a broad range of compensa-
tion, tax haven, and accounting provisions.

Q.11. Do you see any examples or areas where supranational regu-
lation of financial services would be effective?

A.11. If we are to restore financial health across the globe and be
better prepared for the next global financial situation, we must de-
velop a sound basis of financial regulation both in the U.S. and
internationally. This is particularly important in the area of cross-
border resolutions of systemically important financial institutions.
Fundamentally, the focus must be on reforms of national policies
and laws in each country. Among the important requirements in
many laws are on-site examinations, a leverage ratio as part of the
capital regime, an early intervention system like prompt corrective
action, more flexible resolution powers, and a process for dealing
with troubled financial companies. This last reform also is needed
in this country. However, we do not see any appetite for supra-
national financial regulation of financial services among the G20
countries at this time.

Q.12. How far do you see your agencies pushing for or against such
supranational initiatives?

A.12. At this time and until the current financial situation is re-
solved, I believe the FDIC should focus its efforts on promoting an
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international leverage ratio, minimizing the pro-cyclicality of the
Basel II capital standards, cross-border resolutions, and other ini-
tiatives that the Basel Committee is undertaking. In the short run,
achieving international cooperation on these issues will require our
full attention.

Q.13. Regulatory Reform—Chairman Bair, Mr. Tarullo noted in his
testimony the difficulty of crafting a workable resolution regime
and developing an effective systemic risk regulation scheme.

Are you concerned that there could be unintended consequences
if we do not proceed with due care?

A.13. Once the government formally appoints a systemic risk regu-
lator (SRR), market participants may assume that the likelihood of
systemic events will be diminished going forward. By explicitly ac-
cepting the task of ensuring financial sector stability and appoint-
ing an agency responsible for discharging this duty, the govern-
ment could create expectations that weaken market discipline. Pri-
vate sector market participants may incorrectly discount the possi-
bility of sector-wide disturbances. Market participants may avoid
expending private resources to safeguard their capital positions or
arrive at distorted valuations in part because they assume (cor-
rectly or incorrectly) that the SRR will reduce the probability of
sector-wide losses or other extreme events. In short, the govern-
ment may risk increasing moral hazard in the financial system un-
less an appropriate system of supervision and regulation is in
place. Such a system must anticipate and mitigate private sector
incentives to attempt to profit from this new form of government
oversight and protection at the expense of taxpayers.

When establishing a SRR, it is also important for the govern-
ment to manage expectations. Few if any existing systemic risk
monitors were successful in identifying financial sector risks prior
to the current crisis. Central banks have, for some time now, acted
as systemic risk monitors and few if any institutions anticipated
the magnitude of the current crisis or the risk exposure concentra-
tions that have been revealed. Regulators and central banks have
mostly had to catch up with unfolding events with very little warn-
ing about impending firm and financial market failures.

The need for and duties of a SRR can be reduced if we alter su-
pervision and regulation in a manner that discourages firms from
forming institutions that are systemically important or too-big-to
fail. Instead of relying on a powerful SSR, we need instead to de-
velop a “fail-safe” system where the failure of any one large institu-
tion will not cause the financial system to break down. In order to
move in this direction, we need to create disincentives that limit
the size and complexity of institutions whose failure would other-
wise pose a systemic risk.

In addition, the reform of the regulatory structure also should in-
clude the creation of a systemic risk council (SRC) to address issues
that pose risks to the broader financial system. The SRC would be
responsible for identifying institutions, practices, and markets that
create potential systemic risks, implementing actions to address
those risks, ensuring effective information flow, completing anal-
yses and making recommendations on potential systemic risks, set-
ting capital and other standards and ensuring that the key super-
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visors with responsibility for direct supervision apply those stand-
ards. The macro-prudential oversight of system-wide risks requires
the integration of insights from a number of different regulatory
perspectives—banks, securities firms, holding companies, and per-
haps others. Only through these differing perspectives can there be
a holistic view of developing risks to our system.

It also is essential that these reforms be time to the establish-
ment of a legal mechanism for quick and orderly resolution of these
institutions similar to what we use for FDIC insured banks. The
purpose of the resolution authority should not be to prop up a
failed entity indefinitely or to insure all liabilities, but to permit a
timely and orderly resolution and the absorption of assets by the
private sector as quickly as possible. Done correctly, the effect of
the resolution authority will be to increase market discipline and
protect taxpayers.

Q.14. Credit Rating Agencies—Ms. Bair, you note the role of the
regulatory framework, including capital requirements, in encour-
aging blind reliance on credit ratings. You recommend pre-condi-
tioning ratings based capital requirements on wide availability of
the underlying data.

Wouldn’t the most effective approach be to take ratings out of the
regulatory framework entirely?

A.14. We need to consider a range of options for prospective capital
requirements based on the lessons we are learning from the cur-
rent crisis. Data from credit rating agencies can be a valuable com-
ponent of a credit risk assessment process, but capital and risk
management should not rely on credit ratings. This issue will need
to be explored further as regulatory capital guidelines are consid-
ered.

Q.15. Systemic Regulator—Ms. Bair, you observed that many of the
failures in this crisis were failures of regulators to use authority
that they had.

In light of this, do you believe layering a systemic risk regulator
on top of the existing regime is the optimal way to proceed with
regulatory restructuring?

A.15. A distinction should be drawn between the direct supervision
of systemically significant financial firms and the macro-prudential
oversight of developing risks that may pose systemic risks to the
U.S. financial system. The former appropriately calls for a single
regulator for the largest, most systemically significant firms, in-
cluding large bank holding companies. The macro-prudential over-
sight of system-wide risks requires the integration of insights from
a number of different regulatory perspectives—banks, securities
firms, holding companies, and perhaps others. Only through these
differing perspectives can there be a holistic view of developing
risks to our system. As a result, for this latter role, the FDIC
would suggest creation of a systemic risk council (SRC) to provide
analytical support, develop needed prudential policies, and have
the power to mitigate developing risks.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR REED
FROM SHEILA C. BAIR

Q.l.a. It is clear that our current regulatory structure is in need
of reform. At my subcommittee hearing on risk management,
March 18, 2009, GAO pointed out that regulators often did not
move swiftly enough to address problems they had identified in the
risk management systems of large, complex financial institutions.

Chair Bair’s written testimony for today’s hearing put it very
well: “ . . . the success of any effort at reform will ultimately rely
on the willingness of regulators to use their authorities more effec-
tively and aggressively.”

My questions may be difficult, but please answer the following:

If this lack of action is a persistent problem among the regu-
lators, to what extent will changing the structure of our regulatory
system really get at the issue?

A.l.a. It is unclear whether a change in the U.S. regulatory struc-
ture would have made a difference in mitigating the outcomes of
this crisis. Countries that rely on a single financial regulatory body
are experiencing the same financial stress the U.S. is facing now.
Therefore, it is not certain that a single powerful federal regulator
would have acted aggressively to restrain risk taking during the
years leading up to the crisis.

For this reason, the reform of the regulatory structure also
should include the creation of a systemic risk council (SRC) to ad-
dress issues that pose risks to the broader financial system. The
SRC would be responsible for identifying institutions, practices,
and markets that create potential systemic risks, implementing ac-
tions to address those risks, ensuring effective information flow,
completing analyses and making recommendations on potential
systemic risks, setting capital and other standards and ensuring
that the key supervisors with responsibility for direct supervision
apply those standards. The macro-prudential oversight of system-
wide risks requires the integration of insights from a number of
different regulatory perspectives—banks, securities firms, holding
companies, and perhaps others. Only through these differing per-
spectives can there be a holistic view of developing risks to our sys-
tem.

In the long run it is important to develop a “fail-safe” system
where the failure of any one large institution will not cause the fi-
nancial system to break down-that is, a system where firms are not
systemically large and are not too-big-to fail. In order to move in
this direction, we need to create incentives that limit the size and
complexity of institutions whose failure would otherwise pose a sys-
temic risk.

Finally, a key element to address systemic risk is the establish-
ment of a legal mechanism for quick and orderly resolution of these
institutions similar to what we use for FDIC insured banks. The
purpose of the resolution authority should not be to prop up a
failed entity indefinitely or to insure all liabilities, but to permit a
timely and orderly resolution and the absorption of assets by the
private sector as quickly as possible. Done correctly, the effect of
the resolution authority will be to increase market discipline and
protect taxpayers.
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Q.1.b. Along with changing the regulatory structure, how can Con-
gress best ensure that regulators have clear responsibilities and
authorities, and that they are accountable for exercising them “ef-
fectively and aggressively”?

A.1.b. History shows that banking supervisors are reluctant to im-
pose wholesale restrictions on bank behavior when banks are mak-
ing substantial profits. Regulatory reactions to safety and sound-
ness risks are often delayed until actual bank losses emerge from
the practices at issue. While financial theory suggests that above
average profits are a signal that banks have been taking above av-
erage risk, bankers often argue otherwise and regulators are all too
often reluctant to prohibit profitable activities, especially if the ac-
tivities are widespread in the banking system and do not have a
history of generating losses. Supervision and regulation must be-
come more proactive and supervisors must develop the capacity to
intervene before significant losses are realized.

In order to encourage proactive supervision, Congress could re-
quire semi-annual hearings in which the various regulatory agen-
cies are required to: (1) report on the condition of their supervised
institutions; (2) comment on the sustainability of the most profit-
able business lines of their regulated entities; (3) outline emerging
issues that may engender safety and soundness concerns within
the next three years; (4) discuss specific weaknesses or gaps in reg-
ulatory authorities that are a source of regulatory concern and,
when appropriate, propose legislation to attenuate safety and
soundness issues. This requirement for semi-annual testimony on
the state of regulated financial institutions is similar in concept to
the Humphrey-Hawkins testimony requirement on Federal Reserve
Board monetary policy.

Q.2.a. How do we overcome the problem that in the boom times no
one wants to be the one stepping in to tell firms they have to limit
their concentrations of risk or not trade certain risky products?

What thought has been put into overcoming this problem for reg-
ulators overseeing the firms?

A.2.a. During good times and bad, regulators must strike a balance
between encouraging prudent innovation and strong bank super-
vision. Without stifling innovation, we need to ensure that banks
engage in new activities in a safe-and-sound manner and originate
responsible loans using prudent underwriting standards and loan
terms that borrowers can reasonably understand and have the ca-
pacity to repay.

Going forward, the regulatory agencies should be more aggres-
sive in good economic times to contain risk at institutions with
high levels of credit concentrations, particularly in novel or untest-
ed loan products. Increased examination oversight of institutions
exhibiting higher-risk characteristics is needed in an expanding
economy, and regulators should have the staff expertise and re-
sources to vigilantly conduct their work.

Q.2.b. Is this an issue that can be addressed through regulatory re-
structure efforts?

A.2.b. Reforming the existing regulatory structure will not directly
solve the supervision of risk concentration issues going forward,
but may play a role in focusing supervisory attention on areas of
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emerging risk. For example, a more focused regulatory approach
that integrates the supervision of traditional banking operations
with capital markets business lines supervised by a nonbanking
regulatory agency will help to address risk across the entire bank-
ing company.

Q.3.a. As Mr. Tarullo and Mrs. Bair noted in their testimony, some
financial institution failures emanated from institutions that were
under federal regulation. While I agree that we need additional
oversight over and information on unregulated financial institu-
tions, I think we need to understand why so many regulated firms
failed.

Why is it the case that so many regulated entities failed, and
many still remain struggling, if our regulators in fact stand as a
safety net to rein in dangerous amounts of risk-taking?

A.3.a. Since 2007, the failure of community banking institutions
was caused in large part by deterioration in the real estate market
which led to credit losses and a rapid decline in capital positions.
The causes of such failures are consistent with our receivership ex-
perience in past crises, and some level of failures is not totally un-
expected with the downturn in the economic cycle. We believe the
regulatory environment in the U.S. and the implementation of fed-
eral financial stability programs has actually prevented more fail-
ures from occurring and will assist weakened banks in ultimately
recovering from current conditions. Nevertheless, the bank regu-
latory agencies should have been more aggressive earlier in this
decade in dealing with institutions with outsized real estate loan
concentrations and exposures to certain financial products.

For the larger institutions that failed, unprecedented changes in
market liquidity had a significant negative effect on their ability to
fund day-to-day operations as the securitization and inter-bank
lending markets froze. The rapidity of these liquidity related fail-
ures was without precedent and will require a more robust regu-
latory focus on large bank liquidity going forward.

Q.3.b. While we know that certain hedge funds, for example, have
failed, have any of them contributed to systemic risk?

A.3.b. Although hedge funds are not regulated by the FDIC, they
can comprise large asset pools, are in many cases highly leveraged,
and are not subject to registration or reporting requirements. The
opacity of these entities can fuel market concern and uncertainty
about their activities. In times of stress these entities are subject
to heightened redemption requests, requiring them to sell assets
into distressed markets and compounding downward pressure on
asset values.

Q.3.c. Given that some of the federal banking regulators have ex-
aminers on-site at banks, how did they not identify some of these
problems we are facing today?

A.3.c. As stated above, the bank regulatory agencies should have
been more aggressive earlier in this decade in dealing with institu-
tions with outsized real estate loan concentrations and exposures
to certain financial products. Although the federal banking agen-
cies identified concentrations of risk and a relaxation of under-
writing standards through the supervisory process, we could have



218

been more aggressive in our regulatory response to limiting banks’
risk exposures.

Q.4.a. From your perspective, how dangerous is the “too big to fail”
doctrine and how might it be addressed?

Is it correct that deposit limits have been in place to avoid mo-

nopolies and limit risk concentration for banks?
A.4.a. While there is no formal “too big to fail” (TBTF) doctrine,
some financial institutions have proven to be too large to be re-
solved within our traditional resolution framework. Many argued
that creating very large financial institutions that could take ad-
vantage of modem risk management techniques and product and
geographic diversification would generate high enough returns to
assure the solvency of the firm, even in the face of large losses. The
events of the past year have convincingly proven that this assump-
tion was incorrect and is why the FDIC has recommended the es-
tablishment of resolution authority to handle the failure of large fi-
nancial firms. There are three key elements to addressing the prob-
lem of systemic risk and too big to fail.

First, financial firms that pose systemic risks should be subject
to regulatory and economic incentives that require these institu-
tions to hold larger capital and liquidity buffers to mirror the
heightened risk they pose to the financial system. In addition, re-
strictions on leverage and the imposition of risk-based assessments
on institutions and their activities would act as disincentives to the
types of growth and complexity that raise systemic concerns.

The second important element in addressing too big to fail is an
enhanced structure for the supervision of systemically important
institutions. This structure should include both the direct super-
vision of systemically significant financial firms and the oversight
of developing risks that may pose risks to the overall U.S. financial
system. Centralizing the responsibility for supervising these insti-
tutions in a single systemic risk regulator would bring clarity and
accountability to the efforts needed to identify and mitigate the
buildup of risk at individual institutions. In addition, a systemic
risk council could be created to address issues that pose risks to
the broader financial system by identifying cross-cutting practices,
and products that create potential systemic risks.

The third element to address systemic risk is the establishment
of a legal mechanism for quick and orderly resolution of these insti-
tutions similar to what we use for FDIC insured banks. The pur-
pose of the resolution authority should not be to prop up a failed
entity indefinitely or to insure all liabilities, but to permit a timely
and orderly resolution and the absorption of assets by the private
sector as quickly as possible. Done correctly, the effect of the reso-
lution authority will be to increase market discipline and protect
taxpayers.

With regard to statutory limits on deposits, there is a 10 percent
nationwide cap on domestic deposits imposed in the Riegle-Neal
Interstate Banking and Branching Efficiency Act of 1994. While
this regulatory limitation has been somewhat effective in pre-
venting concentration in the U.S. system, the Riegle-Neal con-
straints have some significant limitations. First, these limits only
apply to interstate bank mergers. Also, deposits in savings and
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loan institutions generally are not counted against legal limits. In
addition, the law restricts only domestic deposit concentration and
is silent on asset concentration, risk concentration or product con-
centration. The four largest banking organizations have slightly
less than 35 percent of the domestic deposit market, but have over
45 percent of total industry assets. As we have seen, even with
these deposit limits, banking organizations have become so large
and interconnected that the failure of even one can threaten the fi-
nancial system.

Q.4.b. Might it be the case that for financial institutions that fund
themselves less by deposits and more by capital markets activities
that they should be subject to concentration limits in certain activi-
ties? Would this potentially address the problem of too big to fail?

A.4.b. A key element in addressing TBTF would be legislative and
regulatory initiatives that are designed to force firms to internalize
the costs of government safety-net benefits and other potential
costs to society. Firms should face additional capital charges based
on both size and complexity, higher deposit insurance related pre-
miums or systemic risk surcharges, and be subject to tighter
Prompt Corrective Action (PCA) limits under U.S. laws.

In addition, we need to end investors’ perception that TBTF con-
tinues to exist. This can only be accomplished by convincing the in-
stitutions (their management, their shareholders, and their credi-
tors) that they are at risk of loss should the institution become in-
solvent. Although limiting concentrations of risky activities might
lower the risk of insolvency, it would not change the presumption
that a government bailout would be forthcoming to protect credi-
tors from losses in a bankruptcy proceeding.

An urgent priority in addressing the TBTF problem is the estab-
lishment of a special resolution regime for nonbank financial insti-
tutions and for financial and bank holding companies—with powers
similar to those given to the FDIC for resolving insured depository
institutions. The FDIC’s authority to act as receiver and to set up
a bridge bank to maintain key functions and sell assets as market
conditions allow offers a good model for such a regime. A tem-
porary bridge bank allows the government time to prevent a dis-
orderly collapse by preserving systemically critical functions. It also
enables losses to be imposed on market players who should appro-
priately bear the risk.

Q.5. It appears that there were major problems with these risk
management systems, as I heard in GAO testimony at my sub-
committee hearing on March 18, 2009, so what gave the Fed the
impression that the models were ready enough to be the primary
measure for bank capital?

A.5. Throughout the development and implementation of Basel II,
large U.S. commercial and investment banks touted their sophisti-
cated systems for measuring and managing risks, and urged regu-
lators to align regulatory capital requirements with banks’ own
risk measurements. The FDIC consistently expressed concerns that
the U.S. and international regulatory communities collectively were
putting too much reliance on financial institutions’ representations
about the quality of their risk measurement and management sys-
tems.



220

Q.6. Moreover, how can the regulators know what “adequately cap-
italized” means if regulators rely on models that we now know had
material problems?

A.6. The FDIC has had long-standing concerns with Basel II’s reli-
ance on model-based capital standards. If Basel II had been imple-
mented prior to the recent financial crisis, we believe capital re-
quirements at large institutions would have been far lower going
into the crisis and our financial system would have been worse off
as a result. Regulators are working internationally to address some
weaknesses in the Basel II capital standards and the Basel Com-
mittee has announced its intention to develop a supplementary
capital requirement to complement the risk based requirements.

Q.7. Can you tell us what main changes need to be made in the
Basel II framework so that it effectively calculates risk? Should it
be used in conjunction with a leverage ratio of some kind?

A.7. The Basel II framework provides a far too pro-cyclical capital
approach. It is now clear that the risk mitigation benefits of mod-
eling, diversification and risk management were overestimated
when Basel II was designed to set minimum regulatory capital re-
quirements for large, complex financial institutions. Capital must
be a solid buffer against unexpected losses, while modeling by its
very nature tends to reflect expectations of losses looking back over
relatively recent experience.

e The risk-based approach to capital adequacy in the Basel II
framework should be supplemented with an international le-
verage ratio. Regulators should judge the capital adequacy of
banks by applying a leverage ratio that takes into account off-
balance-sheet assets and conduits as if these risks were on-bal-
ance-sheet.

o Institutions should be required to hold more capital through
the cycle and we should require better quality capital. Risk-
based capital requirements should not fall so dramatically dur-
ing economic expansions only to increase rapidly during a
downturn.

The Basel Committee is working on both of these concepts as
well as undertaking a number of initiatives to improve the quality
and level of capital. That being said, however, the Committee and
the U.S. banking agencies do not intend to increase capital require-
ments in the midst of the current crisis. The plan is to develop pro-
posals and implement these when the time is right, so that the
banking system will have a capital base that is more robust in fu-
ture times of stress.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM SHEILA C. BAIR

Q.1. The convergence of financial services providers and financial
products has increased over the past decade. Financial products
and companies may have insurance, banking, securities, and fu-
tures components. One example of this convergence is AIG. Is the
creation of a systemic risk regulator the best method to fill in the
gaps and weaknesses that AIG has exposed, or does Congress need
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to reevaluate the weaknesses of federal and state functional regula-
tion for large, interconnected, and large firms like AIG?

A.1. The activities that caused distress for AIG were primarily
those related to its credit default swap (CDS) and securities lend-
ing businesses. The issue of lack of regulation of the credit deriva-
tives market had been debated extensively in policy circles since
the late 1990s. The recommendations contained in the 1999 study
by the President’s Working Group on Financial Markets, “Over-the-
Counter Derivatives Markets and the Commodity Exchange Act,”
were largely adopted in the Commodity Futures Modernization Act
of 2000, where credit derivatives contracts were exempted from
CFTC and SEC regulations other than those related to SEC anti-
fraud provisions. As a consequence of the exclusions and environ-
ment created by these legislative changes, there were no major co-
ordinated U.S. regulatory efforts undertaken to monitor CDS trad-
ing and exposure concentrations outside of the safety and sound-
ness monitoring that was undertaken on an intuitional level by the
primary or holding company supervisory authorities.

AIG chartered AIG Federal Savings Bank in 1999, an OTS su-
pervised institution. In order to meet European Union (EU) Direc-
tives that require all financial institutions operating in the EU to
be subject to consolidated supervision, the OTS became AIG’s con-
solidated supervisor and was recognized as such by the Bank of
France on February 23, 2007 (the Bank of France is the EU super-
visor with oversight responsibility for AIG’s EU operations). In its
capacity as consolidated supervisor of AIG, the OTS had the au-
thority and responsibility to evaluate AIG’s CDS and securities
lending businesses. Even though the OTS had supervisory respon-
sibility for AIG’s consolidated operations, the OTS was not orga-
nized or staffed in a manner that provided the resources necessary
to evaluate the risks underwritten by AIG.

The supervision of AIG demonstrates that reliance solely on the
supervision of these institutions is not enough. We also need a
“fail-safe” system where if any one large institution fails, the sys-
tem carries on without breaking down. Financial firms that pose
systemic risks should be subject to regulatory and economic incen-
tives that require these institutions to hold larger capital and li-
quidity buffers to mirror the heightened risk they pose to the finan-
cial system. In addition, restrictions on leverage and the imposition
of risk-based premiums on institutions and their activities would
act as disincentives to growth and complexity that raise systemic
concerns.

In addition to establishing disincentives to unchecked growth
and increased complexity of institutions, two additional funda-
mental approaches could reduce the likelihood that an institution
will be too big to fail. One action is to create or designate a super-
visory framework for regulating systemic risk. Another critical as-
pect to ending too big to fail is to establish a comprehensive resolu-
tion authority for systemically significant financial companies that
makes the failure of any systemically important institution both
credible and feasible.

Q.2. Recently there have been several proposals to consider for fi-
nancial services conglomerates. One approach would be to move
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away from functional regulation to some type of single consolidated
regulator like the Financial Services Authority model. Another ap-
proach is to follow the Group of 30 Report which attempts to mod-
ernize functional regulation and limit activities to address gaps and
weaknesses. An in-between approach would be to move to an objec-
tives-based regulation system suggested in the Treasury Blueprint.
What are some of the pluses and minuses of these three ap-
proaches?

A.2. Financial firms that pose systemic risks should be subject to
regulatory and economic incentives that require these institutions
to hold larger capital and liquidity buffers to mirror the heightened
risk they pose to the financial system. In addition, the supervisory
structure should include both the direct supervision of systemically
significant financial firms and the oversight of developing risks
that may pose risks to the overall U.S. financial system. Effective
institution specific supervision is needed by functional regulators
focused on safety and soundness as well as consumer protection.
Finally, there should be a legal mechanism for quick and orderly
resolution of these institutions similar to what we use for FDIC in-
sured banks.

Whatever the approach to regulation and supervision, any sys-
tem must be designed to facilitate coordination and communication
among supervisory agencies and the relevant safety-net partici-
pants.

In response to your question:

Single Consolidated Regulator. This approach regulates and su-
pervises a total financial organization. It designates a single super-
visor to examine all of an organization’s operations. Ideally, it must
appreciate how the integrated organization works and bring a uni-
fied regulatory focus to the financial organization. The supervisor
can evaluate risk across product lines and assess the adequacy of
capital and operational systems that support the organization as a
whole. Integrated supervisory and enforcement actions can be
taken, which will allow supervisors to address problems affecting
several different product lines. If there is a single consolidated reg-
ulator, the potential for overlap and duplication of supervision and
regulation is reduced with fewer burdens for the organization and
less opportunity for regulatory arbitrage. By centralizing super-
visory authority over all subsidiaries and affiliates that comprise a
financial organization, the single consolidated regulator model
should increase regulatory and supervisory efficiency (for example
through economies of scale) and accountability.

With regard to disadvantages, a financial system characterized
by a handful of giant institutions with global reach and a single
regulator is making a huge bet that those few banks and their reg-
ulator over a long period of time will always make the right deci-
sions at the right time. Another disadvantage is the potential for
an unwieldy structure and a very cumbersome and bureaucratic or-
ganization. It may work best in financial systems with few finan-
cial organizations. Especially in larger systems, it may create the
risk of a single point of regulatory failure.

The U.S. has consolidated supervision, but individual compo-
nents of financial conglomerates are supervised by more than one
supervisor. For example, the Federal Reserve functions as the con-
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solidated supervisor for bank holding companies, but in most cases
it does not supervise the activities of the primary depository insti-
tutions. Similarly, the Securities and Exchange was the consoli-
dated supervisor for many internationally active investment bank-
ing groups, but these institutions often included depository institu-
tions that were regulated by a banking supervisor.

Functional Regulation. Functional regulation and supervision ap-
plies a common set of rules to a line of business or product irre-
spective of the type of institution involved. It is designed to level
the playing field among financial firms by eliminating the problem
of having different regulators govern equivalent products and serv-
ices. It may, however, artificially divide a firm’s operations into de-
partments by type of financial activity or product. By separating
the regulation of the products and services and assigning different
regulators to supervise them, absent a consolidated supervisor, no
functional supervisor has an overall picture of the firm’s operations
and how those operations may affect the safety and soundness of
the individual pieces. To be successful, this approach requires close
coordination among the relevant supervisors. Even then, it is un-
clear how these alternative functional supervisors can be organized
to efficiently focus on the overall safety and soundness of the enter-
prise.

Functional regulation may be the most effective means of super-
vising highly sophisticated and emerging aspects of finance that
are best reviewed by teams of examiners specializing in such tech-
nical areas

Objectives-Based Regulation. This approach attempts to gamer
the benefits of the single consolidated regulator approach, but with
a realization that the efficacy of safety-and-soundness regulation
and supervision may benefit if it is separated from consumer pro-
tection supervision and regulation. This regulatory model main-
tains a system of multiple supervisors, each specializing in the reg-
ulation of a particular objective-typically safety and soundness and
consumer protection (there can be other objectives as well). The
model is designed to bring uniform regulation to firms engaged in
the same activities by regulating the entire entity. Arguments have
been put forth that this model may be more adaptable to innova-
tion and technological advance than functional regulation because
it does not focus on a particular product or service. It also may not
be as unwieldy as the consolidated regulator model in large finan-
cial systems. It may, however, produce a certain amount of duplica-
tion and overlap or could lead to regulatory voids since multiple
regulators are involved.

Another approach to organize a system-wide regulatory moni-
toring effort is through the creation of a systemic risk council
(SRC) to address issues that pose risks to the broader financial sys-
tem. Based on the key roles that they currently play in deter-
mining and addressing systemic risk, positions on this council
should be held by the U.S. Treasury, the FDIC, the Federal Re-
serve Board, and the Securities and Exchange Commission. It may
be appropriate to add other prudential supervisors as well.

The SRC would be responsible for identifying institutions, prac-
tices, and markets that create potential systemic risks, imple-
menting actions to address those risks, ensuring effective informa-
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tion flow, completing analyses and making recommendations on po-
tential systemic risks, setting capital and other standards, and en-
suring that the key supervisors with responsibility for direct super-
vision apply those standards. The standards would be designed to
provide incentives to reduce or eliminate potential systemic risks
created by the size or complexity of individual entities, concentra-
tions of risk or market practices, and other interconnections be-
tween entities and markets.

The SRC could take a more macro perspective and have the au-
thority to overrule or force actions on behalf of other regulatory en-
tities. In order to monitor risk in the financial system, the SRC
also should have the authority to demand better information from
systemically important entities and to ensure that information is
shared more readily.

The creation of comprehensive systemic risk regulatory regime
will not be a panacea. Regulation can only accomplish so much.
Once the government formally establishes a systemic risk regu-
latory regime, market participants may assume that the likelihood
of systemic events will be diminished. Market participants may in-
correctly discount the possibility of sector-wide disturbances and
avoid expending private resources to safeguard their capital posi-
tions. They also may arrive at distorted valuations in part because
they assume (correctly or incorrectly) that the regulatory regime
will reduce the probability of sector-wide losses or other extreme
events.

To truly address the risks posed by systemically important insti-
tutions, it will be necessary to utilize mechanisms that once again
impose market discipline on these institutions and their activities.
For this reason, improvements in the supervision of systemically
important entities must be coupled with disincentives for growth
and complexity, as well as a credible and efficient structure that
permits the resolutions of these entities if they fail while protecting
taxpayers from exposure.

Q.3. If there are institutions that are too big to fail, how do we
identify that? How do we define the circumstance where a single
company is so systemically significant to the rest of our financial
circumstances and our economy that we must not allow it to fail?

A.3. At present, the federal banking regulatory agencies likely have
the best information regarding which large, complex, financial or-
ganizations (LCFO) would be “systemically significant” institutions
if they were in danger of failing. Whether an institution is system-
ically important, however, would depend on a number of factors, in-
cluding economic conditions. For example, if markets are func-
tioning normally, a large institution could fail without systemic re-
percussions. Alternatively, in times of severe financial sector dis-
tress, much smaller institutions might well be judged to be sys-
temic. Ultimately, identification of what is systemic will have to be
decided within the structure created for systemic risk regulation.
Even if we could identify the “too big to fail” (TBTF) institutions,
it is unclear that it would be prudent to publicly identify the insti-
tutions or fully disclose the characteristics that identify an institu-
tion as systemic. Designating a specific firm as TBTF would have
a number of undesirable consequences: market discipline would be
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fully suppressed and the firm would have a competitive advantage
in raising capital and funds. Absent some form of regulatory cost
associated with systemic status, the advantages conveyed by such
status create incentives for other firms to seek TBTF status—a re-
sult that would be counterproductive.

Identifying TBTF institutions, therefore, must be accompanied by
legislative and regulatory initiatives that are designed to force
TBTF firms to internalize the costs of government safety-net bene-
fits and other potential costs to society. TBTF firms should face ad-
ditional capital charges based on both size and complexity, higher
deposit insurance related premiums or systemic risk surcharges,
and be subject to tighter Prompt Corrective Action (PCA) limits
under U.S. laws.

Q.4. We need to have a better idea of what this notion of too big
to fail is—what it means in different aspects of our industry and
what our proper response to it should be. How should the federal
government approach large, multinational and systemically signifi-
cant companies?

A4, “Too-Big-To-Fail” implies that an organization is of such im-
portance to the financial system that its failure will impose wide-
spread costs on the economy and the financial system either by
causing the failure of other linked financial institutions or by seri-
ously disrupting intermediation in banking and financial markets.
In such cases, the failure of the organization has potential spillover
effects that could lead to widespread depositor runs, impair public
confidence in the broader financial system, or cause serious disrup-
tions in domestic and international payment and settlement sys-
tems that would in turn have negative and long lasting implica-
tions for economic growth.

Although TBTF is generally associated with the absolute size of
an organization, it is not just a function of size, but also of the com-
plexity of the organization and its position in national and inter-
national markets (market share). Systemic risk may also arise
when organizations pose a significant amount of counterparty risk
(for example, through derivative market exposures of direct guar-
antees) or when there is risk of important contagion effects when
the failure of one institution is interpreted as a negative signal to
the market about the condition of many other institutions.

As described above, a financial system characterized by a hand-
ful of giant institutions with global reach and a single regulator is
making a huge bet that those few banks and their regulator over
a long period of time will always make the right decisions at the
right time. There are three key elements to addressing the problem
of too big to fail.

First, financial firms that pose systemic risks should be subject
to regulatory and economic incentives that require these institu-
tions to hold larger capital and liquidity buffers to mirror the
heightened risk they pose to the financial system. In addition, re-
strictions on leverage and the imposition of risk-based assessments
on institutions and their activities would act as disincentives to the
types of growth and complexity that raise systemic concerns.

The second important element in addressing too big to fail is an
enhanced structure for the supervision of systemically important
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institutions. This structure should include both the direct super-
vision of systemically significant financial firms and the oversight
of developing risks that may pose risks to the overall U.S. financial
system. Centralizing the responsibility for supervising these insti-
tutions in a single systemic risk regulator would bring clarity and
accountability to the efforts needed to identify and mitigate the
buildup of risk at individual institutions. In addition, a systemic
risk council could be created to address issues that pose risks to
the broader financial system by identifying cross-cutting practices,
and products that create potential systemic risks.

The third element to address systemic risk is the establishment
of a legal mechanism for quick and orderly resolution of these insti-
tutions similar to what we use for FDIC insured banks. The pur-
pose of the resolution authority should not be to prop up a failed
entity indefinitely or to insure all liabilities, but to permit a timely
and orderly resolution and the absorption of assets by the private
sector as quickly as possible. Done correctly, the effect of the reso-
lution authority will be to increase market discipline and protect
taxpayers.

Q.5. What does “fail” mean? In the context of AIG, we are talking
about whether we should have allowed an orderly Chapter 11
bankruptcy proceeding to proceed. Is that failure?

A.5. A firm fails when it becomes insolvent; the value of its assets
is less than the value of its liabilities or when its regulatory capital
falls below required regulatory minimum values. Alternatively, a
firm can fail when it has insufficient liquidity to meet its payment
obligations which may include required payments on liabilities or
required transfers of cash-equivalent instruments to meet collateral
obligations.

According to the above definition, AIG’s initial liquidity crisis
qualifies it as a failure. AIG’s need for cash arose as a result of in-
creases in required collateral obligations triggered by a ratings
downgrade, increases in the market value of the CDS protection
AIG sold, and by mass redemptions by counterparties in securities
lending agreements where borrowers returned securities and de-
mand their cash collateral. At the same time, AIG was unable to
raise capital or renew commercial paper financing to meet in-
creased need for cash.

Subsequent events suggest that AIG’s problems extended beyond
a liquidity crisis to insolvency. Large losses AIG has experienced
depleted much of its capital. For instance, AIG reported a net loss
in the fourth quarter 2008 of $61.7 billion bringing its net loss for
the full year (2008) to $99.3 billion. Without government support,
which is in excess of $180 billion, AIG would be insolvent and a
bankruptcy filing would have been unavoidable.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR KOHL
FROM SHEILA C. BAIR

Q.1. Two approaches to systemic risk seem to be identified, (1)
monitoring institutions and taking steps to reduce the size/activi-
ties of institutions that approach a “too large to fail” or “too sys-
temically important to fail” or (2) impose an additional regulator
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and additional rules and market discipline on institutions that are
considered systemically important.

Which approach do you endorse? If you support approach one
how you would limit institution size and how would you identify
new areas creating systemic importance?

If you support approach two how would you identify systemically
important institutions and what new regulations and market dis-
cipline would you recommend?

A.1. There are three key elements to addressing the problem of
systemic risk and too big to fail.

First, financial firms that pose systemic risks should be subject
to regulatory and economic incentives that require these institu-
tions to hold larger capital and liquidity buffers to mirror the
heightened risk they pose to the financial system. In addition, re-
strictions on leverage and the imposition of risk-based assessments
on institutions and their activities would act as disincentives to the
types of growth and complexity that raise systemic concerns.

The second important element in addressing too big to fail is an
enhanced structure for the supervision of systemically important
institutions. This structure should include both the direct super-
vision of systemically significant financial firms and the oversight
of developing risks that may pose risks to the overall U.S. financial
system. Centralizing the responsibility for supervising these insti-
tutions in a single systemic risk regulator would bring clarity and
accountability to the efforts needed to identify and mitigate the
buildup of risk at individual institutions. In addition, a systemic
risk council could be created to address issues that pose risks to
the broader financial system by identifying cross-cutting practices,
and products that create potential systemic risks. Based on the key
roles that they currently play in determining and addressing sys-
temic risk, positions on this council should be held by the U.S.
Treasury, the FDIC, the Federal Reserve Board, and the Securities
and Exchange Commission. It may be appropriate to add other pru-
dential supervisors as well.

The creation of comprehensive systemic risk regulatory regime
will not be a panacea. Regulation can only accomplish so much.
Once the government formally establishes a systemic risk regu-
latory regime, market participants may assume that the likelihood
of systemic events will be diminished. Market participants may in-
correctly discount the possibility of sector-wide disturbances and
avoid expending private resources to safeguard their capital posi-
tions. They also may arrive at distorted valuations in part because
they assume (correctly or incorrectly) that the regulatory regime
will reduce the probability of sector-wide losses or other extreme
events.

To truly address the risks posed by systemically important insti-
tutions, it will be necessary to utilize mechanisms that once again
impose market discipline on these institutions and their activities.
This leads to the third element to address systemic risk—the estab-
lishment of a legal mechanism for quick and orderly resolution of
these institutions similar to what we use for FDIC insured banks.
The purpose of the resolution authority should not be to prop up
a failed entity indefinitely or to insure all liabilities, but to permit
a timely and orderly resolution and the absorption of assets by the
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private sector as quickly as possible. Done correctly, the effect of
the resolution authority will be to increase market discipline and
protect taxpayers.

Q.2. Please identify all regulatory or legal barriers to the com-
prehensive sharing of information among regulators including in-
surance regulators, banking regulators, and investment banking
regulators. Please share the steps that you are taking to improve
the flow of communication among regulators within the current leg-
islative environment.

A.2. Through the Federal Financial Institutions Examination
Council (FFIEC), the federal and state bank regulatory agencies
have adopted a number of information-sharing protocols and joint
operational work streams to promote consistent information flow
and reasonable access to supervisory activities among the agencies.
The FFIEC’s coordination efforts and joint examination process
(when necessary) is an efficient means to conduct joint federal and
state supervision efforts at banking organizations with multiple
lines of business. The FFIEC initiates projects regularly to enhance
our supervision processes, examination policies and procedures, ex-
aminer training, and outreach to the industry.

The FFIEC collaboration process for bank supervision works
well. However, for the larger and more complex institutions, the
layering of insurance and securities/capital markets units on a tra-
ditional banking organization increases the complexity of the over-
all federal supervisory process. This complexity is most pronounced
within the small universe of systemically important institutions
which represent a concentration of risk to the FDIC’s Deposit In-
surance Fund. The banking regulators generally do not have juris-
diction over securities and insurance activities which are vested in
the U.S. Securities and Exchange Commission (SEC) and the U.S.
Commodity Futures Trading Commission (CFTC) for securities ac-
tivities, and state insurance regulators for insurance operations.

In some cases, large banking organizations have significant in-
volvement in securities and capital markets-related activities su-
pervised by the SEC. The FFIEC agencies do have information
sharing protocols with the securities regulators and rely signifi-
cantly on the SEC’s examination findings when evaluating a com-
pany’s overall financial condition. In fact, the FDIC has signed in-
formation-sharing agreements with the SEC as well as the state se-
curities and insurance commissioners. Prospectively, it may be ap-
propriate to integrate the securities regulators’ activities more
closely with the FFIEC’s processes to enhance information sharing
and joint supervisory analyses.

Finally, as mentioned in the previous question, an additional
way to improve information sharing would be through the creation
of a systemic risk council (SRC) to address issues that pose risks
to the broader financial system. The SRC would be responsible for
identifying institutions, practices, and markets that create poten-
tial systemic risks, implementing actions to address those risks, en-
suring effective information flow, completing analyses and making
recommendations on potential systemic risks, setting capital and
other standards and ensuring that the key supervisors with respon-
sibility for direct supervision apply those standards. In order to
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monitor risk in the financial system, the SRC also should have the
authority to demand better information from systemically impor-
tant entities and to ensure that information is shared among regu-
lators more readily.

Q.3. If Congress charged the FDIC with the responsibility for the
“special resolution regime” that you discuss in your written testi-
mony, what additional regulatory authorities would you need and
what additional resources would you need to be successful? Can
you describe the difference in treatment for the shareholders of
Bear Sterns under the current situation verses the situation if the
“special resolution regime” was already in place?

A.3. Additional Regulatory Authorities—Resolution authority for
both (1) systemically significant financial companies and (2) non-
systemically significant depository institution holding companies,
including:

e Powers and authorities similar to those provided in the Fed-
eral Deposit Insurance Act for resolving failed insured deposi-
tory institutions;

¢ Funding mechanisms, including potential borrowing from and
repayment to the Treasury;

e Separation from bankruptcy proceedings for all holding com-
pany affiliates, including those directly controlling the IDI,
when necessary to address the interdependent enterprise car-
ried out by the insured depository institution and the remain-
der of the organization; and

o Powers and authorities similar to those provided in the Fed-
eral Deposit Insurance Act for assistance to open entities in
the case of systemically important entities, conservatorships,
bridge institutions, and receiverships.

Additional Resources—The FDIC seeks to rely on in-house exper-
tise to the extent possible. Thus, for example, the FDIC’s staff has
experts in capital markets, including securitizations. When perti-
nent expertise is not readily available in-house, the FDIC contracts
out to complement its resources. If the FDIC identifies a longer-
term need for such expertise, it will bring the necessary expertise
in-house.

Difference in the Treatment for the Shareholders of Bear
Stearns—With the variety of liquidation options now proposed, the
FDIC would have had a number of tools at its disposal that would
have enhanced its ability to effect an orderly resolution of Bear
Stearns. In particular, the appointment of the FDIC as receiver
would have essentially terminated the rights of the shareholders.
Any recovery on their equity interests would be limited to whatever
net proceeds of asset liquidations remained after the payment in
full of all creditors. This prioritization of recovery can assist to es-
tablish greater market discipline.

Q.4. Your testimony recommends that “any new plan ensure that
consumer protection activities are aligned with other bank super-
visory information, resources, and expertise, and that enforcement
of consumer protection rules be left to bank regulators.”

Can you please explain how the agency currently takes into ac-
count consumer complaints and how the agency reflects those com-
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plaints when investigating the safety and soundness of an institu-
tion? Do you feel that the FDIC has adequate information sharing
between the consumer protection examiners and safety and sound-
ness examiners? If not, what are your suggestions to increase the
flow of information between the different types of examiners?

A.4. Consumer complaints can indicate potential safety-and-sound-
ness or consumer protection issues. Close cooperation among FDIC
Consumer Affairs, compliance examination, and safety-and-sound-
ness examination staff in the Field Office, Regional Office, and
Washington Office is essential to addressing issues raised by con-
sumer complaints and determining the appropriate course of ac-
tion.

Consumer complaints are received by the FDIC and financial in-
stitutions. Complaints against non FDIC-supervised institutions
are forwarded to the appropriate primary regulator. The FDIC’s
Consumer Affairs staff receives the complaints directed to the
FDIC and responds to and maintains files on these complaints.
Consumer Affairs may request that examiners assist with a com-
plaint investigation if an on-site review at a financial institution is
deemed necessary.

Consumer complaints received by the FDIC, as well as the com-
plaints received by a financial institution (or by third party service
providers), are reviewed by compliance examiners during the pre-
examination planning phase of a compliance examination. In addi-
tion, information obtained from the financial institution pertaining
to consumer-related litigation, investigations by other government
entities, and any institution management reports on the type, fre-
quency, and distribution of consumer complaints are also reviewed.
Compliance examiners consider this information, along with other
types of information about the institution’s operations, when estab-
lishing the scope of a compliance examination, including issues to
be investigated and regulatory areas to be assessed during the ex-
amination. During the on-site compliance examination, examiners
review the institution’s complaint response processes as part of a
comprehensive evaluation of the institution’s compliance manage-
ment system.

During risk management examinations, examiners will review
information about consumer complaints and determine the poten-
tial for safety-and-soundness concerns. This, along with other types
of information about the institution’s operations, is used to deter-
mine the scope of a safety-and-soundness examination. Examples of
complaints that may raise such concerns include allegations that
the bank is extending poorly underwritten loans, a customer’s ac-
count is being fraudulently manipulated, or insiders are receiving
benefits not available to other bank customers. Where feasible,
safety-and-soundness and compliance examinations may be con-
ducted concurrently. At times, joint examination teams have been
formed to evaluate and address risks at institutions offering com-
plex products or services that prompted an elevated level of super-
visory concern.

Apart from examination-related activity, the Consumer Affairs
staff forwards to regional management all consumer complaints
that appear to raise safety-and-soundness concerns as quickly as
possible. Regional management will confirm that a consumer com-
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plaint raises safety-and-soundness issues and determine the appro-
priate course of action to investigate the complaint under existing
procedures and guidance. If the situation demonstrates safety-and-
soundness issues, a Case Manager will assume responsibility for
coordinating the investigation and, in certain situations, may pre-
pare the FDIC’s response to the complaint or advise the Consumer
Affairs staff in their efforts to respond to the complaint. The Case
Manager determines whether the complaint could be an indicator
of a larger, more serious issue within the institution.

Quarterly, the Consumer Affairs staff prepares a consumer com-
plaint summary report from its Specialized Tracking and Reporting
System for institutions identified on a regional office’s listing of in-
stitutions that may generate a higher number of complaints. These
types of institutions may include, but are not limited to, banks
with composite ratings of “4” and “5,” subprime lenders, high loan-
to-value lenders, consumer lenders, and credit card specialty insti-
tutions. This report provides summary data on the number and na-
ture of consumer complaints received during the previous quarter.
The Case Manager reviews the consumer complaint information for
trends that may indicate a safety-and-soundness issue and docu-
ments the results of the review.

We believe FDIC examination staff effectively communicates, co-
ordinates, and collaborates. Safety-and-soundness and compliance
examiners work in the same field offices, and therefore, the regular
sharing of information is commonplace. To ensure that pertinent
examination or other relevant information is shared between the
two groups of examiners, field territories hold quarterly meetings
where consumer protection/compliance and risk management issues
are discussed. In addition, Relationship Managers, Case Managers,
and Review Examiners in every region monitor institutions and fa-
cilitate communication about compliance and risk management
issues and develop cohesive supervisory plans. Both compliance ex-
amination and risk management examination staff share the same
senior management. Effective information sharing ensures the
FDIC is consistent in its examination approach, and compliance
and risk management staffs are working hand in hand.

Although some suggest that an advantage of a separate agency
for consumer protection would be its single-focus mission, this posi-
tion may not acknowledge the reality of the interconnectedness of
safety-and-soundness and consumer protection concerns, as well as
the value of using existing expertise and examination infrastruc-
ture, noted above. Thus, even if such an agency only were tasked
with rule-writing responsibilities, it would not be in a position to
fully consider the safety-and-soundness dimensions of consumer
protection issues. Moreover, if the agency also were charged with
enforcing those rules, replicating the uniquely comprehensive ex-
amination and supervisory presence to which federally regulated fi-
nancial institutions are currently subject would involve creating an
extremely large new federal bureaucracy. Just providing enforce-
ment authority, without examination or supervision, would simply
duplicate the Federal Trade Commission.

Placing consumer compliance examination activities in a sepa-
rate organization, apart from other supervisory responsibilities, ul-
timately will limit the effectiveness of both programs. Over time,
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staff at both agencies would lose the expertise and understanding
of how consumer protection and the safe and sound conduct of a
financial institution’s business operations interrelate.

Q.5. In your written testimony you state that “failure to ensure
that financial products were appropriate and sustainable for con-
sumers has caused significant problems, not only for those con-
sumers, but for the safety and soundness of financial institutions.”
Do you believe that there should be a suitability standard placed
on lending institutions?

A.5. Certainly, as a variety of nontraditional mortgage products be-
came widely available, a growing number of consumers began to re-
ceive mortgage loans that were unlikely to be affordable in the long
term. This was a major precipitating factor in the current financial
crisis.

With regard to mortgage lending, lenders should apply an afford-
ability standard to ensure that a borrower has the ability to repay
the debt according to the terms of the contract. Loans should be af-
fordable and sustainable over the long-term and should be under-
written to the fully indexed rate. Such a standard would also be
valuable if applied across all credit products, including credit cards,
and should help eliminate practices that do not provide financial
benefits to consumers.

However, an affordability standard will serve its intended pur-
pose only if it is applied to all originators of home loans, including
financial institutions, mortgage brokers, and other third parties.

Q.6. Deposit Insurance Question—Recently, the FDIC has asked
Congress to increase their borrowing authority from the Treasury
up to $100 billion, citing that this would be necessary in order
avoid imposing significant increases in assessments on insured fi-
nancial institutions. Currently, the FDIC provides rebates to depos-
itory financial institutions when the DIF reaches 1.5 percent.
Given the increase in bank closings over the past 12 months, do
you believe the rebate policy should be reviewed or eliminated?
What do you think is an appropriate level for the insurance fund
in order to protect depositors at the increased amount of $250,000?

A.6. While the Federal Deposit Insurance Reform Act of 2005 pro-
vided the FDIC with greater flexibility to base insured institutions’
assessments on risk, it restricted the growth of the DIF. Under the
Reform Act, when the DIF reserve ratio is above 1.35 percent, the
FDIC is required to dividend half of the amount in excess of the
amount required to maintain the reserve ratio at 1.35 percent. In
addition, when the DIF reserve ratio is above 1.50 percent, the
FDIC is required to dividend all amounts above the amount re-
quired to maintain the reserve ratio at 1.5 percent. The result of
these mandatory dividends is to effectively cap the size of the DIF
and to limit the ability of the fund to grow in good times.

A deposit insurance system should be structured with a counter-
cyclical bias-that is, funds should be allowed to accumulate during
strong economic conditions when deposit insurance losses may be
low, as a cushion against future needs when economic cir-
cumstances may be less favorable and losses higher. However, the
current restrictions on the size of the DIF limit the ability of the
FDIC to rebuild the fund to levels that can offset the pro-cyclical
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effect of assessment increases during times of economic stress. Lim-
its on the size of the DIF of this nature inevitably mean that the
FDIC will have to charge higher premiums when economic condi-
tions cause significant numbers of bank failures. As part of the con-
sideration of broader regulatory restructuring, Congress may want
to consider the impact of the mandatory rebate requirement or the
possibility of providing for greater flexibility to permit the DIF to
grow to levels in good times that will establish a sufficient cushion
against losses in the event of an economic downturn.

Although the process of weighing options against the backdrop of
the current crisis is only starting, taking a look at what might have
occurred had the DIF reserve ratio been higher at its onset may
be instructive.

The reserve ratio of the DIF declined from 1.22 percent as of De-
cember 31, 2007, to 0.36 percent as of December 31, 2008, a de-
crease of 86 basis points. If at the start of the current economic
downturn the reserve ratio of the DIF had been 2.0 percent, allow-
ing for a similar 86 basis point decrease, the reserve ratio would
have been 1.14 percent at the end of the first quarter of 2009. At
that level, given the current economic climate and the desire to
structure the deposit insurance system in a counter-cyclical man-
ner, it is debatable whether the FDIC would have found either the
special assessment or an immediate increase in deposit insurance
premiums necessary.

An increase in the deposit insurance level will increase total in-
sured deposits. While increasing the coverage level to $250,000 will
decrease the actual DIF reserve ratio (which is the ratio of the fund
to estimated insured deposits), it will not necessarily change the
appropriate reserve ratio. As noted in the response to the previous
question, building reserve ratios to higher levels during good times
may obviate the need for higher assessments during downturns.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR HUTCHISON
FROM SHEILA C. BAIR

Q.1. I have concerns about the recent decision by the Federal De-
posit Insurance Corporation (FDIC) Board of Directors to impose a
special assessment on insured institutions of 20 basis points, with
the possibility of assessing an additional 10 basis points at any
time as may be determined by the Board.

Since this decision was announced, I have heard from many
Texas community bankers, who have advised me of the potential
earnings and capital impact on their financial institutions, and
more importantly, the resulting loss of funds necessary to lend to
small business customers and consumers in Texas communities. It
is estimated that assessments on Texas banks, if implemented as
proposed, will remove nearly one billion dollars from available cap-
ital. When leveraged, this results in nearly eight to twelve billion
dollars that will no longer be available for lending activity through-
out Texas. At a time when responsible lending is critical to pulling
our nation out of recession, this sort of reduction in local lending
has the potential to extend our economic downturn.

I understand you believe that any assessments on the banking
industry may be reduced by roughly half, or 10 basis points, should
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Congress provide the FDIC an increase in its line of credit at the
Department of Treasury from $30 billion to $100 billion. That is
why I have signed on as a cosponsor of The Depositor Protection
Act of 2009, which accomplishes that goal.

However, my banking community informs me that even this
modest proposed reduction in the special assessments will still dis-
proportionately penalize community banks, the vast majority of
which neither participated nor contributed to the irresponsible
lending tactics that have led to the erosion of the FDIC deposit in-
surance fund (DIF).

I understand that there are various alternatives to ensure the
fiscal stability of the DIF without adversely affecting the commu-
nity banking industry, such as imposing a systemic risk premium,
basing assessments on assets with an adjustment for capital rather
than total insured deposits, or allowing banks to amortize the ex-
penses over several years.

I respectfully request the following:

e Could you outline several proposals to improve the soundness
of the DIF while mitigating the negative effects on the commu-
nity banking industry?

e Could you outline whether the FDIC has the authority to im-
plement these policy proposals, or whether the FDIC would
need additional authorities?

¢ If additional authority is needed, from which entity (i.e., Con-
gress? Treasury?) Would the FDIC need those additional au-
thorities?
A.1. The FDIC realizes that assessments are a significant expense
for the banking industry. For that reason, we continue to consider
alternative ways to alleviate the pressure on the DIF. In the pro-
posed rule on the special assessment (adopted in final on May 22,
2009), we specifically sought comment on whether the base for the
special assessment should be total assets or some other measure
that would impose a greater share of the special assessment on
larger institutions. The Board also requested comment on whether
the special assessment should take into account the assistance that
has been provided to systemically important institutions. The final
rule reduced the proposed special assessment to five basis points
on each insured depository institutions assets, minus its Tier 1 cap-
ital, as of June 30, 2009. The assessment is capped at 10 basis
points of an institution’s domestic deposits so that no institution
will pay an amount greater than they would have paid under the
proposed interim rule.

The FDIC has taken several other actions under its existing au-
thority in an effort to alleviate the burden of the special assess-
ment. On February 27, 2009, the Board of Directors finalized new
risk-based rules to ensure that riskier institutions bear a greater
share of the assessment burden. We also imposed a surcharge on
guaranteed bank debt under the Temporary Liquidity Guarantee
Program (TLGP) and will use the money raised by the surcharge
to reduce the proposed special assessment.

Several other steps to improve the soundness of the DIF would
require congressional action. One such step would be for Congress
to establish a statutory structure giving the FDIC the authority to
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resolve a failing or failed depository institution holding company (a
bank holding company supervised by the Federal Reserve Board or
a savings and loan holding company, including a mutual holding
company, supervised by the Office of Thrift Supervision) with one
or more subsidiary insured depository institutions that are failing
or have failed.

As the corporate structures of bank holding companies, their in-
sured depository and other affiliates continue to become more com-
plex, an insured depository institution is likely to be dependent on
affiliates that are subsidiaries of its holding company for critical
services, such as loan and deposit processing and loan servicing.
Moreover, there are many cases in which the affiliates are depend-
ent for their continued viability on the insured depository institu-
tion. Failure and the subsequent resolution of an insured deposi-
tory institution whose key services are provided by affiliates
present significant legal and operational challenges. The insured
depository institutions’ failure may force its holding company into
bankruptcy and destabilize its subsidiaries that provide indispen-
sable services to the insured depository institution. This phe-
nomenon makes it extremely difficult for the FDIC to effectuate a
resolution strategy that preserves the franchise value of the failed
insured depository institution and protects the DIF. Bankruptcy
proceedings, involving the parent or affiliate of an insured deposi-
tory institution, are time-consuming, unwieldy, and expensive. The
threat of bankruptcy by the bank holding company or its affiliates
is such that the Corporation may be forced to expend considerable
sums propping up the bank holding company or entering into dis-
advantageous transactions with the bank holding company or its
subsidiaries in order to proceed with an insured depository institu-
tion’s resolution. The difficulties are particularly extreme where
the Corporation has established a bridge depository institution to
preserve franchise value, protect creditors (including uninsured de-
positors), and facilitate disposition of the failed institution’s assets
and liabilities.

Certainty regarding the resolution of large, complex financial in-
stitutions would also help to build confidence in the strength of the
DIF. Unlike the clearly defined and proven statutory powers that
exist for resolving insured depository institutions, the current
bankruptcy framework available to resolve large complex nonbank
financial entities and financial holding companies was not designed
to protect the stability of the financial system. Without a system
that provides for the orderly resolution of activities outside of the
depository institution, the failure of a systemically important hold-
ing company or nonbank financial entity will create additional in-
stability. This problem could be ameliorated or cured if Congress
provided the necessary authority to resolve a large, complex finan-
cial institution and to charge systemically important firms fees and
assessments necessary to fund such a systemic resolution system.

In addition, financial firms that pose systemic risks should be
subject to regulatory and economic incentives that require these in-
stitutions to hold larger capital and liquidity buffers to mirror the
heightened risk they pose to the financial system. Restrictions on
leverage and the imposition of risk-based assessments on institu-
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tions and their activities also would act as disincentives to the
types of growth and complexity that raise systemic concerns.

Q.2. I commend you for your tireless efforts in helping our banking
system survive this difficult environment, and I look forward to
working closely with you to arrive at solutions to support the com-
munity banking industry while ensuring the long-term stability of
the DIF to protect insured depositors against loss.

Will each of you commit to do everything within your power to
prevent performing loans from being called by lenders? Please out-
line the actions you plan to take.

A.2. The FDIC understands the tight credit conditions in the mar-
ket and is engaged in a number of efforts to improve the current
situation. Over the past year, we have issued guidance to the insti-
tutions we regulate to encourage banks to maintain the availability
of credit. Moreover, our examiners have received specific instruc-
tions on properly applying this guidance to FDIC supervised insti-
tutions.

On November 12, 2008, we joined the other federal banking
agencies in issuing the Interagency Statement on Meeting the
Needs of Creditworthy Borrowers (FDIC FIL-128-2008). This state-
ment reinforces the FDIC’s view that the continued origination and
refinancing of loans to creditworthy borrowers is essential to the vi-
tality of our domestic economy. The statement encourages banks to
continue making loans in their markets, work with borrowers who
may be encountering difficulty during this challenging period, and
pursue initiatives such as loan modifications to prevent unneces-
sary foreclosures.

In light of the present challenges facing banks and their cus-
tomers, the FDIC hosted in March a roundtable discussion focusing
on how regulators and financial institutions can work together to
improve credit availability. Representatives from the banking in-
dustry were invited to share their concerns and insights with the
federal bank regulators and representatives from state banking
agencies. The attendees agreed that open, two-way communication
between the regulators and the industry was vital to ensuring that
safety and soundness considerations are well balanced with the
critical need of providing credit to businesses and consumers.

One of the important points that came out of the session was the
need for ongoing dialog between bankers and their regulators as
they work jointly toward a solution to the current financial crisis.
Toward this end, the FDIC created a new senior level position to
expand community bank outreach. In conjunction with this office,
the FDIC plans to establish an advisory committee to address the
unique concerns of this segment of the banking community.

As part of our ongoing supervisory evaluation of banks that par-
ticipate in federal financial stability programs, the FDIC also is
taking into account how available capital is deployed to make re-
sponsible loans. It is necessary and prudent for banking organiza-
tions to track the use of the funds made available through federal
programs and provide appropriate information about the use of
these funds. On January 12, 2009, the FDIC issued a Financial In-
stitution Letter titled Monitoring the Use of Funding from Federal
Financial Stability and Guarantee Programs (FDIC FIL-1-2009),
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advising insured institutions that they should track their use of
capital injections, liquidity support, and/or financing guarantees ob-
tained through recent financial stability programs as part of a proc-
ess for determining how these federal programs have improved the
stability of the institution and contributed to lending to the com-
munity. Equally important to this process is providing this infor-
mation to investors and the public. This Financial Institution Let-
ter advises insured institutions to include information about their
use of the funds in public reports, such as shareholder reports and
financial statements.

Internally at the FDIC, we have issued guidance to our bank ex-
aminers for evaluating participating banks’ use of funds received
through the TARP Capital Purchase Program and the Temporary
Liquidity Guarantee Program, as well as the associated executive
compensation restrictions mandated by the Emergency Economic
Stabilization Act. Examination guidelines for the new Public-Pri-
vate Investment Fund will be forthcoming. During examinations,
our supervisory staff will be reviewing banks’ efforts in these areas
and will make comments as appropriate to bank management. We
will review banks’ internal metrics on the loan origination activity,
as well as more broad data on loan balances in specific loan cat-
egories as reported in Call Reports and other published financial
data. Our examiners also will be considering these issues when
they assign CAMELS composite and component ratings. The FDIC
will measure and assess participating institutions’ success in de-
ploying TARP capital and other financial support from various fed-
eral initiatives to ensure that funds are used in a manner con-
sistent with the intent of Congress, namely to support lending to
U.S. businesses and households.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM MICHAEL E. FRYZEL

Q.1. Consumer Protection Regulation—Some have advocated that
consumer protection and prudential supervision should be divorced,
and that a separate consumer protection regulation regime should
be created. They state that one source of the financial crisis ema-
nated from the lack of consumer protection in the underwriting of
loans in the originate-to-distribute space.

What are the merits of maintaining it in the same agency? Alter-
natively, what is the best argument each of you can make for a
new consumer protection agency?

A.1. Credit unions occupy a very small space within the originate-
to-distribute landscape. Less than 8 percent of the $250 billion in
loans originated by credit unions in 2008 were sold in whole to an-
other party. While selling loans has grown within the credit union
industry, it remains a small portion of business, with most credit
unions choosing to hold their loans in portfolio when possible. Addi-
tionally, the abuses of consumers seen in some areas have not
manifested themselves within the credit union community.

The originate-to-distribute model would seem to create an envi-
ronment where the loan originator is less concerned about con-
sumer protection and more concerned with volume and fee genera-
tion. The lender using this model may focus less on what is best
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for the borrower, as they will not be the entity retaining the liabil-
ity should the borrower later default.

Maintaining consumer protection with the same regulator who is
responsible for prudential supervision adds economies of scale and
improves efficiencies for completing the supervision of the institu-
tions. This approach allows one regulator to possess all information
and authority regarding the supervision of individual institutions.
In the past, NCUA has performed consumer compliance examina-
tions separate from safety and soundness examinations. However,
in order to maximize economies of scales and allow examiners to
possess all information regarding the institution, the separation of
consumer compliance and safety and soundness examinations was
discontinued. Some federal and state agencies currently perform
those functions as two separate types of examination under one
regulator.

The oversight of consumer protection could be given to a separate
regulatory agency. The agency would likely have broad authority
over all financial institutions and affiliated parties. In theory, cre-
ating such an agency would allow safety and soundness examiners
to focus on those particular risks. For those agencies without con-
sumer compliance examiners, it would create an agency of subject
matter experts to help ensure consumer protection laws are ad-
hered to.

Q.2. Regulatory Gaps or Omissions—During a recent hearing, the
Committee has heard about massive regulatory gaps in the system.
These gaps allowed unscrupulous actors like AIG to exploit the
lack of regulatory oversight. Some of the counterparties that AIG
did business with were institutions under your supervision.

Why didn’t your risk management oversight of the AIG counter-
parties trigger further regulatory scrutiny? Was there a flawed as-
sumption that AIG was adequately regulated, and therefore no fur-
ther scrutiny was necessary?

Was there dialogue between the banking regulators and the state
insurance regulators? What about the SEC?

If the credit default swap contracts at the heart of this problem
had been traded on an exchange or cleared through a clearing-
house, with requirement for collateral and margin payments, what
additional information would have been available? How would you
have used it?

A.2. NCUA does not directly or indirectly regulate or oversee the
operation of AIG. Therefore, we defer to the other regulatory bod-
ies. Chartering and regulatory restrictions prevent federally char-
tered credit unions from investing in companies such as AIG. Fed-
erally chartered credit unions are generally limited to investing in
government issued or guaranteed securities and cannot invest in
the diverse range of higher yielding products, including commercial
paper and corporate debt securities.

Q.3. Liquidity Management—A problem confronting many financial
institutions currently experiencing distress is the need to roll-over
short-term sources of funding. Essentially these banks are facing a
shortage of liquidity. I believe this difficulty is inherent in any sys-
tem that funds long-term assets, such as mortgages, with short-
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term funds. Basically the harm from a decline in liquidity is ampli-
fied by a bank’s level of “maturity-mismatch.”

I would like to ask each of the witnesses, should regulators try
to minimize the level of a bank’s maturity-mismatch? And if so,
what tools would a bank regulator use to do so?

A.3. Funding long-term, fixed-rate loans with short-term funds is
a significant concern. The inherent risk in such balance sheet
structuring is magnified with the increased probability that the
United States may soon enter a period of inflation and rising rates
on short-term funding sources. The effects of a rising interest rate
environment when most funding sources have no maturity or a ma-
turity of less than one year creates the potential for substantial
narrowing of net interest margins moving forward.

NCUA recently analyzed how credit union balance sheets have
transformed over the last 10 years, especially in the larger institu-
tions. Letter to Credit Unions 08-CU-20, Evaluating Current Risks
to Credit Unions, examines the changing balance sheet risk profile.
The Letter provides the industry words of caution as well as direc-
tion on addressing current risks. NCUA has also issued several
other Letters to Credit Unions over the past several years regard-
ing this very issue and has developed additional examiner tools for
evaluating liquidity and interest rate risk.

While there are various tools the industry uses for measuring in-
terest rate and liquidity risk, the tools involve making many as-
sumptions. The assumptions become more involved as balance
sheets become more complex. Each significant assumption needs to
be evaluated for reasonableness, with the underlying assumption
not necessarily having been tested over time or over all foreseeable
scenarios. The grey area in such analysis is significant. In our pro-
posed regulatory changes for corporate credit unions, better match-
ing of maturities of assets and liabilities will be regulated with con-
centration and sector limits as well as other controls.

Q4. Too-Big-To-Fail—Chairman Bair stated in her written testi-
mony that “the most important challenge is to find ways to impose
greater market discipline on systemically important institutions.
The solution must involve, first and foremost, a legal mechanism
for the orderly resolution of those institutions similar to that which
exists for FDIC-insured banks. In short we need to end too big to
fail. I would agree that we need to address the too-big-to-fail issue,
both for banks and other financial institutions.”

Could each of you tell us whether putting a new resolution re-
gime in place would address this issue?

A.4. While the NCUA continues to recommend maintaining mul-
tiple financial regulators and charter options to enable the contin-
ued checks and balances such a structure produces, the agency also
agrees with the need for establishing a regulatory oversight entity
to help mitigate risk to the nation’s financial system. Extending the
reach of this entity beyond the federally regulated financial institu-
tions may help impose market discipline on systemically important
institutions. Care needs to be taken in deciding how to address the
too-big-to-fail issue. Overreaching could stifle financial innovation
and actually cause more harm than good. At the same time, under
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reaching could provide inadequate resolution when it is needed
most.

The statutory construct of federal credit unions limits growth
with membership restrictions, so no new initiatives are deemed
necessary to address the “too big to faily7is sue for credit unions.
Federally insured credit unions hold $8 13.44 billion in assets,
while financial institutions insured by the FDIC hold $13.85 tril-
lion in assets. Federally insured credit unions make up only 5.56
percent of all federally insured assets.! Therefore, the credit union
industry as a whole does not pose a systemic risk to the financial
industry. However, federally insured credit unions serve a unique
role in the financial industry by providing basic and affordable fi-
nancial services to their members. In order to preserve this role,
federally insured credit unions must maintain their independent
regulator and insurer.

Q.5. How would we be able to convince the market that these sys-
temically important institutions would not be protected by taxpayer
resources as they had been in the past?

A.5. It will be difficult to convince a market accustomed to seeing
taxpayer bailouts of systemically important institutions that those
institutions will no longer be protected by taxpayer resources. A
regulatory oversight entity empowered to resolve institutions
deemed systemically important would help impose greater market
discipline. Given the recent and historical government intercession,
consumers and the marketplace have become accustomed to and
grown to expect financial assistance from the government. The
greater the expectation for government to use taxpayer resources
to resolve institutions the greater the moral hazard becomes. This
could cause institutions to take greater levels of risk knowing they
will not have to face the consequences.

Q.6. Pro-Cyclicality—I have some concerns about the pro-cyclical
nature of our present system of accounting and bank capital regu-
lation. Some commentators have endorsed a concept requiring
banks to hold more capital when good conditions prevail, and then
allow banks to temporarily hold less capital in order not to restrict
access to credit during a downturn. Advocates of this system be-
lieve that counter cyclical policies could reduce imbalances within
financial markets and smooth the credit cycle itself.

What do you see as the costs and benefits of adopting a more
counter-cyclical system of regulation?

A.6. In managing the National Credit Union Share Insurance Fund
(NCUSIF), the NCUA Board’s Normal Operating Level policy con-
siders the counter-cyclical impact when managing the Fund’s eq-
uity level. During otherwise stable or prosperous economic periods,
the Board may assess a premium, up to the statutory limits, to in-
crease the Fund equity level, in order to avoid the need to charge
premiums at the trough of the business cycle. In order to improve
this system, NCUA would need the ability to charge premiums,
during good times, above the current threshold (an equity level of
1.30).

1Based on December 31, 2008, financial data.
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A more robust and flexible risk-based capital requirement for
credit unions would improve counter-cyclical impact. Currently,
NCUA does not have authority to allow overall capital levels to
vary based on swings in the business cycle. Prompt Corrective Ac-
tion (12 U.S.C. §1790d) establishes statutory minimum levels of
capital which are not flexible.

Q.7. Do you see any circumstances under which your agencies
would take a position on the merits of counter-cyclical regulatory
policy?

A.7. NCUA will support efforts to improve counter-cyclical regu-
latory policy. Greater flexibility in the management of the
NCUSIF’s equity level and improvements in the measurement and
retention of capital for credit unions are good starting points.

Q.8. G20 Summit and International Coordination—Many foreign
officials and analysts have said that they believe the upcoming G20
summit will endorse a set of principles agreed to by both the Fi-
nancial Stability Forum and the Basel Committee, in addition to
other government entities. There have also been calls from some
countries to heavily re-regulate the financial sector, pool national
sovereignty in key economic areas, and create powerful supra-
national regulatory institutions. (Examples are national bank reso-
lution regimes, bank capital levels, and deposit insurance.) Your
agencies are active participants in these international efforts.

What do you anticipate will be the result of the G20 summit?

Do you see any examples or areas where supranational regula-
tion of financial services would be effective?

How far do you see your agencies pushing for or against such su-
pranational initiatives?

A.8. Many news accounts characterize the recent G20 summit as
a forum for international cooperation to discuss the condition of the
international financial system and to promote international finan-
cial stability. NCUA supports these efforts to share information
and ideas and to marshal international support for a concerted ef-
fort to stabilize the global economy.

In comparison to banks, federally insured credit unions are rel-
atively small institutions. Additionally, because of the limited na-
ture of a credit union’s field of membership (those individuals a
credit union is authorized to serve), U.S. credit unions are almost
exclusively domestic institutions with virtually no, or highly lim-
ited, international presence. Accordingly, NCUA believes that a su-
pranational regulatory institution would not be an effective tool for
credit union regulation. Because of credit unions’ small size and
unique structure, NCUA believes credit unions need the cus-
tomized supervisory approach that can only be provided by an
agency dedicated to the exclusive regulation of credit unions, and
which understands the unique nature of credit union operations. In
the broader financial regulatory context, NCUA is hesitant to en-
dorse the creation of powerful supranational regulatory institutions
without knowing more about the extent of authority and jurisdic-
tion those regulatory entities would have over U.S. financial insti-
tutions. While NCUA supports international cooperation, NCUA
believes it is vital to economic and national security to maintain
complete U.S. sovereignty over U.S. financial institutions.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR REED
FROM MICHAEL E. FRYZEL

Q.1. It is clear that our current regulatory structure is in need of
reform. At my subcommittee hearing on risk management, March
18, 2009, GAO pointed out that regulators often did not move swift-
ly enough to address problems they had identified in the risk man-
agement systems of large, complex financial institutions.

Chair Bair’s written testimony for today’s hearing put it very
well: “ . . . the success of any effort at reform will ultimately rely
on the willingness of regulators to use their authorities more effec-
tively and aggressively.”

My questions may be difficult, but please answer the following:

If this lack of action is a persistent problem among the regu-
lators, to what extent will changing the structure of our regulatory
system really get at the issue?

A.1. For the most part, the credit unions have not become large,
complex financial institutions. By virtue of their enabling legisla-
tion along with regulations established by the NCUA, federal credit
unions are more restricted in their operation than other financial
institutions. For example, investment options for federal credit
unions are largely limited to U.S. debt obligations, federal govern-
ment agency instruments, and insured deposits. Federal credit
unions cannot invest in a diverse range of higher yielding products,
including commercial paper and corporate debt securities. Another
example of restrictions in the credit union industry includes the af-
filiation limitations. Federal credit unions are much more limited
than other financial institutions in the types of businesses in which
they engage and in the kinds of affiliates with which they deal.
Federal credit unions cannot invest in the shares of an insurance
company or control another financial depository institution. Limita-
tions such as these have helped the credit union industry weather
the current economic downturn. These limitations among the other
unique characteristics of credit unions make credit unions fun-
damentally different from other forms of financial institutions and
demonstrate the need to ensure their charter is preserved in order
to continue to meet their members’ financial needs.

Restructuring the regulatory system to include a systemic regu-
lator would add a level of checks and balances to the system to ad-
dress the issue of regulators using their authorities more effectively
and aggressively. The systemic regulator should be responsible for
establishing general safety and soundness guidelines for financial
institutions and then monitoring the financial regulators to ensure
these guidelines are implemented. This extra layer of monitoring
would help ensure financial regulators effectively and aggressively
address problems at hand.

Q.2. Along with changing the regulatory structure, how can Con-
gress best ensure that regulators have clear responsibilities and
authorities, and that they are accountable for exercising them “ef-
fectively and aggressively”?

A.2. If a systemic regulator is established, one of its responsibilities
should include monitoring the implementation of the established
safety and soundness guidelines. This monitoring will help ensure
financial regulators effectively and aggressively enforce the estab-
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lished guidelines. The oversight entity’s main functions should be
to establish broad safety and soundness principles and then mon-
itor the individual financial regulators to ensure the established
principles are implemented. This structure also allows the over-
sight entity to set objective-based standards in a more proactive
manner, and would help alleviate competitive conflict detracting
from the resolution of economic downturns. This type of structure
would also promote uniformity in the supervision of financial insti-
tutions while affording the preservation of the different segments
of the financial industry, including the credit union industry.

Financial regulators should be encouraged to aggressively ad-
dress areas of increased risk as they are discovered. Rather than
financial institution management alone determining risk limits, fi-
nancial regulators must take administrative action when the need
arises. Early recognition of problems and implementing resolutions
will help ensure necessary actions are taken earlier rather than
later. In addition, financial regulators should more effectively use
off-site monitoring to identify and then increase supervision in
areas of greater risk within the financial institutions.

Q.3. How do we overcome the problem that in the boom times no
one wants to be the one stepping in to tell firms they have to limit
their concentrations of risk or not trade certain risky products?

What thought has been put into overcoming this problem for reg-
ulators overseeing the firms?

A.3. There is a need to establish concentration limits on risky prod-
ucts. NCUA already has limitations in place that have helped the
credit union industry avoid some of the issues currently faced by
other institutions. For example:

e Federal credit unions’ investments are largely limited to
United States debt obligations, federal government agency in-
struments, and insured deposits. 2 Federal credit unions cannot
invest in a diverse range of higher yielding products, including
commercial paper and corporate debt securities. Also, federal
credit unions have limited authority for broker-dealer relation-
ships. 3

e Federal credit unions are much more limited than other finan-
cial institutions in the types of businesses in which they en-
gage and in the kinds of affiliates with which they deal. Fed-
eral credit unions cannot invest in the shares of an insurance
company or control another financial depository institution.
Also, they cannot be part of a financial services holding com-
pany and become affiliates of other depository institutions or
insurance companies.

e Unlike other financial institutions, federal credit unions cannot
issue stock to raise additional capital.4 Also, federal credit
unions have borrowing authority limited to 50 percent of paid-
in and unimpaired capital and surplus.?

2NCUA Rules and Regulations Part 703.
3NCUA Rules and Regulations Part 703.
412 U.S.C. §1790d(b)(1)(B){).

512 U.S.C. §1757(9).
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Sound decision making should always take precedence over fol-
lowing the current trend. The addition of a systemic regulator
would provide the overall monitoring for systemic risk that should
be limited. The systemic regulator would then establish principles-
based regulations for the financial regulators to implement. This
would provide checks and balances to ensure regulators were ad-
dressing the issues identified. The systemic regulator should be
charged with monitoring and implementing guidelines for the sys-
temic risks to the industry, while the financial regulators would su-
pervise the financial institutions and implement the guidelines es-
tablished by the systemic regulator. Since the systemic regulator
only has oversight over the financial regulators, they would not
have direct supervision of the financial institutions. This buffer
woulddhelp overcome the issue of when limits should be imple-
mented.

Q4. Is this an issue that can be addressed through regulatory re-
structure efforts?

A4, As stated above, the addition of a systemic regulator would
help address these issues by providing a buffer between the sys-
temic regulator establishing principles-based regulations and the fi-
nancial regulators implementing the regulations. The addition of
the systemic regulator could change the approach of when and how
regulators address areas of risk.

The monitoring performed by the systemic regulator would help
ensure the financial regulators were taking a more proactive ap-

proach to supervising the institutions for which they are respon-
sible.

Q.5. As Mr. Tarullo and Mrs. Bair noted in their testimony, some
financial institution failures emanated from institutions that were
under federal regulation. While I agree that we need additional
oversight over and information on unregulated financial institu-
%‘io?s(i I think we need to understand why so many regulated firms
ailed.

Why is it the case that so many regulated entities failed, and
many still remain struggling, if our regulators in fact stand as a
safety net to rein in dangerous amounts of risk-taking?

A.5. While regulators are a safety net to guard against dangerous
amounts of risk taking, the confluence of events that led to the cur-
rent level of failures and troubled institutions may have been be-
yond the control of individual regulators. While many saw the risk
in lower mortgage loan standards and the growth of alternative
mortgage products, the combination of these and the worst reces-
sionary conditions and job losses in decades ended with devastating
results to the financial industry. Exacerbating this combination
was the layering of excess leverage that built over time, not only
in businesses and the financial industry, but also in individual
households.

In regards to the credit union industry’s record in the current
economic environment, 82 federally insured credit unions have
failed in the past 5 years (based on the number of credit unions
causing a loss to the National Credit Union Share Insurance
Fund). Overall, federally insured credit unions maintained reason-
able financial performance in 2008. As of December 31, 2008, feder-
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ally insured credit unions maintained a strong level of capital with
an aggregate net worth ratio of 10.92 percent. While earnings de-
creased from prior levels due to the economic downturn, federally
insured credit unions were able to post a 0.30 percent return on av-
erage assets in 2008. Delinquency was reported at 1.37 percent,
while net charge-offs was 0.84 percent. Shares in federally insured
credit unions grew at 7.71 percent, with membership growing at
2.01 percent, and loans growing at 7.08 percent. 6

Q.6. While we know that certain hedge funds, for example, have
failed, have any of them contributed to systemic risk?

A.6. As the NCUA does not regulate or oversee hedge funds, it is
not within our scope to be able to comment on the impact of failed
hedge funds and whether or not those failures contributed to sys-
temic risk.

Q.7. Given that some of the federal banking regulators have exam-
iners on-site at banks, how did they not identify some of these
problems we are facing today?

A.7. NCUA does not have on-site examiners in natural person cred-
it unions. However, as a result of the current economy, NCUA has
shortened the examination cycle to 12 months versus the prior 18
months schedule. NCUA also performs quarterly reviews of the fi-
nancial data submitted to the agency by the credit union.

NCUA does have on-site examiners in some corporate credit
unions. Natural person credit unions serve members of the public,
whereas corporate credit unions serve the natural person credit
unions. On March 20,2009, NCUA placed two corporate credit
unions into conservatorship, due mainly to the decline in value of
mortgage backed securities held on their balance sheets. Conven-
tional evaluation techniques did not sufficiently identify the risks
of these newer structured securities or the insufficiency of the cred-
it enhancements that supposedly protected the securities from
losses. NCUA'’s evaluation techniques did not fully keep pace with
the speed of change in the structure and risk of these securities.
Additionally, much of the information obtained by on-site exam-
iners is provided by the regulated institutions. These institutions
may become less than forthcoming in providing negative informa-
tion when trends are declining. NCUA is currently evaluating the
structure of the corporate credit union program to determine what
changes are necessary. NCUA is also reviewing the corporate credit
union regulations and will be making changes to strengthen these
entities.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM MICHAEL E. FRYZEL

Q.1. The convergence of financial services providers and financial
products has increased over the past decade. Financial products
and companies may have insurance, banking, securities, and fu-
tures components. One example of this convergence is AIG. Is the
creation of a systemic risk regulator the best method to fill in the
gaps and weaknesses that AIG has exposed, or does Congress need

6 Based on December 31, 2008, Call Report (NCUA Form 5300) data.
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to reevaluate the weaknesses of federal and state functional regula-
tion for large, interconnected, and large firms like AIG?

A.1. NCUA has previously expressed its support for establishing a
systemic risk regulator to monitor financial institution regulators,
issue principles-based regulations and guidance, and establish gen-
eral safety and soundness guidance for financial regulators under
its control. This oversight entity would monitor systemic risk
across institution types.? This broad oversight would complement
NCUA’s more in-depth and customized approach to regulating fed-
erally insured credit unions.

Credit unions are unique, cooperative, not-for-profit entities with
a statutory mandate to serve people of modest means. NCUA be-
lieves the combination of federal functional regulators performing
front-line examinations and oversight by a systemic risk regulator
would be a good method to fill weaknesses exposed by AIG. Addi-
tionally, because of the small size of most credit unions and the
limitations placed on their charters, credit unions generally do not
become part of a large conglomerate of business entities.

Q.2. Recently there have been several proposals to consider for fi-
nancial services conglomerates. One approach would be to move
away from functional regulation to some type of single consolidated
regulator like the Financial Services Authority model. Another ap-
proach is to follow the Group of 30 Report which attempts to mod-
ernize functional regulation and limit activities to address gaps and
weaknesses. An in-between approach would be to move to an objec-
tives-based regulation system suggested in the Treasury Blueprint.
What are some of the pluses and minuses of these three ap-
proaches?

A.2. Credit unions have not become financial service conglomerates
due to limitations within the laws impacting credit unions includ-
ing restricted fields of membership and limited potential activity.
Therefore, the functional regulatory approach currently in place
has worked in the credit union industry. While there is no perfect
regulatory model to adopt and follow that addresses all of the cur-
rent issues in the financial services industry, we can take portions
from different plans to create a regulatory system that meets the
needs of the current economy.

A modernized functional regulatory system would divide the fi-
nancial services industry into at least five categories: credit unions,
banks, insurance, securities, and futures. This approach would
allow the functional regulators to operate with expertise within
their segment of the financial institutions. A functional regulator
provides regulation for the specific issues facing their financial sec-
tor. This approach also allows a single regulator to possess the in-
formation and authority necessary to completely oversee the regu-
lated entities within their segment of the industry while elimi-
nating inefficiencies made with multiple overseers of the same enti-
ty. One drawback of this system is the possibility of regulators ad-
dressing the same issue with different approaches. One way to ad-

7For purposes of this response, financial institutions include commercial banks and other in-
sured depository institutions, insurers, companies engaged in securities and futures trans-
actions, finance companies, and specialized companies established by the government as defined
by the Treasury Blueprint. Individual financial regulators would implement and enforce the es-
tablished guidelines for the institutions they regulate.
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dress this issue is the addition of a systemic oversight agency to
the financial services industry. A systemic oversight agency could
issue principles-based regulations and guidance, promoting uni-
formity in the supervision of the industry, while allowing the func-
tional regulators to implement the regulations and guidance in a
manner most appropriate for their financial segment. This type of
structure would help preserve the different segments of the indus-
try and maintain the checks and balances afforded by the different
segments within the industry.

With the single consolidated regulator approach, authority over
all aspects of regulated institutions would be established under one
regulator. This approach would allow the regulator to possess all
information and authority regarding individual institutions, which
would eliminate inefficiencies of multiple overseers for the same in-
stitution. This approach would also ensure the financial services in-
dustry operated under a consistent regulatory approach. However,
this approach could result in the loss of specialized attention and
focus on the various distinct segments of the financial institutions.
An agency responsible for all institutions might focus on the larger
institutions where the systemic risk predominates, potentially to
the detriment of smaller institutions. For example, as federally in-
sured credit unions are generally the smaller, less complex institu-
tions in a consolidated financial regulator arrangement, the unique
character of credit unions would quickly be lost, absorbed by the
for-profit model and culture of other financial institutions. Loss of
credit unions as a type of financial institution would limit access
to the affordable services for persons of modest means that are of-
fered by credit unions.

An objectives-based regulatory approach as outlined in the Treas-
ury Blueprint (market stability, prudential, and business conduct
regulators) would ensure all financial institutions operated under
a consistent regulatory approach. However, like the single consoli-
dated regulator, this approach could also result in the loss of spe-
cialized attention and focus on the distinct segments of financial in-
stitutions, thus harming the credit union charter. Again, each regu-
lator might focus on the larger financial institutions where the sys-
temic risk predominates, while not addressing the different types
of risks found in the smaller institutions. This approach also would
result in multiple regulators for the same institution, where no sin-
gle regulator possessed all of the information and authority nec-
essary to monitor the overall systemic risk of the institution. In ad-
dition, disputes between the regulators regarding jurisdiction over
the different objectives would arise. Inefficiencies would be created
with multiple regulators supervising the same institution. Again,
the focus on the objective rather than the charter could potentially
harm the credit union industry where credit unions only comprise
a small part of the financial institution community.

In closing, the approach selected to regulate the financial serv-
ices providers must protect the unique regulatory needs of the var-
ious components of the financial sectors, including the credit union
industry.

Q.3. If there are institutions that are too big to fail, how do we
identify that? How do we define the circumstance where a single
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company is so systemically significant to the rest of our financial
circumstances and our economy that we must not allow it to fail?

A.3. If the definition of “too big to fail” encompasses only those in-
stitutions that are systemically significant enough where their fail-
ure would have an adverse impact on financial markets and the
economy, then credit unions would not be considered too big to fail.

Within the credit union system there are regulatory safeguards
in place to reduce the potential for “too big to fail” entities. The
field of membership restrictions that govern membership of the
credit union limit the potential for any systemic risk. The impact
of a failure of a large natural person credit union would be limited
to any cost of the failure, which would be passed on to all other
federally insured credit unions via the assessment of a premium
should the equity level of the NCUSIF fall below the required level.

Q.4. We need to have a better idea of what this notion of too big
to fail is—what it means in different aspects of our industry and
what our proper response to it should be. How should the federal
government approach large, multinational and systemically signifi-
cant companies?

A.4. In large, multinational and systemically significant institu-
tions, federal regulators should take an aggressive approach to ex-
amining and monitoring. As issues are discovered, the regulator
must quickly and firmly take the appropriate action before the
issue escalates.

Very few federally insured credit unions have a multinational
presence. Due to field of membership limitations, only credit unions
where a portion of their members are located in foreign counties,
such as a Department of Defense related credit union, would have
multinational exposure.® In those cases, there is limited multi-
national significance to the credit union business model.

Q.5. What does “fail” mean? In the context of AIG, we are talking
about whether we should have allowed an orderly Chapter 11
bankruptcy proceeding to proceed. Is that failure?

A.5. NCUA regulates federally insured credit unions, which do not
file Chapter 11 bankruptcies. However, federally insured credit
unions can become insolvent and be liquidated. No member of a
federally insured credit union has ever lost a penny of insured
shares. In order to preserve confidence in the credit union industry,
NCUA usually pays out members within three days from the time
a federally insured credit union fails. NCUA has an Asset Manage-
ment and Assistance Center that is available to quickly handle
credit union liquidations and perform management and asset re-
covery.

Based on the requirements set forth in 12 U.S.C. §1790d of the
Federal Credit Union Act, NCUA considers a credit union in dan-
ger of closing (a potential failure) when the credit union:

e Is subject to mandatory conservatorship, liquidation or “other
corrective action” for not maintaining required levels of capital;

8 Credit unions are chartered to serve a field of membership that shares a common bond such
as the employees of a company, members of an association, or a local community. Therefore,
credit unions may not serve the general public like other financial institutions and the credit
unions’ activities are largely limited to domestic activities, which has minimized the impact of
globalization in the credit union industry.
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o Is subject to discretionary conservatorship or liquidation or is
required to merge for not maintaining required levels of cap-
ital;

e Is subject to a high probability of sustaining an identifiable
loss (e.g., fraud, unexpected and sudden outflow of funds, oper-
ational failure, natural disaster, etc.) and could not maintain
required levels of capital, so that it would be subject to con-
servatorship or liquidation.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR KOHL
FROM MICHAEL E. FRYZEL

Q.1. Two approaches to systemic risk seem to be identified, (1)
monitoring institutions and taking steps to reduce the size/activi-
ties of institutions that approach a “too large to fail” or “too sys-
temically important to fail” or (2) impose an additional regulator
and additional rules and market discipline on institutions that are
considered systemically important.

Which approach do you endorse? If you support approach one
how you would limit institution size and how would you identify
new areas creating systemic importance?

If you support approach two how would you identify systemically
important institutions and what new regulations and market dis-
cipline would you recommend?

A.1. Federally insured credit unions hold $8 13.44 billion in assets,
while financial institutions insured by the FDIC hold $13.85 tril-
lion in assets. Federally insured credit unions make up only 5.56
percent of all federally insured asset.® Therefore, the credit union
industry as a whole does not pose a systemic risk to the financial
industry. However, federally insured credit unions serve a unique
role in the financial industry by providing basic and affordable fi-
nancial services to their members. The credit union system of regu-
lation has produced natural limits on size. Though under stress,
the credit union system has continued their long history of finan-
cial stability and quality service. So, implementing some limits on
size may be prudent given the success of the credit union regu-
latory model.

Q.2. Please identify all regulatory or legal barriers to the com-
prehensive sharing of information among regulators including in-
surance regulators, banking regulators, and investment banking
regulators. Please share the steps that you are taking to improve
the flow of communication among regulators within the current leg-
islative environment.

A.2, NCUA does not believe there are any significant regulatory or
legal barriers to prevent it from information sharing with other
agency regulators. NCUA currently shares information with state
credit union supervisors on a regular basis, trains and provides
computer equipment to state examiners, and often conducts joint
supervisory examinations with state agencies. NCUA regional man-
agement meets with state credit union supervisors in order to dis-
cuss such things as problem areas, problem institutions, and eco-

9Based on December 31, 2008, financial data.
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nomic issues. In addition, NCUA executive management meets
with the National Association of State Credit Union Supervisors
(NASCUS) at least semi-annually to discuss current issues.

NCUA also participates in Federal Financial Institutions Exam-
ination Council (FFIEC)10 where information is shared and re-
sources are pooled together to develop regulations, policies, training
materials, etc. Working groups within the FFIEC also include rep-
resentatives from other federal agencies outside of the financial
regulatory agencies as needed.

NCUA believes information sharing can be a valuable tool to en-
sure safe and sound operations for various kinds of financial insti-
tutions. Of course, appropriate parameters must be established to
clarify what information is to be shared and for what purposes and
to ensure the confidential treatment of sensitive information.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR HUTCHISON
FROM MICHAEL E. FRYZEL

Q.1. Will each of you commit to do everything within your power
to prevent performing loans from being called by lenders? Please
outline the actions you plan to take.

A.1. NCUA has strongly encouraged federally insured credit unions
to work with borrowers under financial stress. While credit unions
must be prudent in their approach, there are avenues they need to
explore in working through these situations that can result in posi-
tive outcomes for both parties. In April of 2007, NCUA issued Let-
ter to Credit Unions 07-CU-06 titled “Working with Residential
Mortgage Borrowers,” which included an FFIEC initiative to en-
courage institutions to consider all loan workout arrangements.
NCUA subsequently issued Letter to Credit Unions 08-CU-05 in
March of 2008 supporting the Hope NOW alliance, which focuses
on modifying qualified loans. More recently, NCUA Letter to Credit
Unions 09-CU-04, issued in March 2009, encourages credit union
participation in the Making Home Affordable loan modification pro-
gram. NCUA is currently in the process of developing a Letter to
Credit Unions that will further address loan modifications. NCUA
has been, and will remain, supportive of all prudent efforts to avoid
calling loans and taking foreclosure actions.

While NCUA remains supportive of workout arrangements in
general, the data available does not suggest performing loans are
being called at a significant level within the credit union industry.
What is more likely to occur is the curtailing of existing lines of
credit for both residential and construction and development lend-
ing. It is conceivable that underlying collateral values supporting
such loans have deteriorated and no longer support lines of credit
outstanding or unused commitments. In those instances, a business
decision must be made regarding whether to curtail the line of
credit. There likely will be credit union board established credit
risk parameters that need to be considered as well as regulatory
considerations, especially as it relates to construction and develop-
ment lending.

10The FFIEC includes the Board of Governors of the Federal Reserve (FRB), the Federal De-
posit Insurance Corporation (FDIC), the NCUA, the Office of the Comptroller of the Currency
(OCC), the Office of Thrift Supervision (OTS), and the State Liaison Committee (SLC).
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Credit union business lending is restricted by statute to the less-
er of 1.75 times the credit union’s net worth or 12.25 percent of as-
sets (some exceptions apply). There are further statutory thresh-
olds on the level of construction and development lending, borrower
equity requirements for such lending, limits on unsecured business
lending, and maximum loan to value limitations (generally 80 per-
cent without insurance or up to 95 percent with insurance). While
business lending continues to grow within credit unions, the level
of such lending as of December 31, 2008, is 3.71 percent of total
credit union assets and 5.32 percent of total credit union loans.
Only 6.15 percent of outstanding credit union business loans, or
$1.95 billion, are for construction and development, which is a very
1s{mall piece of the overall construction and development loan mar-

et.

Credit union loan portfolios grew at a rate of over 7 percent in
2008. The level of total unfunded loan commitments continues to
grow, which suggests there is not a pervasive calling of lines of
credit. Credit unions need to continue to act independently in re-
gard to credit decisions. Each loan will involve unique cir-
cumstances including varying levels of risk. Some markets have
been much more severely impacted by the change in market condi-
tions, creating specific risk considerations for affected loans. Addi-
tionally, there are significant differences between loans to the aver-
age residential home owner who is current on their loan even
though their loan to value ratio is now 110 percent, versus the de-
veloper who has a line of credit to fund his commercial use or resi-
dential construction project. Continued funding for the developer
may be justified or may be imprudent. Continued funding may
place the institution at additional risk or beyond established risk
thresholds, depending on the circumstances.

The agency continues to support the thoughtful evaluation by
credit union management of each performing loan rather than a
blanket approach to curtailing the calling of performing loans.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM DANIEL K. TARULLO

Q.1. Consumer Protection Regulation—Some have advocated that
consumer protection and prudential supervision should be divorced,
and that a separate consumer protection regulation regime should
be created. They state that one source of the financial crisis ema-
nated from the lack of consumer protection in the underwriting of
loans in the originate-to-distribute space.

What are the merits of maintaining it in the same agency? Alter-
natively, what is the best argument each of you can make for a
new consumer protection agency?

A.1. The best argument for maintaining supervision of consumer
protection in the same agency that provides safety and soundness
and supervision is that the two are linked both substantively and
practically. Thus there are substantial efficiency and information
advantages from having the two functions housed in the same
agency. For example, risk assessments related to an institution’s
management of consumer compliance functions are closely linked
with other safety and soundness risks, and factor in to assessments
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of bank management and financial, legal, and reputation risks.
Likewise, evaluations of management or controls in lending proc-
esses in safety and soundness examinations factor in to assess-
ments of compliance risk management. Supervisory assessments
for both safety and soundness and consumer protection, as well as
enforcement actions or supervisory follow up, are best made with
the benefit of the broader context of the entire organization’s risks
and capacity. Furthermore, determinations that certain products or
practices are “unfair and deceptive” in some cases require an un-
derstanding of how products are priced, offered, and marketed in
an individual institution. This information is best obtained through
supervisory monitoring and examinations.

A related point is that responsibility for prudential and consumer
compliance examinations and enforcement benefits consumer pro-
tection rulewriting responsibilities. Examiners are often the first
government officials to see problems with the application and im-
plementation of rules in consumer transactions. Examiners are an
important source of expertise in banking operations and lending ac-
tivities, and they are trained to understand the interplay of all the
risks facing individual banking organizations.

The best argument for an independent consumer agency within
the financial regulatory structure is that it will focus single-
mindedly on consumer protection as its primary mission. The argu-
ment is that the leadership of an agency with multiple functions
may trade one off against the other one, at times, be distracted by
responsibilities in one area and less attentive to problems in the
other. A corollary of this basic point is that the agency would be
more inclined to act to deter use of harmful financial products and,
if properly structured and funded, may be less susceptible to the
sway of powerful industry influences. Proponents of a separate
agency also argue that a single consumer regulator responsible for
monitoring and enforcing compliance would end the competition
among regulatory agencies that they believe promotes a “competi-
tion in laxity” for fear that supervised entities will engage in char-
ter shopping.

Apart from the relative merits of the foregoing arguments, two
points of context are probably worth making: First, any agency as-
signed rulewriting authority will be effective only if it has consider-
able expertise in consumer credit markets, retail payments, bank-
ing operations, and economic analysis. Successful rulewriting re-
quires an understanding of the likely effects of protections to pre-
vent abuses on the availability of responsible and affordable credit.
Second, the policies and performance of both an “integrated” agen-
cy and a free-standing consumer protection agency will depend im-
portantly on the leadership appointed to head those entities.

Q.2. Regulatory Gaps or Omissions—During a recent hearing, the
Committee has heard about massive regulatory gaps in the system.
These gaps allowed unscrupulous actors like AIG to exploit the
lack of regulatory oversight. Some of the counterparties that AIG
did business with were institutions under your supervision.

Why didn’t your risk management oversight of the AIG counter-
parties trigger further regulatory scrutiny? Was there a flawed as-
sumption that AIG was adequately regulated, and therefore no fur-
ther scrutiny was necessary?
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Was there dialogue between the banking regulators and the state
insurance regulators? What about the SEC?

If the credit default swap contracts at the heart of this problem
had been traded on an exchange or cleared through a clearing-
house, with requirement for collateral and margin payments, what
additional information would have been available? How would you
have used it?

A.2. The problems created by AIG provide perhaps the best case
study in showing the need for regulatory reform, enhanced consoli-
dated supervision of institutions and business lines that perform
the same function, and an explicit regulatory emphasis on systemic
risk. Importantly, some of the largest counterparties to AIG were
foreign institutions and investments banks not directly supervised
by the Federal Reserve. Even then, however, established industry
practices prior to the crisis among financial institution counterpar-
ties with high credit ratings called for little exchange of initial
margins on OTC derivative contracts. Such practices and AIG’s
high credit rating thus inhibited the checks and balances initial
margins would have placed on AIG’s positions. Federal Reserve su-
pervisory reviews of counterparty credit risk exposures at indi-
vidual firms prior to the crisis did not flag AIG as posing signifi-
cant counterparty credit risk since AIG was regularly able to post
its variation margins on OTC derivative contracts thus reducing its
exposure. Moreover, AIG spread its exposures across a number of
different counterparties and instruments.

The over-reliance on credit ratings in a number of areas leading
up to the current crisis, as well as the need for better information
on market-wide exposures in the OTC derivatives market, have
motivated supervisory efforts to move the industry to the use of
central clearing parties and the implementation of a data ware-
house on OTC derivative transactions. This effort, reinforced with
appropriate statutory authority, is a critical part of a systemic risk
agenda.

The Federal Reserve actively participates on an insurance work-
ing group, which includes other federal banking and thrift agencies
and the National Association of Insurance Commissioners (NAIC).
The working group meets quarterly to discuss developments in the
insurance and banking sectors, legislative developments, and other
topics of particular significant. In addition, to the working group,
the Federal Reserve communicates regularly with the NAIC and
insurance regulators on specific matters. With respect to the SEC,
the Federal Reserve has information sharing arrangements in
place for companies under our supervision. Since the Federal Re-
serve had no supervisory responsibility for AIG, we did not discuss
the company or its operations with either the state insurance regu-
lators or the SEC until the time of our initial discount window loan
in September 2008.

Credit default swap contracts may be centrally cleared (whether
they are traded over the counter or listed on an exchange) only if
they are sufficiently standardized. Presently, sufficiently standard-
ized CDS contracts comprise those written on CDS indices, on
tranches of CDS indices, and on some corporate single-name enti-
ties. The CDS contracts at the heart of the AIG collapse were writ-
ten mainly on tranches of ABS CDOs, which are generally individ-
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ually tailored (e.g., bespoke transactions) in nature and therefore
not feasible either for exchange trading or central clearing. For
such nonstandard transactions we are strongly advocating the use
of centralized trade repositories, which would maintain official
records of all noncentrally-cleared CDS deals. It is important to
note that the availability of information on complex deals in a cen-
tral repository or otherwise is necessary but not sufficient for fully
understanding the risks of these positions. Even if additional infor-
mation on AIG’s positions had been available from trade reposi-
tories and other sources, the positions would have been as difficult
to value and monitor for risk without considerable additional anal-
ysis.

Most critically, both trade repositories and clearinghouses pro-

vide information on open CDS contracts. Of most value and inter-
est to regulators are the open interest in CDS written on specific
underliers and the open positions of a given entity vis-a-vis its
counterparties. Both could provide regulators with information on
aggregate and participant exposures in near real time. A clearing-
house could in addition provide information on collateral against
these exposures and the CCP’s valuation of the contracts cleared.
An exchange on top of a clearinghouse would be able to provide
real-time information on trading interest in terms of prices and vol-
umes, which could be used by regulators to monitor market activ-
ity.
Q.3. Systemic Risk Regulation—The Federal Reserve and the OTS
currently have consolidated supervisory authority over bank and
thrift holding companies respectively. This authority grants the
regulators broad powers to regulate some of our Nation’s largest,
most complex firms, yet some of these firms have failed or are
deeply troubled.

Mr. Tarullo, do you believe there were failures of the Federal Re-

serve’s holding company supervision regime and, if so, what would
be different under a new systemic risk regulatory scheme?
A.3. I expect that when the history of the financial crisis is finally
written, culpability will be shared by essentially every part of the
government responsible for constructing and implementing finan-
cial regulation, including the Federal Reserve. Since just about all
financial institutions have been adversely affected by the financial
crisis—not just those that have failed—all supervisors have lessons
to learn from this crisis.

As to what will be different going forward, I would suggest the
following:

First, the Federal Reserve is already implementing a number of
changes, such as enhancing risk identification processes to more
quickly detect emerging risks. The Board is also improving the
processes to issue supervisory guidance and policies to make them
more timely and effective. In 2008 the Board issued supervisory
guidance on consolidated supervision to clarify the Federal Re-
serve’s role as consolidated supervisor and to assist the examina-
tion staff as they carry out supervision of banking institutions, par-
ticularly large, complex firms with multiple legal entities.

Second, I would hope that both statutory provisions and adminis-
trative practices would change so as to facilitate a truly com-
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prehensive approach to consolidated supervision. This would in-
clude, among other things, amending the Gramm-Leach-Bliley Act,
whose emphasis on “functional regulation” for prudential purposes
is at odds with the comprehensive approach that is needed to su-
pervise large, complex institutions effectively for safety and sound-
ness and systemic risks. For example, the Act places certain limits
on the Federal Reserve’s ability to examine or obtain reports from
functionally regulated subsidiaries of a bank holding company.

Third, our increasing focus on risks that are created across insti-
tutions and in interactions among institutions should improve iden-
tification of incipient risks within specific institutions that may not
be so evident based on examination of a single firm. In this regard,
the Federal Reserve is expanding and refining the use of horizontal
supervisory reviews. An authority charged with systemic risk regu-
latory tasks would presumably build on this kind of approach, but
it is also important in more conventional, institution-specific con-
solidated supervision.

Fourth, I believe it is fair to say that there is a different orienta-
tion towards regulation and supervision within the current Board
than may have been the case at times in the past.

Q4. Liquidity Management—A problem confronting many financial
institutions currently experiencing distress is the need to roll-over
short-term sources of funding. Essentially these banks are facing a
shortage of liquidity. I believe this difficulty is inherent in any sys-
tem that funds long-term assets, such as mortgages, with short-
term funds. Basically the harm from a decline in liquidity is ampli-
fied by a bank’s level of “maturity-mismatch.”

I would like to ask each of the witnesses, should regulators try
to minimize the level of a bank’s maturity-mismatch? And if so,
what tools would a bank regulator use to do so?

A.4. The current crisis has proven correct those who have main-
tained in recent years that liquidity risk management needed con-
siderably more attention from banks, holding companies, and su-
pervisors. As will be described below, a number of steps are already
being taken to address this need, but additional analysis will clear-
ly be needed. At the outset, though, it is worth emphasizing that
maturity transformation through adequately controlled maturity
mismatches is an important economic function that banks provide
in promoting overall economic growth. Indeed, the current prob-
lems did not arise solely from balance sheet maturity mismatches
that banks carried into the current crisis. For almost 2 years, many
financial institutions have been unable to roll over short-term and
maturing intermediate-term funding or have incurred maturity
mismatches primarily because of their inability to obtain longer-
term funds as a result of solvency concerns in the market. This has
been exacerbated by some institutions having to take onto their
bﬁlance sheets assets that were previously considered off-balance
sheet.

To elaborate this point, it is important to note that most of the
serious mismatches that led to significant “tail” liquidity risks oc-
curred in instruments and activities outside of traditional bank
lending and borrowing businesses. The most serious mismatches
encountered were engineered into various types of financial prod-
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ucts and securitization vehicles such as structured investment ve-
hicles (SIVs), variable rate demand notes (VRDNs) and other prod-
ucts sold to institutional and retail customers. In addition, a num-
ber of managed stable value investment products such as reg-
istered money market mutual funds and unregistered stable value
investment accounts and hedge funds undertook significant
mismatches that compromised their integrity. Many of these
mismatches were transferred to banking organizations during the
crisis through contractual commitments to extend liquidity to such
vehicles and products. Where no such contractual commitments ex-
isted, assets came onto banks’ balance sheets as a result of their
decisions to support sponsored securitization vehicles, customer
funding products, and investment management funds in the inter-
est of mitigating the banks’ brand reputation risks.

However, such occurrences do not minimize the significant
mismatches that occurred through financial institutions’, and their
hedge fund customers’, significant use of short-term repurchase
agreements and reverse repurchase agreements to finance signifi-
cant potions off their dealer inventories and trading positions. Such
systemic reliance on short-term funding placed significant pres-
sures on the triparty repo market.

The task for regulators and policy makers is to ensure that any
mismatches taken by banking organizations are appropriately man-
aged and controlled. The tools used by supervisors to achieve this
goal include the clear articulation of supervisory expectations sur-
rounding sound practices for liquidity risk management and effec-
tive on-site assessment as to whether institutions are complying
with those expectations. In an effort to strengthen these tools, su-
pervisors have taken a number of steps. In September 2008 the
Basel Committee on Bank Supervision (BCBS) issued a revised set
of international principles on liquidity risk management. The U.S.
bank regulatory agencies plan to issue joint interagency guidance
endorsing those principles and providing a single set of U.S. super-
visory expectations that aggregates well-established guidance
issued by each agency in the past. Both the international and U.S.
guidance, which highlight the need for banks to assess the liquidity
risk embedded in off-balance sheet exposures, should re-enforce
both banks’ efforts to enhance their liquidity risk management
processes and supervisory actions to improve oversight of these
processes. In addition, the BCBS currently has efforts underway to
establish international standards on liquidity risk exposures that is
expected to be issued for comment in the second half of 2009. Such
standards have the potential for setting the potential limits on ma-
turity mismatches and requirements for more stable funding of
dealer operations, while acknowledging the important role maturity
mismatches play in promoting economic growth.

Q.5. What Is Really Off-Balance Sheet—Chairman Bair noted that
structured investment vehicles (SIVs) played an important role in
funding credit risk that are at the core of our current crisis. While
the banks used the SIVs to get assets of their balance sheet and
avoid capital requirements, they ultimately wound up reabsorbing
assets from these SIVs.

Why did the institutions bring these assets back on their balance
sheet? Was there a discussion between the OCC and those with
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{:hes?e off-balance sheet assets about forcing the investor to take the
0ss?

How much of these assets are now being supported by the Treas-
ury and the FDIC?

Based on this experience, would you recommend a different regu-
latory treatment for similar transactions in the future? What about
accounting treatment?

A.5. Companies that sponsored SIVs generally acted as investment
managers for the SIVs and funded holdings of longer-term assets
with short-term commercial paper and medium-term notes. As the
asset holdings began to experience market value declines and the
liquidity for commercial paper offerings deteriorated, SIVs faced
ratings pressure on outstanding debt. In addition, SIV sponsors
faced legal and reputational risk as losses began accruing to third-
party holders of equity interests in the SIVs. Market events caused
some SIV sponsors to reconsider their interests in the vehicles they
sponsored and to conclude that they were the primary beneficiary
as defined in FASB Interpretation No. 46(R), which required them
to consolidate the related SIVs. In addition, market events caused
some SIV sponsors to commit formally to support SIVs through
credit or liquidity facilities with the intention of maintaining credit
ratings on outstanding senior debt. Those additional commitments
caused the sponsors to conclude that they were the primary bene-
ficiary of the related vehicles and, therefore, to consolidate.

Very few U.S. banks consolidated SIV assets in 2007 and 2008.
Citigroup disclosed in their 2008 Annual Report that $6.4 billion in
SIV assets were part of an agreed asset pool covered in the U.S.
government loss sharing arrangement announced November 23,
2008. We are not aware of other material direct support of SIV as-
sets through the Treasury Department or the FDIC.

Recent events have demonstrated the need for supervisors and
banks to better assess risks associated with off-balance sheet expo-
sures. The Federal Reserve participated in the development of pro-
posed guidance published by the BCBS in January 2009, to
strengthen supervisory expectations for capturing firm-wide risk
concentrations arising from both on- and off-balance-sheet expo-
sures. These include both contractual exposures, as well as the po-
tential impact on overall risk, capital, and liquidity of noncontrac-
tual exposures such as reputational risk exposure to off-balance-
sheet vehicles and asset management activities. Exercises to evalu-
ate possible additional supervisory and regulatory changes to the
requirements for off-balance-sheet exposures are ongoing and in-
clude the BCBS efforts to develop international standards sur-
rounding banks’ liquidity risk profiles.

The Federal Reserve supports recent efforts by the Financial Ac-
counting Standards Board to amend and clarify the accounting
treatment for off-balance-sheet vehicles such as SIVs, securitization
trusts, and structured finance conduits. We applauded the FASB
for requiring additional disclosure of such entities in public com-
pany financials starting with year-end 2008 reports, as well. We
are hopeful that the amended accounting guidance for consolidation
of special purpose entities like SIVs will result in consistent appli-
cation in practice and enhanced transparency. That outcome would
permit financial statement users, including regulators, to assess
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potential future risks facing financial institutions by virtue of the
securitization and structured finance activities in which it engages.

Q.6. Regulatory Conflict of Interest—Federal Reserve Banks which
conduct bank supervision are run by bank presidents that are cho-
sen in part by bankers that they regulate.

Mr. Tarullo, do you see the potential for any conflicts of interest

in the structural characteristics of the Fed’s bank supervisory au-
thorities?
A.6. The Board of Governors has the statutory responsibility for su-
pervising bank holding companies, state member banks, and the
other banking organizations for which the Federal Reserve System
has supervisory authority under the Bank Holding Company Act,
the Federal Reserve Act, and other federal laws. See, e.g., 12
U.S.C. §248(a) (state member banks), §1844 (bank holding compa-
nies), and §3106(c) (U.S. branches and agencies of foreign banks).
Although the Board has delegated authority to the Reserve Banks
to conduct many of the Board’s supervisory functions with respect
to banking organizations, applicable regulations and policies are
adopted by the Board alone. The Reserve Banks conduct super-
visory activities subject to oversight and monitoring by the Board.
It is my expectation that the Board will exercise this oversight vig-
orously.

The recently completed Supervisory Capital Assessment Program
(SCAP) provides an excellent example of how this oversight and
interaction can operate effectively in practice. The SCAP process
was a critically important part of the government’s efforts to pro-
mote financial stability and ensure that the largest banking organi-
zations have sufficient capital to continue providing credit to house-
holds and businesses even under adverse economic conditions. The
Board played a lead and active role in the design of the SCAP, the
coordination and implementation of program policies, and the as-
sessment of results across all Federal Reserve districts. These ef-
forts were instrumental in ensuring that the SCAP was rigorous,
comprehensive, transparent, effective, and uniformly applied. The
Board is considering ways to apply the lessons learned from the
SCAP to the Federal Reserve’s regular supervisory activities to
make them stronger, more effective, and more consistent across
districts.

Q.7. Too-Big-To-Fail—Chairman Bair stated in her written testi-
mony that “the most important challenge is to find ways to impose
greater market discipline on systemically important institutions.
The solution must involve, first and foremost, a legal mechanism
for the orderly resolution of those institutions similar to that which
exists for FDIC-insured banks. In short we need to end too big to
fail.” T would agree that we need to address the too-big-to-fail issue,
both for banks and other financial institutions.

Could each of you tell us whether putting a new resolution re-
gime in place would address this issue?

How would we be able to convince the market that these system-
ically important institutions would not be protected by taxpayer re-
sources as they had been in the past?

A.7. As we have seen in the current financial crisis, large, complex,
interconnected financial firms pose significant challenges to super-
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visors. Policymakers have strong incentives to prevent the failure
of such firms because of the risks such a failure would pose to the
financial system and the broader economy. However, the belief of
market participants that a particular firm will receive special gov-
ernment assistance if it becomes troubled has many undesirable ef-
fects. For instance, it reduces market discipline and encourages ex-
cessive risk-taking by the firm. It also provides an artificial incen-
tive for firms to grow in size and complexity, in order to be per-
ceived as too big to fail. And it creates an unlevel playing field with
smaller firms, which may not be regarded as having implicit gov-
ernment support. Moreover, of course, the government rescues of
such firms are potentially very costly to taxpayers.

Improved resolution procedures for systemically important finan-
cial firms would help reduce the too-big-to-fail problem in two
ways. First, such procedures would visibly provide the authorities
with the legal tools needed to manage the failure of a systemically
important firm while still ensuring that creditors and counterpar-
ties suffer appropriate losses in the event of the firm’s failure. As
a result, creditors and counterparties should have greater incen-
tives to impose market discipline on financial firms. Second, by giv-
ing the government options other than general support to keep a
distressed firm operating, resolution procedures should give the
managers of systemically important firms somewhat better incen-
tives to limit risk taking and avoid failure.

While resolution authority of this sort is an important piece of
an agenda to control systemic risk, it is no panacea. In the first
place, resolving a large, complex financial institution is a com-
pletely different task from resolving a small or medium-sized bank.
No part of the U.S. Government has experience in this task. Al-
though one or more agencies could acquire relevant expertise as
needed, we cannot be certain how this resolution mechanism would
operate in practice. Second, precisely because of the uncertainties
that will, at least for a time, surround a statutory mechanism of
this sort, there must also be effective supervision and regulation of
these institutions that is targeted more directly at their systemic
importance.

Q.8. Pro-Cyclicality—I have some concerns about the pro-cyclical
nature of our present system of accounting and bank capital regu-
lation. Some commentators have endorsed a concept requiring
banks to hold more capital when good conditions prevail, and then
allow banks to temporarily hold less capital in order not to restrict
access to credit during a downturn. Advocates of this system be-
lieve that counter-cyclical policies could reduce imbalances within
financial markets and smooth the credit cycle itself.

What do you see as the costs and benefits of adopting a more
counter-cyclical system of regulation?

Do you see any circumstances under which your agencies would
take a position on the merits of counter-cyclical regulatory policy?

A.8. There is a good bit of evidence that current capital standards,
accounting rules, certain other regulations, and even deposit insur-
ance premiums have made the financial sector excessively pro-cycli-
cal—that is, they lead financial institutions to ease credit in booms
and tighten credit in downturns more than is justified by changes
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in the creditworthiness of borrowers, thereby intensifying cyclical
changes.

For example, capital regulations require that banks’ capital ra-
tios meet or exceed fixed minimum standards in order for the bank
to be considered safe and sound by regulators. Because banks typi-
cally find raising capital to be difficult in economic downturns or
periods of financial stress, their best means of boosting their regu-
latory capital ratios during difficult periods may be to reduce new
lending, perhaps more so than is justified by the credit environ-
ment.

As I noted in my testimony, the Federal Reserve is working with
other U.S. and foreign supervisors to strengthen the existing cap-
ital rules to achieve a higher level and quality of required capital.
As one part of this overall effort, we have been assessing various
proposals for mitigating the pro-cyclical effects of existing capital
rules, including dynamic provisioning or a requirement that finan-
cial institutions establish strong capital buffers above current regu-
latory minimums in good times, so that they can weather financial
market stress and continue to meet customer credit needs. This is
but one of a number of important ways in which the current pro-
cyclical features of financial regulation could be modified, with the
aim of counteracting rather than exacerbating the effects of finan-
cial stress.

Q.9. G20 Summit and International Coordination—Many foreign
officials and analysts have said that they believe the upcoming G20
summit will endorse a set of principles agreed to by both the Fi-
nancial Stability Forum and the Basel Committee, in addition to
other government entities. There have also been calls from some
countries to heavily re-regulate the financial sector, pool national
sovereignty in key economic areas, and create powerful supra-
national regulatory institutions. (Examples are national bank reso-
lution regimes, bank capital levels, and deposit insurance.) Your
agencies are active participants in these international efforts.

What do you anticipate will be the result of the G20 summit?

Do you see any examples or areas where supranational regula-
tion of financial services would be effective?

How far do you see your agencies pushing for or against such su-
pranational initiatives?
A.9. As you point out, the Federal Reserve has for many years
worked with international organizations such as the Basel Com-
mittee on Banking Supervision, the Financial Stability Forum (now
the Financial Stability Board), the Joint Forum and others on mat-
ters of mutual interest. Our participation reflects our long-held be-
lief, reinforced by the current financial crisis, that the international
dimensions of financial supervision and regulation and financial
stability are critical to the health and stability of the U.S. financial
system and economy, as well as to the competitiveness of our finan-
cial firms. Thus, it is very much in the self-interest of the United
States to play an active role in international forums. Our approach
in these groups has not been on the development of supranational
authorities. Rather, it has been on the voluntary collection and
sharing of information, the open discussion of views, the develop-
ment of international contacts and knowledge, the transfer of tech-
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nical expertise, cooperation in supervising globally active financial
firms, and agreements an basic substantive rules such as capital
requirements. As evidenced in the activities of the G20 and the
earlier-mentioned international fora, the extraordinary harm
worked by the current financial crisis on an international scale
suggests the need for continued evolution of these approaches to
ensure the stability of major financial firms and systems around
the world.

Q.10. Consolidated Supervised Entities—Mr. Tarullo, in your testi-
mony you noted that “the SEC was forced to rely on a voluntary
regime” because it lacked the statutory authority to act as a con-
solidated supervisor.

Who forced the SEC to set up the voluntary regime? Was it the

firm that wanted to avoid being subject to a more rigorous consoli-
dated supervision regime?
A.10. Under the Securities Exchange Act of 1934 (15 U.S.C. §§78a,
et seq.), the Securities and Exchange Commission (SEC) has broad
supervisory authority over SEC-registered broker-dealers, but only
limited authority with respect to a company that controls a reg-
istered broker-dealer. See 15 U.S.C. §§780 and 78q(h). In 2002, the
European Union (EU) adopted a directive that required banking
groups and financial conglomerates based outside the EU to re-
ceive, by August 2004, a determination that the financial group
was subject to consolidated supervision by its home country au-
thorities in a manner equivalent to that required by the EU for
EU-based financial groups. If a financial group could not obtain
such a determination, the directive permitted EU authorities to
take a range of actions with respect to the non-EU financial group,
including requiring additional reports from the group or, poten-
tially, requiring the group to reorganize all its EU operations into
a single EU holding company that would be subject to consolidated
supervision by a national regulator within the EU. See Directive
2002/87/EC of the European Parliament and of the Council of 16
(Dec. 2002). After this directive was adopted, several of the large
U.S. investment banks that were not affiliated at the time with a
bank holding company expressed concern that, if they were unable
to obtain an equivalency determination from the EU, the firms’ sig-
nificant European operations could be subject to potentially costly
or disruptive EU-imposed requirements under the directive.

In light of these facts, and to improve its own ability to monitor
and address the risks at the large U.S. investment banks that
might present risks to their subsidiary broker-dealers, the SEC in
2004 adopted rules establishing a voluntary consolidated super-
vision regime for those investment banking firms that controlled
U.S. broker-dealers with at least $1 billion in tentative net capital,
and at least $500 million of net capital, under the SEC’s broker-
dealer capital rules. The Goldman Sachs Group, Inc. (Goldman
Sachs), Morgan Stanley, Merrill Lynch & Co., Inc. (Merrill Lynch),
Lehman Brothers Holdings, Inc. (Lehman), and The Bear Stearns
Companies, Inc., each applied and received approval to become con-
solidated supervised entities (CSEs) under the SEC’s rules. These
rules were not the same as would have applied to these entities
had they became bank holding companies. While operating as
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CSEs, Goldman Sachs, Morgan Stanley, Merrill Lynch, and Leh-
man also controlled FDIC-insured state banks under a loophole in
current law that allows any type of company to acquire an FDIC-
insured industrial loan company (LC) chartered in certain states
without becoming subject to the prudential supervisory and regu-
latory framework established under the Bank Holding Company
Act of 1956 (BHC Act).! As I noted in my testimony, the Board
continues to believe that this loophole in current law should be
closed.

Q.11. Credit Default Swaps—Mr. Tarullo, the Federal Reserve
Bank of New York has been actively promoting the central clearing
of credit default swaps.

How will you encourage market participants, some of whom ben-
efit from an opaque market, to clear their trades?

Is it your intent to see the establishment of one clearinghouse or
are you willing to allow multiple central clearing facilities to exist
and compete with one another?

Is the Fed working with European regulators to coordinate ef-
forts to promote clearing of CDS transactions?

How will the Fed encourage market participants, some of whom
benefit from an opaque market, to clear their credit default swap
transactions?

Is it the Fed’s expectation that there will be only one credit de-
fault swap clearinghouse or do you envision multiple central clear-
ing counterparties existing in the long run?

How is the Fed working with European regulators to coordinate
efforts to promote clearing of credit default swap transactions?

What other classes of OTC derivatives are good candidates for
central clearing and what steps is the Fed taking to encourage the
development and use of central clearing counterparties?

A.11. The Federal Reserve can employ supervisory tool to encour-
age derivatives dealers that are banks or part of a bank holding
company to centrally clear CDS. These include the use of capital
charges to provide incentives, as well as direct supervisory guid-
ance for firms to ensure that any product to which such a dealer
is a party will, if possible, be submitted to and cleared by a CCP.

The Federal Reserve is also encouraging greater transparency in
the CDS market. Through the Federal Reserve Bank of New York’s
(FRBW) ongoing initiatives with market participants, the major
dealers have been providing regulators with data on the volumes
of CDS trades that are recorded in the trade repository and will
soon begin reporting data around the volume of CDS trades cleared
through a CCP.

There are multiple existing or proposed CCPs for CDS. The Fed-
eral Reserve has not endorsed any one CCP proposal. Our top pri-
ority is that any CDS CCP be well-regulated and prudently man-
aged. We believe that market forces in a competitive environment
should determine which and how many CDS CCPs exist in the long
run.

1The ownership of such ILCs also disqualified such firms from potential participation in the
alternative, voluntary consolidated supervisory regime that Congress authorized the SEC to es-
tablish for “investment bank holding companies” as part of the Gramm-Leach-Bliley Act of 1999.
See 15 U.S.C. §78q@)(1)(A)M).
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The FRBNY has hosted a series of meetings with U.S. and for-
eign regulators to discuss possible information sharing arrange-
ments and other methods of cooperation within the regulatory com-
munity. Most recently, the FRBNY hosted a workshop on April 17,
attended by 28 financial regulators including those with direct reg-
ulatory authority over a CCP, as well as other interested regulators
and governmental authorities that are currently considering CDS
market matters. Workshop participants included European regu-
lators with broad coverage such as the European Commission, the
European Central Bank and the Committee of European Securities
Regulators. 2 Participants discussed CDS CCP regulatory interests
and information needs of other authorities and the market more
broadly and agreed to a framework to facilitate information sharing
and cooperation.

The FRBNY will continue to coordinate with other regulators in
the U.S. and Europe to establish a coherent approach for commu-
nicating supervisory expectations, to encourage consistent treat-
ment of CCPs across jurisdictions, and to ensure that regulators
have adequate access to the information necessary to carry out
their respective objectives.

Additionally, since 2005 the FRBNY has been coordinating with
foreign regulators? in its ongoing work with major dealers and
large buy-side firms to strengthen the operational infrastructure of
the OTC derivatives market more broadly. The regulatory commu-
nity holds monthly calls to discuss, these efforts, which include cen-
tral clearing for CDS.

The degree of risk reduction and enhanced operational efficiency
that might be obtained from the use of a CCP may vary across
asset classes. However, a CCP for any OTC derivatives asset class
must be well designed with effective risk management controls that
meet, at a minimum, international standards for central counter-
parties.

A number of CCPs are already in use for other OTC derivatives
asset classes including LCH.Clearnet’s SwapClear for interest rates
and CME/NYMEX’s ClearPort for energy and other OTC commod-
ities. The FRBNY is working with the market participants to en-
sure that clearing members utilize more fully available clearing
services and to encourage CCPs to support additional products and
include a wider range of participants. The industry will provide
further details to regulators and the public at the end of May ad-
dressing many of these issues for the various derivative asset class-
es.

2Regulators and other interested authorities that attended the April 17 Workshop included:
Belgian Banking, Finance and Insurance Commission (CBFA), National Bank of Belgium, Com-
mittee of European Securities Regulators (CESR), European Central Bank, European Commis-
sion, Bank of France, Commission Bancaire, French Financial Markets Authority (AMF), Deut-
sche Bundesbank, German Financial Supervisory Authority (BaFin), Committee on Payment
and Settlement Systems (CPSS) Bank of Italy, Bank of Japan, Japan Financial Services Agency
, Netherlands Authority for the Financial Markets (AFM), Netherlands Bank , Bank of Spain,
Spanish National Securities Market Commission (CNMV), Swiss Financial Market Supervisory
Authority (FINMA). Swiss National Bank, Bank of England, UK Financial Services Authority,
Commodity Futures Trading Commission, Federal Deposit Insurance Corporation, Federal Re-
serve Bank of New York, Federal Reserve Board, New York State Banking Department, Office
of the Comptroller of the Currency, and the Securities and Exchange Commission.

3 Foreign regulators engaged in this effort include the UK Financial Services Authority, the
German Federal Financial Supervisory Authority, the French Commission Bancaire, and the
Swiss Financial Market Supervisory Authority.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR REED
FROM DANIEL K. TARULLO

Q.1. It is clear that our current regulatory structure is in need of
reform. At my subcommittee hearing on risk management, March
18, 2009, GAO pointed out that regulators often did not move swift-
ly enough to address problems they had identified in the risk man-
agement systems of large, complex financial institutions.

Chair Bair’s written testimony for today’s hearing put it very
well: “ . . . the success of any effort at reform will ultimately rely
on the willingness of regulators to use their authorities more effec-
tively and aggressively.”

My questions may be difficult, but please answer the following:

o If this lack of action is a persistent problem among the regu-
lators, to what extent will changing the structure of our regu-
latory system really get at the issue?

e Along with changing the regulatory structure, how can Con-
gress best ensure that regulators have clear responsibilities
and authorities, and that they are accountable for exercising
them “effectively and aggressively”?

A.1. Changing regulatory structures and—for that matter—aug-
menting existing regulatory authorities are necessary, but not suf-
ficient, steps to engender strong and effective financial regulation.
The regulatory orientation of agency leadership and staff are also
central to achieving this end. While staff capacities and expertise
will generally not deteriorate (or improve) rapidly, leadership can
sometimes change extensively and quickly.

While this fact poses a challenge in organizing regulatory sys-
tems, there are some things that can be done. Perhaps most impor-
tant is that responsibilities and authorities be both clearly defined
and well-aligned, so that accountability is clear. Thus, for example,
assigning a particular type of rulemaking and rule implementation
to a specific agency makes very clear who deserves either blame or
credit for outcomes. Where a rulemaking or rule enforcement proc-
ess is collective, on the other hand, the apparent shared responsi-
bility may mean in practice that no one is responsible: Procedural
delays and substantive outcomes can also be attributed to someone
else’s demands or preferences.

When responsibility is assigned to an agency, the agency should
be given adequate authority to execute that responsibility effec-
tively. In this regard, Congress may wish to review the Gramm-
Leach-Bliley Act and other statutes to ensure that authorities and
responsibilities are clearly defined for both primary and consoli-
dated supervisors of financial firms and their affiliates. Some
measure of regulatory overlap may be wuseful in some cir-
cumstances—a kind of constructive redundancy—so long as both
supervisors have adequate incentives for balancing various policy
objectives. But if, for example, access to information is restricted or
one supervisor must rely on the judgments of the other, the risk
of misaligned responsibility and authority recurs.

Q.2. How do we overcome the problem that in the boom times no
one wants to be the one stepping in to tell firms they have to limit
their concentrations of risk or not trade certain risky products?
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What thought has been put into overcoming this problem for reg-
ulators overseeing the firms?

Is this an issue that can be addressed through regulatory re-
structure efforts?

A.2. Your questions highlight a very real and important issue—how
best to ensure that financial supervisors exercise the tools at their
disposal to address identified risk management weaknesses at an
institution or within an industry even when the firm, the industry,
and the economy are experiencing growth and appear in sound con-
dition. In such circumstances, there is a danger that complacency
or a belief that a “rising tide will lift all boats” may weaken super-
visory resolve to forcefully address issues. In addition, the super-
visor may well face pressure from external sources—including the
supervised institutions, industry or consumer groups, or elected of-
ficials—to act cautiously so as not to change conditions perceived
as supporting growth. For example, in 2006, the Federal Reserve,
working in conjunction with the other federal banking agencies, de-
veloped guidance highlighting the risks presented by concentra-
tions in commercial real estate. This guidance drew criticism from
many quarters, but is particularly relevant today given the sub-
stantial declines in many regional and local commercial real estate
markets.

Although these dangers and pressures are to some degree inher-
ent in any regulatory framework, there are ways these forces can
be mitigated. For example, sound and effective leadership at any
supervisory agency is critical to the consistent achievement of that
agency’s mission. Moreover, supervisory agencies should be struc-
tured and funded in a manner that provides the agency appro-
priate independence. Any financial supervisory agency also should
have the resources, including the ability to attract and retain
skilled staff, necessary to properly monitor, analyze and—when
necessary—challenge the models, assumptions and other risk man-
agement practices and internal controls of the firms it supervises,
regardless of how large or complex they may be.

Ultimately, however, supervisors must show greater resolve in
demanding that institutions remain in sound financial condition,
with strong capital and liquidity buffers, and that they have strong
risk management. While these may sound like obvious statements
in the current environment, supervisors will be challenged when
good times return to the banking industry and bankers claim that
they have learned their lessons. At precisely those times, when
bankers and other financial market actors are particularly con-
fident, when the industry and others are especially vocal about the
costs of regulatory burden and international competitiveness, and
when supervisors cannot yet cite recognized losses or writedowns,
regulators must be firm in insisting upon prudent risk manage-
ment.

Once again, regulatory restructuring can he helpful, but will not
be a panacea. Financial regulators should speak with one, strong
voice in demanding that institutions maintain good risk manage-
ment practices and sound financial condition. We must be particu-
larly attentive to cases where different agencies could be sending
conflicting messages. Improvements to the U.S. regulatory struc-
ture could provide added benefit by ensuring that there are no reg-
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ulatory gaps in the U.S. financial system, and that entities cannot
migrate to a different regulator or, in some cases, beyond the
boundary of any regulation, so as to place additional pressure on
those supervisors who try to maintain firm safety and soundness
policies.

Q.3. As Mr. Tarullo and Mrs. Bair noted in their testimony, some
financial institution failures emanated from institutions that were
under federal regulation. While I agree that we need additional
oversight over and information on unregulated financial institu-
tions, I think we need to understand why so many regulated firms
failed.

Why is it the case that so many regulated entities failed, and
many still remain struggling, if our regulators in fact stand as a
safety net to rein in dangerous amounts of risk-taking?

While we know that certain hedge funds, for example, have
failed, have any of them contributed to systemic risk?

Given that some of the federal banking regulators have exam-
iners on-site at banks, how did they not identify some of these
problems we are facing today?

A.3. My expectation is that, when the history of this financial crisis
and its origins is ultimately written, culpability will be shared by
essentially every part of the government responsible for con-
structing and implementing financial regulation, as well as many
financial institutions themselves. Since just about all financial in-
stitutions have been adversely affected by the financial crisis, all
supervisors have lessons to learn from this crisis. The Federal Re-
serve is already implementing a number of changes, such as en-
hancing risk identification processes to more quickly detect emerg-
ing risks, not just at individual institutions but across the banking
system. This latter point is particularly important, related as it is
to the emerging consensus that more attention must be paid to
risks created across institutions. The Board is also improving the
processes to issue supervisory guidance and policies to make them
more timely and effective. In 2008 the Board issued supervisory
guidance on consolidated supervision to clarify the Federal Re-
serve’s role as consolidated supervisor and to assist examination
staff as they carry out supervision of banking institutions, particu-
larly large, complex firms with multiple legal entities.

With respect to hedge funds, although their performance was
particularly poor in 2008, and several large hedge funds have failed
over the past 2 years, to date none has been a meaningful source
of systemic risk or resulted in significant losses to their dealer
bank counterparties. Indirectly, the failure of two hedge funds in
2007 operated by Bear Stearns might be viewed as contributing to
the ultimate demise of that investment bank 9 months later, given
the poor quality of assets the firm had to absorb when it decided
to support the funds. However, these failures in and of themselves
were not the sole cause of Bear Stearns’ problems. Of course, the
experience with Long Term Capital Management in 1998 stands as
a reminder that systemic risk can be associated with the activities
of large, highly leveraged hedge funds.

On-site examiners of the federal banking regulators did identify
a number of issues prior to the current crisis, and in some cases
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developed policies and guidance for emerging risks and issues that
warranted the industry’s attention—such as in the areas of non-
traditional mortgages, home equity lending, and complex struc-
tured financial transactions. But it is clear that examiners should
have been more forceful in demanding that bankers adhere to poli-
cies and guidance, especially to improve their own risk manage-
ment capacities. Going forward, changes have been made in inter-
nal procedures to ensure appropriate supervisory follow-through on
issues that examiners do identify, particularly during good times
fvhen responsiveness to supervisory policies and guidance may be
ower.

Q.4. While I think having a systemic risk regulator is important,
I have concerns with handing additional authorities to the Federal
Reserve after hearing GAO’s testimony yesterday at my sub-
committee hearing.

Some of the Fed’s supervision authority currently looks a lot like
what it might conduct as a systemic risk regulator, and the record
there is not strong from what I have seen.

If the Federal Reserve were to be the new systemic risk regu-
lator, has there been any discussion of forming a board, similar to
the Federal Open Market Committee, that might include other reg-
ulators and meet quarterly to discuss and publicly report on sys-
temic risks?

If the Federal Reserve were the systemic risk regulator, would it
conduct horizontal reviews that it conducts as the supervisor for
bank holding companies, in which it looks at specific risks across
a number of institutions?

If so, and given what we heard March 18, 2009, at my sub-
committee hearing from GAO about the weaknesses with some of
the Fed’s follow-up on reviews, what confidence can we have that
the Federal Reserve would do a better job than it has so far?

A.4. In thinking about reforming financial regulation, it may be
useful to begin by identifying the desirable components of an agen-
da to contain systemic risk, rather than with the concept of a spe-
cific systemic risk regulator. In my testimony I suggested several
such components—consolidated supervision of all systemically im-
portant financial institutions, analysis and monitoring of potential
sources of systemic risk, special capital and other rules directed at
systemic risk, and authority to resolve nonbank, systemically im-
portant financial institutions in an orderly fashion. As a matter of
sound administrative structure and practice, there is no reason
why all four of these tasks need be assigned to the same agency.
Indeed, there may be good reasons to separate some of these func-
tions—for example, conflicts may arise if the same agency were to
be both a supervisor of an institution and the resolution authority
for that institution if it should fail.

Similarly, there is no inherent reason why an agency charged
with enacting and enforcing special rules addressed to systemic
risk would have to be the consolidated supervisor of all system-
ically important institutions. If another agency had requisite exper-
tise and experience to conduct prudential supervision of such insti-
tutions, and so long as the systemic risk regulator would have nec-
essary access to information through examination and other proc-



268

esses and appropriate authority to address potential systemic risks,
the roles could be separated. For example, were Congress to create
a federal insurance regulator with a safety and soundness mission,
that regulator might be the most appropriate consolidated super-
visor for nonbank holding company firms whose major activities
are in the insurance area.

With respect to analysis and monitoring, it would seem useful to
incorporate an interagency process into the framework for systemic
risk regulation. Identification of inchoate or incipient systemic
risks will in some respects be a difficult exercise, with a premium
on identifying risk correlations among firms and markets. Accord-
ingly, the best way to incorporate more expertise and perspectives
into the process is through a collective process, perhaps a des-
ignated sub-group of the President’s Working Group on Financial
Markets. Because the aim, of this exercise would be analytic, rath-
er than regulatory, there would be no problem in having both exec-
utive departments and independent agencies cooperating. More-
over, as suggested in your question, it may be useful to formalize
this process by having it produce periodic public reports. An addi-
tional benefit of such a process would be that to allow nongovern-
mental analysts to assess and, where appropriate, critique these re-
ports. As to potential rule-making, on the other hand, experience
suggests that a single agency should have both authority and re-
sponsibility. While it may be helpful for a rule-maker to consult
with other agencies, having a collective process would seem a pre-
scription for delay and for obscuring accountability.

Regardless of whether the Federal Reserve is given additional re-
sponsibilities, we will continue to conduct horizontal reviews. Hori-
zontal reviews of risks, risk management practices and other issues
across multiple financial firms are very effective vehicles for identi-
fying both common trends and institution-specific weaknesses. The
recently completed Supervisory Capital Assessment Program
(SCAP) demonstrates the effectiveness of such reviews and marked
an important evolutionary step in the ability of such reviews to en-
hance consolidated supervision. This exercise was significantly
more comprehensive and complex than horizontal supervisory re-
views conducted in the past. Through these reviews, the Federal
Reserve obtained critical perspective on the capital adequacy and
risk management capabilities of the 19 largest U.S. bank holding
companies in light of the financial turmoil of the last year.

While the SCAP process was an unprecedented supervisory exer-
cise in an unprecedented situation, it does hold important lessons
for more routine supervisory practice. The review covered a wide
range of potential risk exposures and available firm resources.
Prior supervisory reviews have tended to focus on fewer firms, spe-
cific risks and/or individual business lines, which likely resulted in
more, “siloed” supervisory views. A particularly innovative and ef-
fective element of the SCAP review was the assessment of indi-
vidual institutions using a uniform set of supervisory devised stress
parameters, enabling better supervisory targeting of institution-
specific strengths and weaknesses. Follow-up from these assess-
ments was rapid, and detailed capital plans for the institutions will
follow shortly.



269

As already noted, we expect to incorporate lessons from this exer-
cise into our consolidated supervision of bank holding companies.
In addition, though, the SCAP process suggests some starting
points for using horizontal reviews in systemic risk assessment.

Regarding your concerns about the Federal Reserve’s perform-
ance in the run-up to the financial crisis, we are in the midst of
a comprehensive review of all aspects of our supervisory practices.
Since last year, Vice Chairman Kohn has led an effort to develop
recommendations for improvements in our conduct of both pruden-
tial supervision and consumer protection. We are including advice
from the Government Accountability Office, the Congress, the
Treasury, and others as we look to improve our own supervisory
practices. Among other things, our analysis reaffirms that capital
adequacy, effective liquidity planning, and strong risk management
are essential for safe and sound banking; the crisis revealed serious
deficiencies on the part of some financial institutions in one or
more of the areas. The crisis has likewise underscored the need for
more coordinated, simultaneous evaluations of the exposures and
practices of financial institutions, particularly large, complex firms.

Q.5. Mr. Tarullo, the Federal Reserve has been at the forefront of
encouraging countries to adopt Basel II risk-based capital require-
ments. This model requires, under Pillar I of Basel II, that risk-
based models calculate required minimum capital.

It appears that there were major problems with these risk man-
agement systems, as I heard in GAO testimony at my sub-
committee hearing on March 18th, 2009, so what gave the Fed the
impression that the models were ready enough to be the primary
measure for bank capital?

Moreover, how can the regulators know what “adequately cap-
italized” means if regulators rely on models that we now know had
material problems?

A.5. The current status of Basel II implementation is defined by
the November 2007 rule that was jointly issued by the Office of the
Comptroller of the Currency, Federal Deposit Insurance Corpora-
tion, Office of Thrift Supervision, and Federal Reserve Board.
Banks will not be permitted to operate under the advanced ap-
proaches until supervisors are confident the underlying models are
functioning in a manner that supports using them as basis for de-
termining inputs to the risk-based capital calculation. The rule im-
poses specific model validation, stress testing, and internal control
requirements that a bank must meet in order to use the Basel II
advanced approaches. In addition, a bank must demonstrate that
its internal processes meet all of the relevant qualification require-
ments for a period of at least 1 year (the parallel run) before it may
be permitted by its supervisor to begin using those processes to
provide inputs for its risk-based capital requirements. During the
first 3 years of applying Basel II, a bank’s regulatory capital re-
quirement would not be permitted to fall below floors established
by reference to current capital rules. Moreover, banks will not be
allowed to exit this transitional period if supervisors conclude that
there are material deficiencies in the operation of the Basel II ap-
proach during these transitional years. Finally, supervisors have
the continued authority to require capital beyond the minimum re-
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quirements, commensurate with a bank’s credit, market, oper-
ational, or other risks.

Quite apart from these safeguards that U.S. regulators will apply
to our financial institutions, the Basel Committee has undertaken
initiatives to strengthen capital requirements—both those directly
related to Basel II and other areas such as the quality of capital
and the treatment of market risk. Staff of the Federal Reserve and
other U.S. regulatory agencies are participating fully in these re-
views. Furthermore, we have initiated an internal review on the
pace and nature of Basel II implementation, with particular atten-
tion to how the long-standing debate over the merits and limita-
tions of Basel II has been reshaped by experience in the current
financial crisis. While Basel II was not the operative capital re-
quirement for U.S. banks in the prelude to the crisis, or during the
crisis itself, regulators must understand how it would have made
things better or worse before permitting firms to use it as the basis
for regulatory capital requirements.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM DANIEL K. TARULLO

Q.1. The convergence of financial services providers and financial
products has increased over the past decade. Financial products
and companies may have insurance, banking, securities, and fu-
tures components. One example of this convergence is AIG. Is the
creation of a systemic risk regulator the best method to fill in the
gaps and weaknesses that AIG has exposed, or does Congress need
to reevaluate the weaknesses of federal and state functional regula-
tion for large, interconnected, and large firms like AIG?

A.1. The approaches of establishing systemic risk regulation and
reassessing current statutory patterns of functional regulation need
not be mutually exclusive, and Congress may want to consider
both. Empowering a governmental authority to monitor, assess
and, if necessary, curtail systemic risks across the entire U.S. fi-
nancial system is one way to help protect the financial system from
risks that may arise within or across financial industries or mar-
kets that may be supervised or regulated by different financial su-
pervisors or that may be outside the jurisdiction of any financial
supervisor. AIG is certainly an example of a firm whose connec-
tions with other financial entities constituted a distinct source of
systemic risk.

At the same time, strong and effective consolidated supervision
provides the institution-specific focus necessary to help ensure that
large, diversified organizations operate in a safe and sound man-
ner, regardless of where in the organization its various activities
are conducted. Indeed as I indicated in my testimony, systemic risk
regulatory authority should complement, not displace, consolidated
supervision. While all holding companies that own a bank are sub-
ject to group-wide consolidated supervision under the Bank Holding
Company Act (12 U.S.C. §§184141 et seq.) other systemically sig-
nificant companies may currently escape such supervision. In addi-
tion, as suggested by your question, Congress may wish to consider
whether a broader and more robust application of the principle of
consolidated supervision would help reduce the potential for the
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build up of risk-taking in different parts of a financial organization
or the financial sector more broadly. This could entail, among other
things, revising the provisions of Gramm-Leach-Bliley Act that cur-
rently limit the ability of consolidated supervisors to monitor and
address risks at functionally regulated subsidiaries within a finan-
cial organization and specifying that consolidated supervisors of fi-
nancial firms have clear authority to monitor and address safety
and soundness concerns in all parts of an organization.

Q.2. Recently there have been several proposals to consider for fi-
nancial services conglomerates. One approach would be to move
away from functional regulation to some type of single consolidated
regulator like the Financial Services Authority model. Another ap-
proach is to follow the Group of 30 Report which attempts to mod-
ernize functional regulation and limit activities to address gaps and
weaknesses. An in-between approach would be to move to an objec-
tives-based regulation system suggested in the Treasury Blueprint.
What are some of the pluses and minuses of these three ap-
proaches?

A.2. There are two separate, but related, questions to answer in
thinking about regulation of large, complex financial institutions.
The first pertains to the substantive regulatory approaches to be
adopted, the second to how those regulatory tasks will be allocated
to specific regulatory agencies. As to the former question, in consid-
ering possible changes to current arrangements, Congress should
be guided by a few basic principles that should help shape a legis-
lative program.

First, recent experience has shown that it is critical that all sys-
temically important firms be subject to effective consolidated super-
vision. The lack of consolidated supervision can leave gaps in cov-
erage that allow large financial firms to take actions that put
themselves, other firms, and the entire financial sector at risk. To
be fully effective, consolidated supervisors must have clear author-
ity to monitor and address safety and soundness concerns in all
parts of an organization. Accordingly, specific consideration should
be given to modifying the limits currently placed on the ability of
consolidated supervisors to monitor and address risks at an organi-
zation’s functionally regulated subsidiaries.

Second, it is important to have a resolution regime that facili-
tates managing the failure of a systemically important financial
firm in an orderly manner, including a mechanism to cover the
costs of the resolution. In most cases, federal bankruptcy laws pro-
vide an appropriate framework for the resolution of nonbank finan-
cial institutions. However, this framework does not sufficiently pro-
tect the public’s interest in ensuring the orderly resolution of
nonbank financial institutions when a failure would pose substan-
tial systemic risks.

With respect to the allocation of regulatory missions among agen-
cies, one can imagine a range of institutional arrangements that
could provide for the effective supervision of financial services
firms. While models adopted in other countries can be useful in
suggesting options, the breadth and complexity of the financial
services industry in the United States suggests that the most work-
able arrangements will take account of the specific characteristics
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of our industry. As previously indicated, we suggest that Congress
consider charging an agency with an explicit financial stability mis-
sion, including such tasks as assessing and, if necessary, curtailing
systemic risks across the U.S. financial system. While establish-
ment of such an authority would not be a panacea, this mission
could usefully complement the focus of safety and soundness super-
visors of individual firms.

Q.3. If there are institutions that are too big to fail, how do we
identify that? How do we define the circumstance where a single
company is so systemically significant to the rest of our financial
circumstances and our economy that we must not allow it to fail?

A.3. Identifying whether a given institution’s failure is likely to im-
pose systemic risks on the U.S. financial system and our overall
economy depends on specific economic and market conditions, and
requires substantial judgment by policymakers. That said, several
key principles should guide policymaking in this area.

No firm should be considered too big to fail in the sense that ex-
isting stockholders cannot lose their entire investment, existing
senior management and boards of directors cannot be replaced, and
over time the organization cannot be wound down or sold in whole
or in part. In addition, from the point of view of maintaining finan-
cial stability, it is critical that such a wind down occur in an or-
derly manner, the reason for our recommendation for improved res-
olution procedures for systemically financial firms. Still, even with-
out improved procedures, it is important to try to resolve the firm
in an orderly manner without guaranteeing the longer-term exist-
ence of any individual firm.

The core concern of policymakers should be whether the failure
of the firm would likely have contagion, or knock-on, effects on
other key financial institutions and markets, and ultimately on the
real economy. Such interdependencies can be direct, such as
through deposit and loan relationships, or indirect, such as through
concentrations in similar types of assets. Interdependencies can ex-
tend to broader financial markets and can also be transmitted
through payment and settlement systems. The failure of the firm
and other interconnected firms might affect the real economy
through a sharp reduction in the supply of credit, or rapid declines
in the prices of key financial and nonfinancial assets. Of course,
contagion effects are typically more likely in the case of a very
large institution than with a smaller institution. However, size is
not the only criterion for determining whether a firm is potentially
systemic. A firm may have systemic importance if it is critical to
the functioning of key markets or critical payment and settlement
systems.

Q.4. We need to have a better idea of what this notion of too big
to fail is—what it means in different aspects of our industry and
what our proper response to it should be. How should the federal
government approach large, multinational, and systemically signifi-
cant companies?

A.4. As we have seen in the current financial crisis, large, complex,
interconnected financial firms pose significant challenges to super-
visors. Policymakers have strong incentives to prevent the failure
of such firms, particularly in a crisis, because of the risks that a
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failure would pose to the financial system and the broader econ-
omy. However, the belief of market participants that a particular
firm will receive special government assistance if it becomes trou-
bled has many undesirable effects. It reduces market discipline and
encourages excessive risk-taking by the firm. It also provides an in-
centive for firms to grow in size and complexity, in order to be per-
ceived as too big to fail. And it creates an unlevel playing field with
smaller firms, which may not be regarded as having implicit gov-
ernment support. Moreover, government rescues of such firms can
involve the commitment of substantial public resources, as we have
seen recently, with the potential for taxpayer losses.

In the midst of this crisis, given the highly fragile state of finan-
cial markets and the global economy, government assistance to
avoid the failures of major financial institutions was deemed nec-
essary to avoid a further serious destabilization of the financial
system, with adverse consequences for the broader economy. Look-
ing to the future, however, it is imperative that policymakers ad-
dress this issue by better supervising systemically critical firms to
prevent excessive risk-taking and by strengthening the resilience of
the financial system to minimize the consequences when a large
firm must be unwound.

Achieving more effective supervision of large and complex finan-
cial firms will require, at a minimum, the following actions. First,
supervisors need to move vigorously to address the capital, liquid-
ity, and risk management weaknesses at major financial institu-
tions that have been revealed by the crisis. Second, the government
must ensure a robust framework—both in law and practice—for
consolidated supervision of all systemically important financial
firms. Third, the Congress should put in place improved tools to
allow the authorities to resolve systemically important nonbank fi-
nancial firms in an orderly manner, including a mechanism to
cover the costs of the resolution. Improved resolution procedures
for these firms would help reduce the too-big-to-fail problem by
narrowing the range of circumstances that might be expected to
prompt government intervention to keep a firm operating.

Q.5. What does “fail” mean? In the context of AIG, we are talking
about whether we should have allowed an orderly Chapter 11
bankruptcy proceeding to proceed. Is that failure?

A.5. As a general matter, a company is considered to have “failed”
if it no longer has the capacity to fund itself and meet its obliga-
tions, is insolvent (that is its obligations to others exceed its as-
sets), or other conditions exist that permit a governmental author-
ity, a court or stakeholders of the company to put the firm into lig-
uidation or place the company into a conservatorship, receivership,
or similar custodial arrangement. Under the Federal Deposit Insur-
ance Act (FDIA), for example, a conservator or receiver may be ap-
pointed for an insured depository institution if any of a number of
grounds exist. See 12 U.S.C. §1821(c)(5). Such grounds include that
the institution is in an unsafe or unsound condition to transact
business, or the institution has incurred or is likely to incur losses
that deplete all or substantially all of its capital and there is no
reasonable prospect for the institution to become adequately cap-
italized without federal assistance.
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In the fall of 2008, American International Group, Inc. (AIG)
faced severe liquidity pressures that threatened to force it immi-
nently into bankruptcy. As Chairman Bernanke has testified, the
Federal Reserve and the Treasury determined that AIG’s bank-
ruptcy under the conditions then prevailing would have posed un-
acceptable risks to the global financial system and to the economy.
Such an event could have resulted in the seizure of its insurance
subsidiaries by their regulators—Ileaving policyholders facing con-
siderable uncertainty about the status of their claims—and re-
sulted in substantial losses by the many banks, investment banks,
state and local government entities, and workers that had expo-
sures to AIG. The Federal Reserve and Treasury also believed that
the risks posed to the financial system as a whole far outstripped
the direct effects of a default by AIG on its obligations. For exam-
ple, the resulting losses on AIG commercial paper would have exac-
erbated the problems then facing money market mutual funds. The
failure of the firm in the middle of a financial crisis also likely
would have substantially increased the pressures on large commer-
cial and investment banks and could have caused policyholders and
creditors to pull back from the insurance industry more broadly.

The AIG case provides strong support for a broad policy agenda
that would address both systemic risk and the problems caused by
firms that may be viewed as being too big, or too interconnected,
to fail, particularly in times of more generalized financial stress. A
key aspect of such an agenda includes development of appropriate
resolution procedures for potentially systemic financial firms that
would allow the government to resolve such a firm in an orderly
manner and in a way that mitigates the potential for systemic
shocks. As discussed in my testimony, other important measures
that would help address the current too-big-to-fail problem include
ensuring that all systemically important financial firms are subject
to an effective regime for consolidated prudential supervision and
vesting a government authority with more direct responsibility for
monitoring and regulation of potential systemic risks in the finan-
cial system.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR KOHL
FROM DANIEL K. TARULLO

Q.1. Two approaches to systemic risk seem to be identified: (1)
monitoring institutions and taking steps to reduce the size/activi-
ties of institutions that approach a “too large to fail” or “too sys-
temically important to fail” or (2) impose an additional regulator
and additional rules and market discipline on institutions that are
considered systemically important.

Which approach do you endorse? If you support approach one
how you would limit institution size and how would you identify
new areas creating systemic importance?

If you support approach two how would you identify systemically
important institutions and what new regulations and market dis-
cipline would you recommend?

A.1. As we have seen in the current financial crisis, large, complex,
interconnected financial firms pose significant challenges to super-
visors. In the current environment, market participants recognize
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that policymakers have strong incentives to prevent the failure of
such firms because of the risks such a failure would pose to the fi-
nancial system and the broader economy. A number of undesirable
consequences can ensue: a reduction in market discipline, the en-
couragement of excessive risk-taking by the firm, an artificial in-
centive for firms to grow in size and complexity in order to be per-
ceived as too big to fail, and an unlevel playing field with smaller
firms that are not regarded as having implicit government support.
Moreover, of course, government rescues of such firms can be very
costly to taxpayers.

The nature and scope of this problem suggests that multiple pol-
icy instruments may be necessary to contain it. Firms whose fail-
ure would pose a systemic risk should be subject to especially close
supervisory oversight of their risk-taking, risk management, and fi-
nancial condition, and should be held to high capital and liquidity
standards. As I emphasized in my testimony, the government must
ensure a robust framework—both in law and practice—for consoli-
dated supervision of all systemically important financial firms. In
addition, it is important to provide a mechanism for resolving sys-
temically important nonbank financial firm in an orderly manner.

A systemic risk authority that would be charged with assessing
and, if necessary, curtailing systemic risks across the entire U.S.
financial system could complement firm-specific consolidated super-
vision. Such an authority would focus particularly on the systemic
connections and potential risks of systemically important financial
institutions.

Whatever the nature of reforms that are eventually adopted, it
may well be necessary at some point to identify those firms and
other market participants whose failure would be likely to impose
systemic effects. Identifying such firms is a very complex task that
would inevitably depend on the specific circumstances of a given
situation and requires substantial judgment by policymakers. That
being said, several key principles should guide policymaking in this
area.

No firm should be considered too big to fail in the sense that ex-
isting stockholders cannot lose their entire investment, existing
senior management and boards of directors cannot be replaced, and
over time the organization cannot be wound down or sold in an or-
derly way either in whole or in part, which is why we have rec-
ommended that Congress create an orderly resolution procedure for
systemically important financial firms. The core concern of policy-
makers should be whether the failure of the firm would be likely
to have contagion, or knock-on, effects on other key financial insti-
tutions and markets and ultimately on the real economy. Of course,
contagion effects are typically more likely in the case of a very
large institution than with a smaller institution. However, size is
not the only criterion for determining whether a firm is potentially
systemic. A firm may have systemic importance if it is critical to
the functioning of key markets or critical payment and settlement
systems.

Q.2. Please identify all regulatory or legal barriers to the com-
prehensive sharing of information among regulators including in-
surance regulators, banking regulators, and investment banking
regulators. Please share the steps that you are taking to improve



276

the flow of communication among regulators within the current leg-
islative environment.

A.2. In general, there are few formal regulatory or legal barriers
to sharing bank supervisory information among regulators, and
such sharing is done routinely. Like other federal banking regu-
lators, the Board’s regulations generally prohibit the disclosure of
confidential supervisory information (such as examination reports
and ratings, and other supervisory correspondence) and other con-
fidential information relating to supervised financial institutions
without the Board’s consent. See 12 C.F.R. §261, Subpart C. These
regulations, however, expressly permit designated Board and Re-
serve Bank staff to make this information available to other Fed-
eral banking supervisors on request. 12 C.F.R. §261.20(c).. As a
practical matter, federal banking regulators have access to a data-
base that contains examination reports for regulated institutions,
including commercial banks, bank holding companies, branches of
foreign banks, and other entities, and can view examination mate-
rial relevant to their supervisory responsibility. State banking su-
pervisors also have access to this database for entities they regu-
late. State banking supervisors may also obtain other information
on request if they have direct supervisory authority over the insti-
tution or if they have entered into an information sharing agree-
ment with their regional Federal Reserve Bank and the informa-
tion concerns an institution that has acquired or applied to acquire
a financial institution subject to the state regulator’s jurisdiction.
Id. at 261.20(d).

The Board has entered into specific sharing agreements with a
number of state and federal regulators, including most state insur-
ance regulators, the Securities and Exchange Commission, the
Commodity Futures Trading Commission, the Office of Foreign
Asset, Control (OFAC), and the Financial Crimes Enforcement Net-
work (FinCEN), authorizing sharing of information of common reg-
ulatory and supervisory interest. We frequently review these agree-
ments to see whether it would be appropriate to broaden the scope
of these agreements to permit the release of additional information
without compromising the examination process.

Other supervisory or regulatory bodies may request access to the
Board’s confidential information about a financial institution by di-
recting a request to the Board’s general counsel. Financial super-
visors also may use this process to request access to information
that is not covered by one of the regulatory provisions or agree-
ments discussed above. Normally such requests are granted subject
to agreement on the part of the regulatory body to maintain the
confidentiality of the information, so long as the requester bas
identified a legitimate basis for its interest in the information.

Because the Federal Reserve is responsible for the supervision of
all bank holding companies and financial holding companies on a
consolidated basis, it 1s critical that the Federal Reserve also have
timely access to the confidential supervisory information of other
bank supervisors or functional regulators relating to the bank, se-
curities, or insurance subsidiaries of such holding companies. In-
deed, the Gramm-Leach-Bliley Act (GLBA) provides that the Fed-
eral Reserve must rely to the fullest extent possible on the reports
of examinations prepared by the Office of the Comptroller of the
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Currency, the Federal Deposit Insurance Corporation, the SEC,
and the state insurance authorities for the national bank, state
nonmember bank, broker-dealer, and insurance company subsidi-
aries of a bank holding company. The GLBA also places certain
limits on the Federal Reserve’s ability to examine or obtain reports
from functionally regulated subsidiaries of a bank holding com-
pany.

Consistent with these provisions, the Federal Reserve has
worked with other regulators to ensure the proper flow of informa-
tion to the Federal Reserve through information sharing arrange-
ments and other mechanisms similar to those described above.
However, the restrictions in current law still can present chal-
lenges to timely and effective consolidated supervision in light of,
among other things, differences in supervisory models—for exam-
ple, between those favored by bank supervisors and those used by
regulators of insurance and securities subsidiaries—and differences
in supervisory timetables, resources, and priorities. In its review of
the U.S. financial architecture, we hope that the Congress will con-
sider revising the provisions of Gramm-Leach-Bliley Act to help en-
sure that consolidated supervisors have the necessary tools and au-
thorities to monitor and address safety and soundness concerns in
all parts of an organization.

Q.3. What delayed the issuance of regulations under the Home
Ownership Equity Protection Act for more than 10 years? Was the
Federal Reserve receiving outside pressure not to write these rules?
Is it necessary for Congress to implement target timelines for agen-
cies to draft and implement rules and regulations as they pertain
to consumer protections?

A.3. In responding, I will briefly report the history of the Federal
Reserve’s rulemakings under the Home Ownership and Equity Pro-
tection Act (HOEPA). Although I did not join the Board until Janu-
ary 2009, I support the action taken by Chairman Bernanke and
the Board in 2007 to propose stronger HOEPA rules to address
practices in the subprime mortgage market. I should note, however,
that in my private academic capacity I believed that the Board
should have acted well before it did.

HOEPA, which defines a class of high-cost mortgage loans that
are subject to restrictions and special disclosures, was enacted in
1994 as an amendment to the Truth in Lending Act. In March
1995, the Federal Reserve published rules to implement HOEPA,
which are contained in the Board’s Regulation Z. HOEPA also gives
the Board responsibility for prohibiting acts or practices in connec-
tion with mortgage loans that the Board finds to be unfair or de-
ceptive. The statute further requires the Board to conduct public
hearings periodically, to examine the home equity lending market
and the adequacy of existing laws and regulations in protecting
consumers, and low-income consumers in particular. Under this
mandate, during the summer of 1997 the Board held a series of
public hearings. In connection with the hearings, consumer rep-
resentatives testified about abusive lending practices, while others
testified that it was too soon after the statute’s October 1995 imple-
mentation date to determine the effectiveness of the new law. The
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Board made no changes to the HOEPA rules resulting from the
1997 hearings.

Over the next several years, the volume of home-equity lending
increased significantly in the subprime mortgage market. With the
increase in the number of subprime loans, there was increasing
concern about a corresponding increase in the number of predatory
loans. In response, during the summer of 2000 the Board held a
series of public hearings focused on abusive lending practices and
the need for additional rules. Those hearings were the basis for
rulemaking under HOEPA that the Board initiated in December
2000 to expand HOEPA'’s protections.

The Board issued final revisions to the HOEPA rules in Decem-
ber 2001. These amendments lowered HOEPA’s rate trigger for
first-lien mortgage loans to extend HOEPA’s protections to a larger
number of high-cost loans. The 2001 final rules also strengthened
HOEPA’s prohibition on unaffordable lending by requiring that
creditors generally document and verify consumers’ ability to repay
a high-cost HOEPA loan. In addition, the amendments addressed
concerns that high-cost HOEPA loans were “packed” with credit life
insurance or other similar products that increased the loan’s cost
without commensurate benefit to consumers. The Board also used
the rulemaking authority in HOEPA that authorizes the Board to
prohibit practices that are unfair, deceptive, or associated with
abusive lending. Specifically, to address concerns about “loan flip-
ping” the Board prohibited a HOEPA lender from refinancing one
of its own loans with another HOEPA loan within the first year un-
less the new loan is in the borrower’s interest. The December 2001
final rule addressed other issues as well.

As the subprime market continued to grow, concerns about
“predatory lending” grew. During the summer of 2006, the Board
conducted four public hearings throughout the country to gather in-
formation about the effectiveness of its HOEPA rules and the im-
pact of the state predatory lending laws. By the end of 2006, it was
apparent that the nation was experiencing an increase in delin-
quencies and defaults, particularly for subprime mortgages, in part
as a result of lenders’ relaxed underwriting practices, including
qualifying borrowers based on discounted initial rates and the ex-
panded use of “stated income” or “no doc” loans. In response, in
March 2007, the Board and other federal financial regulatory agen-
cies published proposed interagency guidance addressing certain
risks and emerging issues relating to subprime mortgage lending
practices, particularly adjustable-rate mortgages. The agencies fi-
nalized this guidance in June 2007.

Also in June 2007, the Board held a fifth hearing to consider
ways in which the Board might use its HOEPA rulemaking author-
ity to further curb abuses in the home mortgage market, including
the subprime sector. This became the basis for the new HOEPA
rules that the Board proposed in December 2007 and finalized in
July 2008. Among other things, the Board’s 2008 final rules adopt
the same standard for subprime mortgage loans that the statute
previously required for high cost HOEPA loans—a prohibition on
making loans without regard to borrowers’ ability to repay the loan
from income and assets other than the home’s value. The July 2008
final rule also requires creditors to verify the income and assets
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they rely upon to determine borrowers’ repayment ability for
subprime loans. In addition, the final rules restrict creditors’ use
of prepayment penalties and require creditors to establish escrow
accounts for property taxes and insurance. The rules also address
deceptive mortgage advertisements, and unfair practices related to
real estate appraisals and mortgage servicing.

We can certainly understand the desire of Congress to provide
timelines for regulation development and implementation. This
could be especially important to address a crisis situation. How-
ever, in the case of statutory provisions that require consumer dis-
closure for implementation, we hope that any statutory timelines
would account for robust consumer testing in order to make the
disclosures useful and effective. Consumer testing is an iterative
process, so it can take some additional time, but we have found
that it results in much clearer disclosures. Additionally, inter-
agency rulemakings are also more time consuming. While they
have the potential benefit of bringing different perspectives to bear
on an issue, arriving at consensus is always more time consuming
than when regulations are assigned to a single rule writer. More-
over, assigning rulewriting responsibility, to multiple agencies can
result in diffused accountability, with no one agency clearly respon-
sible for outcomes.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR HUTCHISON
FROM DANIEL K. TARULLO

Q.1. Will each of you commit to do everything within your power
to prevent performing loans from being called by lenders? Please
outline the actions you plan to take.

A.1. The Federal Reserve’s survey of senior loan officers at banks
has indicated that banks have been tightening standards for both
new commercial and industrial loans and new consumer loans since
the beginning of 2008, although the net percentage of banks that
have tightened standards in both categories has diminished a bit
in recent months. We also are aware of reports that some banking
organizations have declined to renew or extend new credit to bor-
rowers that had performed on previously provided credit, or have
exercised their rights to lower the amount of credit available to
performing customers under existing lines of credit, such as home
equity lines of credit. There is a variety of factors that potentially
could influence a banking organization’s decision to not renew or
extend credit to a currently performing borrower, or reduce the
amount of credit available to such a borrower. Many of these fac-
tors may be unique to the individual transaction, customer or
banking organization involved. However, other more general fac-
tors also may be involved.

For example, due to the ongoing turmoil in the financial markets,
many credit and securitization markets have experienced substan-
tial disruptions in the past year and a half, which have limited the
ability of banking organizations to find outlets for their loans and
obtain the financing to support new lending activities. In addition,
losses on mortgage-related and other assets reduced the capital po-
sition of many banking organizations, which also weakened their
ability to make or renew loans. The Federal Reserve, working in
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conjunction with the Treasury Department, has taken a number of
important steps to help restore the flow of credit to households and
businesses. For example, the Term Asset-Backed Securities Lead-
ing Facility (TALF), which began operations in March 2009, is de-
signed to restart the securitization markets for several types of
consumer and commercial credit. In addition, the recently com-
pleted Supervisory Capital Assessment Program was designed to
ensure that the largest banking organizations have the capital nec-
essary to fulfill their critical credit intermediation functions even
in seriously adverse economic conditions.

Besides these actions, we continue to actively work with banking
organizations to encourage them to continue lending prudently to
creditworthy borrowers and work constructively with troubled cus-
tomers in a manner consistent with safety and soundness. I note
that, in some instances, it may be appropriate from a safety and
soundness perspective for a banking organization to review the
creditworthiness of an existing borrower, even if the borrower is
current on an existing loan from the institution. For example, the
colllateral supporting repayment of the loan may have declined in
value.

However, we are very cognizant of the need to ensure that bank-
ing organizations do not make credit decisions that are not sup-
ported by a fair and sound analysis of creditworthiness, particu-
larly in the current economic environment. Striking the right bal-
ance between credit availability and safety and soundness is dif-
ficult, but vitally important. The Federal Reserve has long-standing
policies and procedures in place to promote sound risk identifica-
tion and management practices at regulated institutions that also
support bank lending, the credit intermediation process, and work-
ing with borrowers. For example, guidance issued as long ago as
1991, during the commercial real estate crisis that began in the
late 1980s, specifically instructs examiners to ensure that regu-
latory policies and actions do not inadvertently curtail the avail-
ability of credit to sound borrowers. 1 The 1991 guidance also states
that examiners are to “ensure that supervisory personnel are re-
viewing loans in a consistent, prudent, and balanced fashion and
to ensure that all interested parties are aware of the guidance.”

This emphasis on achieving an appropriate balance between
credit availability and safety and soundness continues today. To
the extent that institutions have experienced losses, hold less cap-
ital, and are operating in a more risk-sensitive environment, super-
visors expect banks to employ appropriate risk-management prac-
tices to ensure their viability. At the same time, it 1s important
that supervisors remain balanced and not place unreasonable or ar-
tificial constraints on lenders that could hamper credit availability.

As part of our effort to help stimulate appropriate bank lending,
the Federal Reserve and the other federal banking agencies issued
a statement in November 2008 to encourage banks to meet the
needs of creditworthy borrowers.2 The statement was issued to en-
courage bank lending in a manner consistent with safety and

1“Interagency Policy Statement on the Review and Classification of Commercial Real Estate
Loans,” (November 1991).

2“Interagency Statement on Meeting the Needs of Credit Worthy Borrowers,” (November
2008).
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soundness—specifically, by taking a balanced approach in assess-
ing borrowers’ ability to repay and making realistic assessments of
collateral valuations. This guidance has been reviewed and dis-
cussed with examination staff within the Federal Reserve System.

Earlier, in April 2007, the federal financial institutions regu-
latory agencies issued a statement encouraging financial institu-
tions to work constructively with residential borrowers who are fi-
nancially unable to make their contractual payment obligations on
their home loans.3 The statement noted that “prudent workout ar-
rangements that are consistent with safe and sound lending prac-
tices are generally in the long-term interest of both the financial
institution and the borrower.” The statement also noted that “the
agencies will not penalize financial institutions that pursue reason-
able workout arrangements with borrowers who have encountered
financial problems.” It further stated that, “existing supervisory
guidance and applicable accounting standards do not require insti-
tutions to immediately foreclose on the collateral underlying a loan
when the borrower exhibits repayment difficulties.” This guidance
has also been reviewed by examiners within the Federal Reserve
System.

More generally, we have directed our examiners to be mindful of
the pro-cyclical effects of excessive credit tightening and to encour-
age banks to make economically viable loans, provided such lending
is based on realistic asset valuations and a balanced assessment of
borrowers’ repayment capacities. Banks are also expected to work
constructively with troubled borrowers and not unnecessarily call
loans or foreclose on collateral. Across the Federal Reserve System,
we have implemented training and outreach to underscore these
objectives.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM SCOTT M. POLAKOFF

Q.1. Consumer Protection Regulation—Some have advocated that
consumer protection and prudential supervision should be divorced,
and that a separate consumer protection regulation regime should
be created. They state that one source of the financial crisis ema-
nated from the lack of consumer protection in the underwriting of
loans in the originate-to-distribute space.

What are the merits of maintaining it in the same agency? Alter-
natively, what is the best argument each of you can make for a
new consumer protection agency?

A.1. The key advantage of creating a separate agency for consumer
protection would be its single-focus on consumer protection. One
hundred percent of its resources would be devoted to consumer pro-
tection, regulations and the balance and tension between both as-
pects is extraordinarily beneficial, policies, and enforcement. How-
ever, safety and soundness and consumer protection concerns are
interconnected. For example, requiring that a lender responsibly
consider a borrower’s repayment ability has implications for both
areas. Consequently, if consumer protection and prudential super-

3“Federal Regulators Encourage Institutions To Work With Mortgage Borrowers Who Are
Unable To Make TheirPayments,” (April 2007).
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vision were separated, the new consumer protection agency would
not be in a position to take into account the safety and soundness
dimensions of consumer protection issues. Placing consumer com-
pliance examination activities in a separate organization would re-
duce the effectiveness of both programs by removing the ability for
regulators to evaluate an institution across both the safety and
soundness and compliance functions. The same is true for rule-
making functions.

With respect to consumer protection regulation, some may argue
that assigning one agency responsibility for writing all consumer
protection regulations would speed the process. However, past ex-
perience indicates that providing one agency such exclusive respon-
sibility does not guarantee this result. Moreover, such a strategy
may weaken the outcome because it deprives other agencies of the
opportunity to make contributions based on their considerable ex-
pertise.

Q.2. Regulatory Gaps or Omissions—During a recent hearing, the
Committee has heard about massive regulatory gaps in the system.
These gaps allowed unscrupulous actors like AIG to exploit the
lack of regulatory oversight. Some of the counterparties that AIG
did business with were institutions under your supervision.

Why didn’t your risk management oversight of the AIG counter-
parties trigger further regulatory scrutiny? Was there a flawed as-
sumption that AIG was adequately regulated, and therefore no fur-
ther scrutiny was necessary?

A.2. OTS actions demonstrate that we had a progressive level of
supervisory criticism of AIG’s corporate governance. OTS criticisms
addressed AIG’s risk management, corporate oversight, and finan-
cial reporting. There was not a flawed assumption that AIG was
adequately regulated. Instead, OTS did not recognize in time the
extent of the liquidity risk to AIG of the “super senior” credit de-
fault swaps in AIG Financial Products’ (AIGFP) portfolio. In hind-
sight, we focused too narrowly on the perceived creditworthiness of
the underlying securities and did not sufficiently assess the suscep-
tibility of highly illiquid, complex instruments to downgrades in the
ratings of the company or the underlying securities, and to declines
in the market value of the securities. No one predicted the amount
of funds that would be required to meet collateral calls and cash
demands on the credit default swap transactions.

Q.3. Was there dialogue between the banking regulators and the
state insurance regulators? What about the SEC?

A.3. The OTS role in reaching out to insurance regulators (both do-
mestic and foreign) was to obtain information regarding function-
ally regulated entities. This included information regarding exam-
ination efforts and results, requests for approval for transactions,
market conduct activities and other items of a regulatory nature.
In the U.S., state insurance departments conduct financial exami-
nations of insurance companies every 3-5 years, depending on
state law. In addition, regulatory approval is required for certain
types of transactions or activities. OTS contact with state insurance
regulators was done with the intent to identify issues with regu-
lated insurance companies and to determine if regulatory actions
were being taken. In addition, regulatory communications were
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maintained in an informal way to ensure that the lines of commu-
nication remained open.

Annually, OTS hosted a supervisory conference that provided an
opportunity for insurance (and banking) regulators to share infor-
mation regarding the company. At each of the three annual con-
ferences held, OTS provided general information regarding our ex-
amination approach, plans for our supervisory efforts and current
concerns. Other regulators attending the sessions provided the
same type of information and the session provided an opportunity
to discuss these concerns.

Collateralized debt obligation (CDO) activities at AIG were
housed in AIGFP, an unregulated entity. AIGFP is not a regulated
insurance company or depository institution. State insurance de-
partments did not have the legal authority to examine or regulate
AIGFP activities. Therefore, OTS did not engage in discussions
with state insurance departments regarding AIGFP. The types of
activities engaged in, and the products sold, are not the types of
activities that insurance structures typically engage in within regu-
lated insurance company subsidiaries. Also, since AIGFP was not
a regulated insurance company, OTS did not contact state regu-
lators to discuss AIGFP or its activities. Upon the announcement
of Federal Reserve intervention in the company, OTS engaged in
many calls with regulators in the U.S. and abroad.

AIG did have a network of registered investment advisers, retail
investment brokerage firms and mutual funds, all supervised by
the SEC. OTS stayed abreast of AIG’s compliance with SEC laws
and regulations through a monthly regulatory issues report. OTS
also interacted with an individual placed at AIG by the SEC and
Department of Justice as an independent monitor in connection
with the 2005 settlement regarding accounting irregularities. The
independent monitor is still working within AIG, and he interacts
directly with the Regulatory Group.

Q4. If the credit default swap contracts at the heart of this prob-
lem had been traded on an exchange or cleared through a clearing-
house, with requirement for collateral and margin payments, what
additional information would have been available? How would you
have used it?

A.4. There is no centralized exchange or clearing house for credit
default swap (CDS) transactions. Currently, CDS trade as a bilat-
eral contract between two counterparties that are done on the over-
the-counter (OTC) market. They are not traded on an exchange and
there are no specific record-keeping requirements of who traded,
how much, and when. As a result, the market is opaque, lacking
the transparency that would be expected for a market of its size,
complexity, and importance. The lack of transparency creates sig-
nificant opportunity for manipulation and insider trading in the
CDS market as well as in the regulated markets for securities.
Also, the lack of transparency allows the CDS market to be largely
immune to market discipline.

The creation of a central counterparty (CCP) would be an impor-
tant first step in maintaining a fair, orderly, and efficient CDS
market and thereby helping to mitigate systemic risk. It would
help to reduce the counterparty risks inherent in CDS market. A
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central clearing house could further reduce systemic risk by
novating trades to the CCP, which means that two dealers would
no longer be exposed to each others’ credit risk. Other benefits
would include reducing the risk of collateral flows by netting posi-
tions in similar instruments, and by netting all gains and losses
across different instruments; helping to ensure that eligible trades
are cleared and settled in a timely manner, thereby reducing the
operational risks associated with significant volumes of
unconfirmed and failed trades; helping to reduce the negative ef-
fects of misinformation and rumors; and serving as a source of
records for CDS transactions. Furthermore, this would likely allow
for much greater market discipline, increased transparency, en-
hanced liquidity, and improved price discovery.

The presence of an exchange with margin and daily position
marking would have given regulators greater visibility into the
dangerous concentration of posted collateral. Regulators could have
had more time and flexibility to react through the firm’s risk man-
agement and corporate governance units if a CDS exchange ex-
isted. Also, if a counterparty had failed to post required margin/col-
lateral, its positions may have been liquidated sooner in the proc-
ess.

We have learned there is a need for consistency and trans-
parency in over-the-counter (OTC) CDS contracts. The complexity
of CDS contracts masked risks and weaknesses. The OTS believes
standardization and simplification of these products would provide
more transparency to market participants and regulators. We be-
lieve many of these OTC contracts should be subject to exchange-
traded oversight, with daily margining required. This kind of
standardization and exchange-traded oversight can be accom-
plished when a single regulator is evaluating these products. Con-
gress should consider legislation to bring such OTC derivative
products under appropriate regulation.

Q.5. Liquidity Management—A problem confronting many financial
institutions currently experiencing distress is the need to roll-over
short-term sources of funding. Essentially these banks are facing a
shortage of liquidity. I believe this difficulty is inherent in any sys-
tem that funds long-term assets, such as mortgages, with short-
term funds. Basically the harm from a decline in liquidity is ampli-
fied by a bank’s level of “maturity-mismatch.”

I would like to ask each of the witnesses, should regulators try
to minimize the level of a bank’s maturity-mismatch? And if so,
what tools would a bank regulator use to do so?

A.5. Maturity mismatches are a significant supervisory concern
from both a liquidity risk and interest rate risk standpoint. How-
ever, OTS does not believe that regulators should try to simply
minimize the mismatch without consideration of different business
models, portfolio structures, and mitigating factors. Furthermore,
maturity mismatches are heavily affected by unknowns such as
loan prepayments and deposit withdrawals which can have serious
implications on an institution’s cash needs and sources. The embed-
ded optionality in some instruments can lead to a rapid shortening
of stated maturities and can compromise the effectiveness of fol-
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lowing a simple maturity gap measure in the management of li-
quidity risk.

Given the thrift industry’s heavy reliance on longer-term mort-
gages and shorter-term funding, however, OTS has always placed
a heavy emphasis on maturity-mismatch risk management and we
are constantly exploring ways to improve our supervisory process
in light of the ongoing crisis.

On an international basis, OTS is a member of the Basel Com-
mittee for Banking Supervision’s Working Group on Liquidity
which is currently seeking to identify a range of measures and
metrics to better assess liquidity risk at regulated institutions.
Metrics specifically dealing with maturity-mismatch are being con-
sidered as part of this work. On the domestic front, OTS’s super-
visory process has long stressed the need for OTS-regulated banks
to identify and manage the maturity mismatch inherent in their
operations; and OTS examiners routinely assess this aspect of a
bank’s operation during their on-site safety and soundness exami-
nations.

From an off-sight monitoring perspective, OTS utilizes informa-
tion from the Thrift Financial Report to identify institutions with
a heavy reliance on short-term or volatile sources of funding. In ad-
dition, OTS is exploring ways to better lever the information it col-
lects from institutions for interest rate risk purposes. Each quarter,
OTS collects detailed interest rate data, re-pricing characteristics,
and maturity information from most of its thrifts through a special-
ized reporting schedule called Consolidated Maturity and Rate
(Schedule CMR). The CMR data is fed into a proprietary interest
rate risk model called the Net Portfolio Value (NPV) Model. The
NPV Model was created in 1991, in response to the industry’s sig-
nificant interest rate risk problems which were a major contributor
to the savings and loan crisis. The NPV Model provides a quarterly
analysis of an institution’s interest rate risk profile and plays an
integral role in the examination process.

Interest rate risk and “maturity-mismatch” risk are intimately
related. Indeed, much of the same information that is used for in-
terest rate risk purposes can also be used to provide a more struc-
tured view of liquidity risk and maturity mismatch. As a first step,
OTS is using the model to generate individual Maturing Gap Re-
ports for a large segment of the industry. This report provides a
snapshot of a bank’s current maturity-mismatch as well as how
that mismatch changes under different interest rate stress sce-
narios.

Q.6. Regulatory Conflict of Interest—Federal Reserve Banks which
conduct bank supervision are run by bank presidents that are cho-
sen in part by bankers that they regulate.

Mr. Polakoff, does the fact that your agencies’ funding stream is
affected by how many institutions you are able to keep under your
charters affect your ability to conduct supervision?

A.6. No it does not. The OTS conducts its supervisory function in
a professional, consistent, and fair manner. Ensuring the safety
and soundness of the institutions that we supervise is always para-
mount. Moreover, the use of assessments on the industry to fund
the agency has many advantages. It permits the agency to develop
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a budget that is based on the supervisory needs of the industry.
The agency does not rely on the Congressional appropriations proc-
ess and can assess the industry based on a number of factors in-
cluding the number, size, and complexity of regulated institutions.
Such a method of funding also provides the agency the ability to
determine whether fees should be increased as a result of super-
visory concerns.

This funding mechanism permits the agency to sustain itself fi-
nancially. Funding an agency differently may lead to conflicts of in-
terest with congress or any other entity that determines the budget
necessary to run the agency. As a result, political pressure or mat-
ters outside the control of the agency may negatively affect the
agency’s ability to supervise its regulated institutions. An agency
that must supervise institutions on a regular basis needs to have
more control over its funding and budget than is possible through
an appropriations process. Funding through assessments also
eliminates the concern that taxpayers are responsible for paying for
the running of the agency.

Q.7. Too-Big-To-Fail—Chairman Bair stated in her written testi-
mony that “the most important challenge is to find ways to impose
greater market discipline on systemically important institutions.
The solution must involve, first and foremost, a legal mechanism
for the orderly resolution of those institutions similar to that which
exists for FDIC-insured banks. In short we need to end too big to
fail.” T would agree that we need to address the too-big-to-fail issue,
both for banks and other financial institutions.

Could each of you tell us whether putting a new resolution re-
gime in place would address this issue?

A.7. The events of the past year have put into stark focus the need
to address whether a resolution regime is necessary for nonbank fi-
nancial companies. Whatever resolution regime is adopted would
address too big to fail issue but it may not bring it to a final con-
clusion. There currently exists a resolution mechanism for federally
insured depository institutions and instances have arisen in which
an insured institution has been found to be too big to fail. As the
framers of the resolution develop the mechanism for nonbank fi-
nancial companies, it will be important to establish whether there
will be a circumstance in which such a company will not be allowed
to fail or the circumstances under which it will be permitted. A res-
olution mechanism will make it less likely that a company will be
determined to be too big to fail.

Q.8. How would we be able to convince the market that these sys-
temically important institutions would not be protected by taxpayer
resources as they had been in the past?

A.8. There are two ways that the market can be convinced that
systemically important institutions will not be protected by tax-
payer resources. The first is if they are permitted to fail and do not
receive the benefit of taxpayer funds. The second is through the es-
tablishment of a resolution mechanism that provides for funding
through assessments on the institutions that may be resolved.
Even the second alternative would not preclude that the taxpayer
might not ultimately pay for part of the resolution.
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In the creation of the resolution mechanism, the funding of the
entity and the process would need to be specifically addressed and
communicated to the market.

Q.9. Pro-Cyclicality—I have some concerns about the pro-cyclical
nature of our present system of accounting and bank capital regu-
lation. Some commentators have endorsed a concept requiring
banks to hold more capital when good conditions prevail, and then
allow banks to temporarily hold less capital in order not to restrict
access to credit during a downturn. Advocates of this system be-
lieve that counter-cyclical policies could reduce imbalances within
financial markets and smooth the credit cycle itself.

What do you see as the costs and benefits of adopting a more
counter-cyclical system of regulation?

A.9. Different proposals have been raised to achieve a more
counter-cyclical system of capital regulation. One of the most prom-
ising ideas would mandate that banks build up an additional cap-
ital buffer during good times that would be available to draw upon
in bad times, essentially a rainy day fund. In our view, such a fund
would be an amount of allocated retained earnings that would be
over and above the bank’s minimum capital requirement. Initially,
it would appear that for an individual bank, the cost of such a re-
quirement would be a decreased level of available retained earn-
ings: fewer funds would be available for dividends and share
buybacks for example. The benefit would be that the rainy day
fund might save the bank from failing (or threat of failure) when
economic conditions deteriorate and therefore help the bank remain
in sound condition so that it can continue lending. Systemically, a
restriction on banks’ retained earnings would act as a restraint on
bank activity during high points in the economic cycle and could
diminish share prices when times are good. It might also curtail
some lending at high points in the economic cycle. However, the
availability of those funds when conditions deteriorate ought to
allow banks to continue lending at more reasonable levels even
when economic conditions deteriorate.

Q.10. Do you see any circumstances under which your agencies
would take a position on the merits of counter-cyclical regulatory
policy?

A.10. Yes, we support the concept of a counter-cyclical policy. There
are a variety of ideas as to how to achieve this including the con-
cept we have outlined above. Together with the other Federal
Banking Agencies we are participating in international Basel Com-
mittee efforts to consider various counter-cyclical proposals with
the goal of having a uniform method, not only within the United
States, but internationally as well—so as to create a more level
competitive environment for U.S. Banks and a sound counter-cycli-
cal proposal.

Q.11. G20 Summit and International Coordination—Many foreign
officials and analysts have said that they believe the upcoming G20
summit will endorse a set of principles agreed to by both the Fi-
nancial Stability Forum and the Basel Committee, in addition to
other government entities. There have also been calls from some
countries to heavily re-regulate the financial sector, pool national
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sovereignty in key economic areas, and create powerful supra-
national regulatory institutions. (Examples are national bank reso-
lution regimes, bank capital levels, and deposit insurance.) Your
agencies are active participants in these international efforts.

What do you anticipate will be the result of the G20 summit?
A.11. At the conclusion of the G20 summit, several documents were
issued by G20 working groups and by the Financial Stability
Forum (now renamed the Financial Stability Board). These laid out
principles for international cooperation between supervisors and
stressed the importance of coordinated supervisory action. With its
largest firms, OTS has for some years held annual college meetings
to foster communication between regulators, and understands the
value of cross-border cooperation. OTS believes that insofar as the
agreements coming out of the G20 summit encourage greater inter-
national cooperation, supervision overall will be enhanced.

Q.12. Do you see any examples or areas where supranational regu-
lation of financial services would be effective?

A.12. As a member of the Basel Committee, OTS has been involved
in the past efforts of that body to set capital and other regulatory
standards. We believe there is value in coordinating such standards
at the international level, primarily for two reasons. First, such co-
ordination is a vehicle for enshrining high quality standards. In a
globally interconnected capital market, it is important that all
players be subject to basic requirements. Second, common stand-
ards foster a level playing field for U.S. institutions that must com-
pete internationally.

Q.13. How far do you see your agencies pushing for or against such
supranational initiatives?

A.13. As indicated above, OTS supports active cooperation among
supervisors and the setting of international regulatory standards,
where appropriate. Ultimately, of course, authority must be com-
mensurate with responsibility, and OTS would not be supportive of
initiatives that would diminish its capacity to carry out its respon-
sibility to preserve the safety and soundness of the institutions it
regulates or the rights and protections of the customers they serve.

Q.14. Effectiveness of Functional Regulation—Mr. Polakoff, in
your testimony you point out that the OTS, as the holding company
supervisor of AIG, relies on the specific functional regulators for in-
formation regarding regulated subsidiaries of AIG’s holding com-
pany.

When did the OTS first learn of the problems related to AIG’s
securities lending program? Did any state insurance commissioner
alert the OTS, as the holding company supervisor, of these prob-
lems?

A.14. Annually, the OTS hosted a supervisory conference that pro-
vided an opportunity for regulators (insurance and banking) to
share information regarding the AIG. At each of the three annual
conferences held, the OTS provided general information regarding
our examination approach, plans for our supervisory efforts and

1Mr. Polakoff has been on leave from OTS since March 26, 2009, and will retire from the
agency effective July 3, 2009. The answers to the Committee’s supplemental questions were pre-
pared by other OTS staff members.
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current concerns. Other regulators attending the sessions provided
the same type of information and the session provided an oppor-
tunity to discuss these concerns.

The OTS was first advised of potential financial problems in the
AIG Securities Lending Program (SLP) during the OTS Annual
AIG Supervisor’s Conference on November 7, 2007, when the rep-
resentative from the Texas Department of Insurance’s (DOI) office
raised the issue during the Supervisor’s roundtable session. This
representative stated the Texas DOI was looking into the exposure
that the various Texas-based life companies had to the SLP and
was seeking assurance from AIG that any market value losses
would be covered by the corporate parent.

Subsequently, on November 27, 2007, the OTS met with Price
Waterhouse Coopers (PwC) as part of its regular supervisory proc-
ess. During this meeting the SLP exposure topic was raised and a
discussion ensued. PwC advised that as of Q3 2007, the exposure
to market value decline in the portfolio was $1.3 billion and ex-
pected to worsen in Q4. PwC further advised that AIG was plan-
ning to indemnify its subsidiary companies for losses up to $5 bil-
lion. This was verified in the year end 2007 regulatory financial
statement filings (required by state insurance departments) by the
AIG life insurance subsidiaries. The disclosure went on to cite
AIG’s indemnification agreement to reimburse losses of up to $5
billion for all (not each) of AIG’s impacted subsidiaries.

Q.15. Holding Company Regulation—Mr. Polakoff, AIG’s Financial
Products subsidiary has been portrayed in the press as a renegade
subsidiary that evaded regulation by operating from London. A
closer examination reveals, however, that a majority of its employ-
ees and many of its officers were located in the United States.

Did the OTS have adequate authority to supervise AIG’s Finan-
cial Products subsidiary? If not why did the OTS fail to inform
Congress about this hole in its regulatory authority, especially
since your agency had identified serious deficiencies in Financial
Products’ risk management processes since 2005? How was the Fi-
nancial Products subsidiary able to amass such a large, unhedged
position on credit default swaps (CDS)?

A.15. AIG became a savings and loan holding company in 2000. At
that time. the OTS’s supervision focused primarily on the impact
of the holding company enterprise on the subsidiary savings asso-
ciation. With the passage of Gramm-Leach-Bliley, and not long be-
fore AIG became a savings and loan holding company, the OTS rec-
ognized that large corporate enterprises, made up of a number of
different companies or legal entities, were changing the way they
operated and needed to be supervised. These companies, commonly
called conglomerates, began operating differently and in a more in-
tegrated fashion as compared to traditional holding companies.
These conglomerates required a more enterprise-wide review of
their operations. Consistent with changing business practices and
how conglomerates were managed at that time, in late 2003 the
OTS embraced a more enterprise-wide approach to supervising con-
glomerates. This approach aligned well with core supervisory prin-
ciples adopted by the Basel Committee and with requirements im-
plemented in 2005 by European Union (EU) regulators that re-
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quired supplemental regulatory supervision at the conglomerate
level. The OTS was recognized as an equivalent regulator for the
purpose of AIG consolidated supervision within the EU, a process
that was finalized with a determination of equivalence by AIG’s
French regulator, Commission Bancaire.

AIG Financial Products’ (AIGFP) CDS portfolio was largely origi-
nated in the 2003 to 2005 period and was facilitated by AIG’s full
and unconditional guarantee (extended to all AIGFP transactions
since its creation), which enabled AIGFP to assume the AAA rating
for market transactions and counterparty negotiations. AIGFP
made the decision to stop origination of these derivatives in Decem-
ber 2005 based on the general observation that underwriting stand-
ards for mortgages backing securities were declining. At the time
the decision was made, however, AIGFP already had $80 billion of
CDS commitments. This activity stopped before the OTS targeted
examination which commenced March 6, 2006.

The OTS actions demonstrate a progressive level of supervisory
criticism of AIG’s corporate governance. The OTS criticisms ad-
dressed AIG’s risk management, corporate oversight, and financial
reporting. There was not a flawed assumption that AIG was ade-
quately regulated. Instead, the OTS did not fully recognize the ex-
tent of the liquidity risk to AIG of the “super senior” credit default
swaps in AIGFP’s portfolio or the profound systemic impact of a
nonregulated financial product. There was a narrow focus on the
perceived creditworthiness of the underlying securities rather than
an assessment of the susceptibility of highly illiquid, complex in-
struments to downgrades in the public ratings of the company or
the underlying securities, and to declines in the market value of
the securities. No one predicted the amount of funds that would be
required to meet collateral calls and cash demands on the credit
default swap transactions.

CDS are financial products that are not regulated by any author-
ity and impose serious challenges to the ability to supervise this
risk proactively without any prudential derivatives regulator or
standard market regulation. There is a need to fill the regulatory
gaps the CDS market has exposed. There is a need for consistency
and transparency in CDS contracts. The complexity of CDS con-
tracts masked risks and weaknesses in the program that led to one
type of CDS performing extremely poorly. The current regulatory
means of measuring off-balance sheet risks do not fully capture the
inherent risks of CDS. The OTS believes standardization of CDS
contracts would provide more transparency to market participants
and regulators.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR REED
FROM SCOTT M. POLAKOFF

Q.1. It is clear that our current regulatory structure is in need of
reform. At my subcommittee hearing on risk management, March
18, 2009, GAO pointed out that regulators often did not move swift-
ly enough to address problems they had identified in the risk man-
agement systems of large, complex financial institutions.

Chair Bair’s written testimony for today’s hearing put it very
well: “ . . . the success of any effort at reform will ultimately rely
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on the willingness of regulators to use their authorities more effec-
tively and aggressively.”
My questions may be difficult, but please answer the following:

o If this lack of action is a persistent problem among the regu-
lators, to what extent will changing the structure of our regu-
latory system really get at the issue?

e Along with changing the regulatory structure, how can Con-
gress best ensure that regulators have clear responsibilities
and authorities, and that they are accountable for exercising
them “effectively and aggressively”?

A.1. A change in the structure of the regulatory system alone will
not achieve success. While Congress should focus on ensuring that
all participants in the financial markets are subject to the same set
of regulations, the regulatory agencies must adapt using the les-
sons learned from the financial crisis to improve regulatory over-
sight. OTS conducts internal failed bank reviews for thrifts that
fail and has identified numerous lessons learned from recent finan-
cial institution failures. The agency has revised its policies and pro-
cedures to correct gaps in regulatory oversight. OTS has also been
proactive in improving the timeliness of formal and informal en-
forcement action.

Q.2. How do we overcome the problem that in the boom times no
one wants to be the one stepping in to tell firms they have to limit
their concentrations of risk or not trade certain risky products?
What thought has been put into overcoming this problem for regu-
lators overseeing the firms? Is this an issue that can be addressed
through regulatory restructure efforts?

A.2. OTS believes that the best way to improve the regulatory over-
sight of financial activities is to ensure that all entities that pro-
vide specific financial services are subject to the same level of regu-
latory requirements and scrutiny. For example, there is no jus-
tification for mortgage brokers not to be bound by the same laws
and rules as banks. A market where unregulated or under-regu-
lated entities can compete alongside regulated entities offering
complex loans or other financial products to consumers provides a
disincentive to protect the consumer. Any regulatory restructure ef-
fort must ensure that all entities engaging in financial services are
subject to the same laws and regulations.

In addition, the business models of community banks versus that
of commercial banks are fundamentally different. Maintaining and
strengthening a federal regulatory structure that provides over-
sight of these two types of business models is essential. Under this
structure, the regulatory agencies will need to continue to coordi-
nate regulatory oversight to ensure they apply consistent standards
for common products and services.

Q.3. As Mr. Tarullo and Mrs. Bair noted in their testimony, some
financial institution failures emanated from institutions that were
under federal regulation. While I agree that we need additional
oversight over and information on unregulated financial institu-
tions, I think we need to understand why so many regulated firms
failed.
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Why is it the case that so many regulated entities failed, and
many still remain struggling, if our regulators in fact stand as a
safety net to rein in dangerous amounts of risk-taking?

A.3. While undesirable, failures are inevitable in a dynamic and
competitive market. The housing downturn and resulting economic
strain highlights that even traditionally lower-risk lending activi-
ties can become higher-risk when products evolve and there is in-
sufficient regulatory oversight covering the entire market. There is
no way to predict with absolute certainty how economic factors will
combine to cause stress. For example, in late 2007, financial insti-
tutions faced severe erosion of liquidity due to secondary markets
not functioning.

This problem compounded for financial institutions engaged in
mortgage banking who found they could not sell loans from their
warehouse, nor could they rely on secondary sources of liquidity to
support the influx of loans on their balance sheets. While the ideal
goal of the regulatory structure is to limit and prevent failures, it
also serves as a safety net to manage failures with no losses to in-
sured depositors and minimal cost to the deposit insurance fund.

Q.4. While we know that certain hedge funds, for example, have
failed, have any of them contributed to systemic risk?

A.4. Hedge funds are unregulated entities that are considered im-
permissible investments for thrifts. As such, OTS has no direct
knowledge of hedge fund failures or how they have specifically con-
tributed to systemic risk. Anecdotally, however, we understand
that many of these entities were highly exposed to sub-prime loans
through their investment in private label securities backed by
subprime or Alt-A loan collateral, and they were working with
higher levels of leverage than were commercial banks and savings
institutions. As defaults on these loans began to rise, the value of
those securities fell, losses mounted and capital levels declined. As
this occurred, margin calls increased and creditors began cutting
these firms off or stopped rolling over lines of credit. Faced with
greater collateral requirements, creditors demanding lower levels of
leverage, eroding capital, and dimming prospects on their invest-
ments, these firms often perceived the sale of these unwanted as-
sets as the best option. The glut of these securities coming to the
market and the lack of private sector buyers likely further de-
pressed prices.

Q.5. Given that some of the federal banking regulators have exam-
iners on-site at banks, how did they not identify some of these
problems we are facing today?

A.5. The problem was not a lack of identifying risk areas, but in
understanding and predicting the severity of the economic down-
turn and its resulting impact on entire asset classes, regardless of
risk. The magnitude and severity of the economic downturn was
unprecedented. The confluence of events leading to the financial
crisis extends beyond signals that bank examiners alone could
identify or correct. OTS believes it is important for Congress to es-
tablish a systemic risk regulator that will work with the federal
bank regulatory agencies to identify systemic risks and how they
affect individual regulated entities.
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There is evidence in reports of examination and other super-
visory documents that examiners identified several of the problems
we are facing, particularly the concentrations of assets. There was
no way to predict how rapidly the market would reverse and hous-
ing prices would decline. The agency has taken steps to improve its
regulatory oversight through the lessons learned during this eco-
nomic cycle. For its part, OTS has strengthened its regulatory over-
sight, including the timeliness of enforcement actions and moni-
toring practices to ensure timely corrective action.

Q.6. There have been many thrifts that failed under the watch of
the OTS this year. While not all thrift or bank failures can or
should be stopped, the regulators need to be vigilant and aware of
the risks within these financial institutions. Given the convergence
within the financial services industries, and that many financial in-
stitutions offer many similar products, what is distinct about
thrifts? Other than holding a certain proportion of mortgages on
their balance sheets, do they not look a lot like other financial in-
stitutions?

A.6. In recent years, financial institutions of all types have begun
offering many of the same products and services to consumers and
other customers. It is hard for customers to distinguish one type
of financial institution from another. This is especially true of in-
sured depository institutions. Despite the similarities, savings asso-
ciations have statutory limitations on the assets they may have or
in the activities in which they may engage. They still must have
65 percent of their assets in housing related loans, as defined. As
a result, savings associations are not permitted to diversify to the
same extent as are national banks or state chartered banks. Within
the confines of the statute, savings associations have begun to en-
gage in more small business and commercial real estate lending in
order to diversify their activities, particularly in times of stress in
the mortgage market.

Savings associations are the insured depositories that touch the
consumer. They are local community banks providing services that
families and communities need and value. Many of the institutions
supervised by the OTS are in the mutual form of ownership and
are small. While many savings associations offer a variety of lend-
ing and deposit products and they are competitors in communities

nationwide, they generally are retail, customer driven community
banks.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM SCOTT M. POLAKOFF

Q.1. The convergence of financial services providers and financial
products has increased over the past decade. Financial products
and companies may have insurance, banking, securities, and fu-
tures components. One example of this convergence is AIG. Is the
creation of a systemic risk regulator the best method to fill in the
gaps and weaknesses that AIG has exposed, or does Congress need
to reevaluate the weaknesses of federal and state functional regula-
tion for large, interconnected, and large firms like AIG?
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A.1. There have been positive results of the convergence of finan-
cial services providers. Consumers and customers seeking financial
products have benefited from products and services that are more
varied and specifically targeted to meet their needs. At the same
time, the regulatory oversight framework has not kept pace with
the developments in all areas of the companies offering these prod-
ucts and services. If a systemic risk regulator had existed, it may
not have filled in all of the gaps, but such a regulator would have
looked at the entire organization with a view to identifying con-
cerns in all areas of the company and would have identified how
the operations of one line of business or business unit would affect
the company as a whole. A systemic risk regulator with access to
information about all aspects of a company’s operations would be
responsible for evaluating the overall condition and performance of
the entity and the impact a possible failure would have on the rest
of the market. Such a broad overview would enable the systemic
regulator to work with the functional regulators to ensure that the
risks of products and the interrelationships of the businesses are
understood and monitored.

The establishment of a systemic risk regulator need not elimi-
nate functional regulators for the affiliated entities in a structure.
Functional regulators are necessary to supervise the day to day ac-
tivities of the entities and provide input on the entities and activi-
ties to the systemic risk regulator. Working together with the func-
tional regulators and putting data and developments into a broader
context would provide the ability to identify and close gaps in regu-
lation and oversight. In order to benefit from having a framework
with a systemic risk regulator and functional regulation of the ac-
tual activities and products, information sharing arrangements
among the regulators must be established.

Further, the systemic risk regulator would need access to infor-
mation regarding nonsystemically important institutions in order
to monitor trends, but would not regulate or supervise those enti-
ties.

Q.2. Recently there have been several proposals to consider for fi-
nancial services conglomerates. One approach would be to move
away from functional regulation to some type of single consolidated
regulator like the Financial Services Authority model. Another ap-
proach is to follow the Group of 30 Report which attempts to mod-
ernize functional regulation and limit activities to address gaps and
weaknesses. An in-between approach would be to move to an objec-
tives-based regulation system suggested in the Treasury Blueprint.
What are some of the pluses and minuses of these three ap-
proaches?

A.2. A number of proposals to change the financial services regu-
latory framework have been issued in the past year. Some of these
proposals would establish a new framework for financial services
regulation and others would make changes by merging existing
regulatory agencies. The proposals of recent months all have identi-
fied the supervision of conglomerates as a key element to be ad-
dressed in any restructuring. There are pros and cons to each of
the proposals for supervision of conglomerates. Three recommenda-
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tionls represent different perspectives on how to accomplish the
goals.

The example of the single consolidated regulator similar to the
Financial Services Authority has been highlighted by its pro-
ponents as a solution to the regulation of large conglomerates that
offer a variety of products and services through a number of affili-
ates. Because the single regulator model using a principles based
approach to regulation and supervision has been in place in the UK
since 1997, the benefits and negative aspects of this type of regu-
latory framework can be viewed from the perspective of actual
practice.

A single regulator, instead of functional regulators for different
substantive businesses, coupled with a principles based approach to
regulation was not successful in avoiding a financial crisis in the
UK. The causes of the crisis in the UK are similar to those identi-
fied as causes in the U.S., and elsewhere, and the FSA model for
supervision did not fully eliminate the gaps in regulation or miti-
gate other risk factors that lead to the crisis. Several factors may
have contributed to the shortcomings in the FSA model. The most
frequently cited factor was principles based regulation. Critics of
this framework have identified the lack of close supervision and en-
forcement over conglomerates, their component companies and
other financial services companies. The FSA employed a system
that did not adequately require ongoing supervision or account for
changes in the risk profiles of the entities involved. Finally, in an
effort to streamline the framework and eliminate regulatory over-
lap, important roles were not fulfilled.

The Group of 30 issued a report on January 15, 2009, that in-
cluded a number of recommendations for financial stability. The
recommendations presented in the report respond to the same fac-
tors that have become the focus of the causes of the current crisis.
The first core recommendation is that gaps and weaknesses in the
coverage of prudential regulation and supervision must be elimi-
nated, the second is that the quality and effectiveness of prudential
regulation and supervision must be improved, the third is that in-
stitutional policies and standards must be strengthened, with par-
ticular emphasis on standards of governance, risk management,
capital and liquidity and finally, financial markets and products
must be more transparent with better aligned risk and prudential
incentives.

The first core recommendation is one about which there is little
disagreement. The elimination of gaps and weakness in the cov-
erage of prudential regulation and supervision is an important goal
in a number of areas. Whether it is the unregulated participants
in the mortgage origination process, hedge funds or creators and
sellers of complex financial instruments changing the regulatory
framework to include those entities is a priority for a number of
groups making recommendations for change. The benefits of the
adaptation of the current system are evident and the core prin-
ciples proposed by the Group of 30 are common themes in address-
ing supervision of conglomerates.

A final proposal is the Treasury Blueprint that was issued in
March 2008. That document was a top to bottom review of the cur-
rent regulatory framework, with result that financial institutions
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would be regulated by a market stability regulator, a prudential
regulator and/or a business conduct regulator. In addition, an op-
tional federal charter would be created for insurance companies, a
regulator for payment systems would be established, and a cor-
porate finance regulator would be created. This approach to regula-
tion would move toward the idea that supervision should be prod-
uct driven and not institution driven. The framework proposed
would not use the positive features in the current system, but a
systemic regulator would be created.

Q.3. If there are institutions that are too big to fail, how do we
identify that? How do we define the circumstance where a single
company is so systemically significant to the rest of our financial
circumstances and our economy that we must not allow it to fail?

A.3. Establishing the criteria by which financial institutions or
other companies are identified as too big to fail is not easy. Estab-
lishing a test with which to judge whether an entity is of a size
that makes it too big to fail, or the business is sufficiently inter-
connected, requires looking at a number of factors, including the
business as a whole. The threshold is not simply one of size. The
degree of integration of the company with the financial system also
is a consideration. A company does not need to be a bank, an insur-
ance company or a securities company to be systemically impor-
tant. As we have seen in recent months, manufacturing companies
as well as financial services conglomerates are viewed differently
because of the impact that the failure would have on the economy
as a whole. The identification of companies that are systemically
important should be decided after a subjective analysis of the facts
and circumstances of the company and not just based on the size
of the entity.

The factors used to make the determination might include: the
risks presented by the other parties with which the company and
its affiliates do business; liquidity risks, capital positions; inter-
relationships of the affiliates; relationships of the affiliates with
nonaffiliated companies; and the prevalence of the product mix in
the market.

Q.4. We need to have a better idea of what this notion of too big
to fail is—what it means in different aspects of our industry and
what our proper response to it should be. How should the federal
government approach large, multinational, and systemically signifi-
cant companies?

A.4. The array of lessons learned from the crisis will be debated
for years. One lesson is that some institutions have grown so large
and become so essential to the economic well-being of the nation
that they must be regulated in a new way. The establishment of
a systemic risk regulator is an essential outcome of any initiative
to modernize bank supervision and regulation. OTS endorses the
establishment of a systemic risk regulator with broad authority to
monitor and exercise supervision over any company whose actions
or failure could pose a risk to financial stability. The systemic risk
regulator should have the ability and the responsibility for moni-
toring all data about markets and companies including, but not
limited to, companies involved in banking, securities, and insur-
ance.
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For systemically important institutions, the systemic risk regu-
lator should supplement, not supplant, the holding company regu-
lator and the primary federal bank supervisor. A systemic regu-
lator should have the authority and resources to supervise institu-
tions and companies during a crisis situation. The regulator should
have ready access to funding sources that would provide the capa-
bility to resolve problems at these institutions, including providing
liquidity when needed.

Given the events of the past year, it is essential that such a reg-
ulator have the ability to act as a receiver and to provide an or-
derly resolution to companies. Efficiently resolving a systemically
important institution in a measured, well-managed manner is an
important element in restructuring the regulatory framework. A
lesson learned from recent events is that the failure or unwinding
of systemically important companies has a far reaching impact on
the economy, not just on financial services. The continued ability
of banks and other entities in the United States to compete in to-
day’s global financial services marketplace is critical. The systemic
risk regulator would be charged with coordinating the supervision
of conglomerates that have international operations. Safety and
soundness standards, including capital adequacy and other factors,
should be as comparable as possible for entities that have multi-
national businesses.

Q.5. What does “fail” mean? In the context of AIG, we are talking
about whether we should have allowed an orderly Chapter 11
bankruptcy proceeding to proceed. Is that failure?

A.5. In the context of AIG, OTS views the financial failure of a
company as occurring when it can no longer repay its liabilities or
satisfy other obligations from its liquid financial resources. OTS is
not in a position to state whether AIG should have proceeded to a
Chapter 11 bankruptcy. As stated in the March 18, 2009, testimony
on Lessons Learned in Risk Management Oversight at Federal Fi-
nancial Regulators and the March 19, 2009, testimony on Modern-
izing Bank Supervision and Regulation, OTS endorses establishing
a systemic risk regulator with broad regulatory and monitoring au-
thority of companies whose failure or activities could pose a risk to
financial stability. Such a regulator should be able to access funds,
which would present options to resolve problems at these institu-
tions.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR KOHL
FROM SCOTT M. POLAKOFF

Q.1. Two approaches to systemic risk seem to be identified: (1)
monitoring institutions and taking steps to reduce the size/activi-
ties of institutions that approach a “too large to fail” or “too sys-
temically important to fail” or (2) impose an additional regulator
and additional rules and market discipline on institutions that are
considered systemically important.

Which approach do you endorse? If you support approach one
how you would limit institution size and how would you identify
new areas creating systemic importance?
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If you support approach two how would you identify systemically
important institutions and what new regulations and market dis-
cipline would you recommend?

A.1. OTS endorses the establishment of a systemic risk regulator
with broad authority, including regular monitoring, over companies
that if, due to the size or interconnected nature of their activities,
their actions or their failure would pose a risk to the financial sta-
bility of the country. Such a regulator should be able to access
funds, which would present options to resolve problems at these in-
stitutions. The systemic risk regulator should have the ability and
the responsibility for monitoring all data about markets and com-
panies including, but not limited to, companies involved in bank-
ing, securities, and insurance.

Any systemic regulator should have all of the authority nec-
essary to supervise institutions and companies especially in a crisis
situation, but this regulator would be in addition to the functional
regulator. The systemic risk regulator would not have supervisory
authority over nonsystemically important banks. However, the sys-
temic risk regulator would need access to data regarding the health
and activities of these institutions for purposes of monitoring
trends and other matters influencing monetary policy.

In addition, the systemic risk regulator would be charged with
coordination of supervision of conglomerates that have inter-
national operations. The safety and soundness standards including
capital adequacy and other measurable factors should be as com-
parable as possible for entities that have multinational businesses.
The ability of banks and other entities in the United States to com-
pete in today’s global financial services market place is critical.

The identification of systemically important entities would be ac-
complished by looking at those entities whose business is so inter-
connected with the financial services market that its failure would
have a severe impact on the market generally. Any systemic risk
regulator would have broad authority to monitor the market and
products and services offered by a systemically important entity or
that dominate the market. Important additional regulations would
include additional requirements for transparency regarding the en-
tity and the products. Further, such a regulator would have the au-
thority to require additional capital commensurate with the risks
of the activities of the entity and would monitor liquidity with the
risks of the activities of the entity. Finally, such a regulator would
have authority to impose a prompt corrective action regime on the
entities it regulates.

Q.2. Please identify all regulatory or legal barriers to the com-
prehensive sharing of information among regulators including in-
surance regulators, banking regulators, and investment banking
regulators. Please share the steps that you are taking to improve
the flow of communication among regulators within the current leg-
islative environment.

A.2. The most significant barrier to disclosure is that if a regulator
discloses confidential supervisory information to another regulator,
the disclosure could lead to further, unintended disclosure to other
persons. Disclosure to another regulator raises two significant
risks: the risk that information shared with the other regulator will
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not be maintained confidential by that regulator, or that legal
privileges that apply to the information will be waived by sharing.

The regulator in receipt of the information may not maintain
confidentiality of the information because the regulator is required
by law to disclose the information in certain circumstances or be-
cause the regulator determines that it is appropriate to do so. For
example, most regulators in the United States or abroad may be
required to disclose confidential information that they received
from another supervisor in response to a subpoena related to litiga-
tion in which the regulator may or may not be a party. While the
regulator may seek to protect the confidentiality of the information
that it received, the court overseeing the litigation may require dis-
closure. In addition, the U.S. Congress and other legislative bodies
may require a regulator to disclose confidential information re-
ceived by that regulator from another regulator. Moreover, if a reg-
ulator receives information from another regulator that indicates
that a crime may have been committed, the regulator in receipt of
the information may provide the information to a prosecutor. Other
laws may require or permit a regulator in receipt of confidential in-
formation to disclose the information, for example, to an authority
responsible for enforcement of anti-trust laws. These laws mean
that the regulator that provides the information can no longer con-
trol disclosure of it because the regulator in receipt of the informa-
tion cannot guarantee that it will not disclose the information fur-
ther.

With respect to waiver of privileges through disclosure to another
regulator, legislation provides only partial protection against the
risk that legal privileges that apply to the information will be
waived by sharing. When privileged information is shared among
covered U.S. federal agencies, privileges are not waived. 12 U.S.C.
§1821(t). This statutory protection does not, however, extend to
state regulators (i.e., insurance regulators) or foreign regulators.

To reduce these risks, OTS has information-sharing arrange-
ments with all but one state insurance regulator, 16 foreign bank
regulators, and one foreign insurance regulator. (Some of these for-
eign bank regulators may also regulate investment banking or in-
surance.) OTS is in the process of negotiating information-sharing
arrangements with approximately 20 additional foreign regulators.

OTS also shares information with regulators with which it does
not have an information-sharing arrangement on a case-by-case
basis, subject to an agreement to maintain confidentiality and com-
pliance with other legal requirements. See 12 U.S.C.
§§1817(a)(2)(C), 1818(v), 3109(b); 12 C.F.R. §510.5.

In terms of practical steps to ensure a robust flow of communica-
tion, OTS, as part of its supervisory planning, identifies foreign
and functional regulators responsible for major affiliates of its
thrifts and maintains regular contact with them. This interaction
includes phone and e-mail communication relating to current su-
pervisory matters, as well as exchanging reports of examination
and other supervisory documentation as appropriate. With its larg-
est holding companies, OTS sponsors an annual supervisory con-
ference to which U.S. and foreign regulators are invited to discuss
group-wide supervisory issues.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR HUTCHISON
FROM SCOTT M. POLAKOFF

Q.1. Will each of you commit to do everything within your power
to prevent performing loans from being called by lenders? Please
outline the actions you plan to take.

A.1. OTS is encouraging financial institutions to develop effective
loan modification programs in lieu of calling loans, whether they
are performing or delinquent. OTS and OCC are working jointly to
produce a quarterly Mortgage Metrics Report that analyzes mort-
gage servicing data and also provides data on the affordability and
sustainability of loan modifications. The 2008 fourth quarter report
revealed that delinquencies were still rising, but financial institu-
tions were also increasing efforts aimed at home retention, includ-
ing loan modifications or payment plans.

The first quarter 2009 data continued to show increases in seri-
ously delinquent prime mortgages and a jump in the number of
foreclosures in process across all risk categories as a variety of
moratoria on foreclosures expired during the first quarter of 2009.
A positive development is the significant increase in the number of
modifications made by servicers. In addition to the increase in the
overall numbers of modifications, servicers also implemented a
higher percentage of modifications that reduced monthly payments
than in previous quarters. Modifications with lower payments con-
tinued to show fewer delinquencies each month following modifica-
tion than those that left payments unchanged or increased pay-
ments. Therefore, even in the midst of an overall worsening of con-
ditions in mortgage performance, there is a strong industry re-
sponse in the form of increased modifications. The OTS will con-
tinue to monitor the types of home retention actions implemented
by servicers in efforts to stem home foreclosure actions.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM JOSEPH A. SMITH, JR.

Q.1. Consumer Protection Regulation—Some have advocated that
consumer protection and prudential supervision should be divorced,
and that a separate consumer protection regulation regime should
be created. They state that one source of the financial crisis ema-
nated from the lack of consumer protection in the underwriting of
loans in the originate-to-distribute space.

What are the merits of maintaining it in the same agency? Alter-
natively, what is the best argument each of you can make for a
new consumer protection agency?

A.1. CSBS believes safety and soundness and consumer protection
should be maintained for the benefit of the system. While CSBS
recognizes there is a tension between consumer protection and
safety and soundness supervision, we believe these two forms of su-
pervision strengthen the other. Consumer protection is integral to
the safety and soundness of consumer protections. The health of a
financial institution ultimately is connected to the health of its cus-
tomers. If consumers lack confidence in their institution or are un-
able to maintain their economic responsibilities, the institution will
undoubtedly suffer. Similarly, safety and soundness of our institu-
tions is vital to consumer protection. Consumers are protected if



301

the institutions upon which they rely are operated in a safe and
sound manner. Consumer complaints have often spurred investiga-
tions or even enforcement actions against institutions or financial
service providers operating in an unsafe and unsound manner.

States have observed that federal regulators, without the checks
and balances of more locally responsive state regulators or state
law enforcement, do not always give fair weight to consumer issues
or lack the local perspective to understand consumer issues fully.
CSBS considers this a weakness of the current system that would
be exacerbated by creating a consumer protection agency.

Further, federal preemption of state law and state law enforce-
ment by the OCC and the OTS has resulted in less responsive con-
sumer protections and institutions that are much less responsive to
the needs of consumers in our states.

CSBS is currently reviewing and developing robust policy posi-
tions upon the administration’s proposed financial regulatory re-
form plan. Our initial thoughts, however, are pleased the adminis-
tration has recognized the vital role states play in preserving con-
sumer protection. We agree that federal standards should be appli-
cable to all financial entities, and must be a floor, allowing state
authorities to impose more stringent statutes or regulations if nec-
essary to protect the citizens of our states. CSBS is also pleased the
administration’s plan would allow for state authorities to enforce
all applicable law—state and federal—on those financial entities
operating within our state, regardless of charter type.

Q.2. Regulatory Gaps or Omissions—During a recent hearing, the
Committee has heard about massive regulatory gaps in the system.
These gaps allowed unscrupulous actors like AIG to exploit the
lack of regulatory oversight. Some of the counterparties that AIG
did business with were institutions under your supervision.

Why didn’t your risk management oversight of the AIG counter-
parties trigger further regulatory scrutiny? Was there a flawed as-
sumption that AIG was adequately regulated, and therefore no fur-
ther scrutiny was necessary?

Was there dialogue between the banking regulators and the state
insurance regulators? What about the SEC?

If the credit default swap contracts at the heart of this problem
had been traded on an exchange or cleared through a clearing-
house, with requirement for collateral and margin payments, what
additional information would have been available? How would you
have used it?

A.2. CSBS believes this is a question best answered by the Federal
Reserve and the OCC. However, we believe this provides an exam-
ple of why consolidated supervision would greatly weaken our sys-
tem of financial oversight. Institutions have become so complex in
size and scope, that no single regulator is capable of supervising
their activities. It would be imprudent to lessen the number of su-
pervisors. Instead, Congress should devise a system which draws
ilpon the strength, expertise, and knowledge of all financial regu-
ators.

Q.3. Liquidity Management—A problem confronting many financial
institutions currently experiencing distress is the need to roll-over
short-term sources of funding. Essentially these banks are facing a
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shortage of liquidity. I believe this difficulty is inherent in any sys-
tem that funds long-term assets, such as mortgages, with short-
term funds. Basically the harm from a decline in liquidity is ampli-
fied by a bank’s level of “maturity-mismatch.”

I would like to ask each of the witnesses, should regulators try
to minimize the level of a bank’s maturity-mismatch? And if so,
what tools would a bank regulator use to do so?

A.3. While banks tend to have an inherent maturity-mismatch,
greater access to diversified funding has mitigated this risk. Be-
yond traditional retail deposits, banks can access brokered depos-
its, public entity deposits, and secured borrowings from the FHLB.
Since a bank essentially bids or negotiates for these funds, they
can structure the term of the funding to meet their asset and liabil-
ity management objectives.

In the current environment, the FDIC’s strict interpretation of
the brokered deposit rule has unnecessarily led banks to face a li-
quidity challenge. Under the FDIC’s rules, when a bank falls below
“well capitalized” they must apply for a waiver from the FDIC to
continue to accept brokered deposits. The FDIC has been overly
conservative in granting these waivers or allowing institutions to
reduce their dependency on brokered deposits over time, denying
an institution access to this market. Our December 2008 letter to
the FDIC on this topic is attached.

Q.4. Regulatory Conflict of Interest—Federal Reserve Banks which
conduct bank supervision are run by bank presidents that are cho-
sen in part by bankers that they regulate.

Mr. Tarullo, do you see the potential for any conflicts of interest
in the structural characteristics of the Fed’s bank supervisory au-
thorities?

Mr. Dugan and Mr. Polakoff does the fact that your agencies’
funding stream is affected by how many institutions you are able
to keep under your charters affect your ability to conduct super-
vision?

A.4. T believe these questions are best answered by the Federal Re-
serve, the OCC, and the OTS.

Q.5. Too-Big-To-Fail—Chairman Bair stated in her written testi-
mony that “the most important challenge is to find ways to impose
greater market discipline on systemically important institutions.
The solution must involve, first and foremost, a legal mechanism
for the orderly resolution of those institutions similar to that which
exists for FDIC-insured banks. In short we need to end too big to
fail.” T would agree that we need to address the too-big-to-fail issue,
both for banks and other financial institutions.

Could each of you tell us whether putting a new resolution re-
gime in place would address this issue?

How would we be able to convince the market that these system-
ically important institutions would not be protected by taxpayer re-
sources as they had been in the past?

A.5. CSBS strongly agrees with Chairman Bair that we must end
“too big to fail.” Our current crisis has shown that our regulatory
structure was incapable of effectively managing and regulating the
nation’s largest institutions and their affiliates.
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Further, CSBS believes a regulatory system should have ade-
quate safeguards that allow financial institution failures to occur
while limiting taxpayers’ exposure to financial risk. The federal
government, perhaps through the FDIC, must have regulatory tools
in place to manage the orderly failure of the largest financial insti-
tutions regardless of their size and complexity. The FDIC’s testi-
mony effectively outlines the checks and balances provided by a
regulator with resolution authority and capability.

Part of this process must be to prevent institutions from becom-
ing “too big to fail” in the first place. Some methods to limit the
size of institutions would be to charge institutions additional as-
sessments based on size and complexity, which would be, in prac-
tice, a “too big to fail” premium. In a February 2009 article pub-
lished in Financial Times, Nassim Nicholas Taleb, author of The
Black Swan, discusses a few options we should avoid. Basically,
Taleb argues we should no longer provide incentives without dis-
incentives. The nation’s largest institutions were incentivized to
take risks and engage in complex financial transactions. But once
the economy collapsed, these institutions were not held accountable
for their failure. Instead, the U.S. taxpayers have further rewarded
these institutions by propping them up and preventing their fail-
ure. Accountability must become a fundamental part of the Amer-
ican financial system, regardless of an institution’s size.

Q.6. Pro-Cyclicality—I have some concerns about the pro-cyclical
nature of our present system of accounting and bank capital regu-
lation. Some commentators have endorsed a concept requiring
banks to hold more capital when good conditions prevail, and then
allow banks to temporarily hold less capital in order not to restrict
access to credit during a downturn. Advocates of this system be-
lieve that counter-cyclical policies could reduce imbalances within
financial markets and smooth the credit cycle itself.

What do you see as the costs and benefits of adopting a more
counter-cyclical system of regulation?

Do you see any circumstances under which your agencies would
take a position on the merits of counter-cyclical regulatory policy?

A.6. Our legislative and regulatory efforts should be counter-cycli-
cal. In order to have an effective counter-cyclical regulatory regime,
we must have the will and political support to demand higher cap-
ital standards and reduce risk-taking when the economy is strong
and companies are reporting record profits. We must also address
accounting rules and their impact on the depository institutions,
recognizing that we need these firms to originate and hold longer-
term, illiquid assets. We must also permit and encourage these in-
stitutions to build reserves for losses over time. Similarly, the
FDIC must be given the mandate to build upon their reserves over
time and not be subject to a cap. This will allow the FDIC to re-
duce deposit insurance premiums in times of economic stress.

A successful financial system is one that survives market booms
and busts without collapsing. The key to ensuring our system can
survive these normal market cycles is to maintain and strengthen
the diversity of our industry and our system of supervision. Diver-
sity provides strength, stability, and necessary checks-and-balances
to regulatory power.
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Consolidation of the industry or financial supervision could ulti-
mately produce a financial system of only mega-banks, or the behe-
moth institutions that are now being propped up and sustained by
taxpayer bailouts. An industry of only these types of institutions
would not be resilient. Therefore, Congress must ensure this con-
solidation does not take place by strengthening our current system
and preventing supervisory consolidation.

Q.7. G20 Summit and International Coordination—Many foreign
officials and analysts have said that they believe the upcoming G20
summit will endorse a set of principles agreed to by both the Fi-
nancial Stability Forum and the Basel Committee, in addition to
other government entities. There have also been calls from some
countries to heavily re-regulate the financial sector, pool national
sovereignty in key economic areas, and create powerful supra-
national regulatory institutions. (Examples are national bank reso-
lution regimes, bank capital levels, and deposit insurance.) Your
agencies are active participants in these international efforts.

What do you anticipate will be the result of the G20 summit?

Do you see any examples or areas where supranational regula-
tion of financial services would be effective?

How far do you see your agencies pushing for or against such su-
pranational initiatives?

A.7. This question is obviously targeted to the federal financial
agencies. However, while our supervisory structure will continue to
evolve, CSBS does not believe international influences or the global
marketplace should solely determine the design of regulatory ini-
tiatives in the United States. CSBS believes it is because of our
unique dual banking system, not in spite of it, that the United
States boasts some of the most successful institutions in the world.
U.S. banks are required to hold high capital standards compared
to their international counterparts. U.S. banks maintain the high-
est tier 1 leverage capital ratios but still generate the highest aver-
age return on equity. The capital levels of U.S. institutions have re-
sulted in high safety and soundness standards. In turn, these
standards have attracted capital investments worldwide because
investors are confident in the strength of the U.S. system.

Viability of the global marketplace and the international com-
petitiveness of our financial institutions are important goals. How-
ever, our first priority as regulators must be the competitiveness
between and among domestic banks operating within the United
States. It is vital that regulatory restructuring does not adversely
affect the financial system in the U.S. by putting banks at a com-
petitive disadvantage with larger, more complex institutions. The
diversity of financial institutions in the U.S. banking system has
greatly contributed to our economic success.

CSBS believes our supervisory structure should continue to
evolve as necessary and prudent to accommodate our institutions
that operate globally as well as domestically.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR REED
FROM JOSEPH A. SMITH, JR.

Q.1. It is clear that our current regulatory structure is in need of
reform. At my subcommittee hearing on risk management, March
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18, 2009, GAO pointed out that regulators often did not move swift-
ly enough to address problems they had identified in the risk man-
agement systems of large, complex financial institutions.

Chairman Bair’s written testimony for today’s hearing put it very
well: “ . . . the success of any effort at reform will ultimately rely
on the willingness of regulators to use their authorities more effec-
tively and aggressively.”

My questions may be difficult, but please answer the following:

o If this lack of action is a persistent problem among the regu-
lators, to what extent will changing the structure of our regu-
latory system really get at the issue?

e Along with changing the regulatory structure, how can Con-
gress best ensure that regulators have clear responsibilities
and authorities, and that they are accountable for exercising
them “effectively and aggressively”?

A.1l. First of all, CSBS agrees completely with Chairman Bair. In
fact, in a letter to the Government Accountability Office (GAO) in
December 2008, CSBS Executive Vice President John Ryan wrote,
“While there are clearly gaps in our regulatory system and the sys-
tem is undeniably complex, CSBS has observed that the greater
failing of the system has been one of insufficient political and regu-
latory will, primarily at the federal level.” Perhaps the resilience
of our financial system during previous crises gave policymakers
and regulators a false sense of security and a greater willingness
to defer to powerful interests in the financial industry who assured
them that all was well.

From the state perspective, it is clear that the nation’s largest
and most influential financial institutions have themselves been
major contributors to our regulatory system’s failure to prevent the
current economic collapse. All too often, it appeared as though leg-
islation and regulation facilitated the business models and viability
of our largest institutions, instead of promoting the strength of con-
sumers or encouraging a diverse financial industry.

CSBS believes consolidating supervisory authority will only exac-
erbate this problem. Regulatory capture by a variety of interests
would become more likely with a consolidated supervisory struc-
ture. The states attempted to check the unhealthy evolution of the
mortgage market and it was the states and the FDIC that were a
check on the flawed assumptions of the Basel II capital accord.
These checks should be enhanced by regulatory restructuring, not
eliminated.

To best ensure that regulators exercise their authorities “effec-
tively and aggressively,” I encourage Congress to preserve and en-
hance the system of checks and balances amongst regulators and
to forge a new era of cooperative federalism. It serves the best in-
terest of our economy, our financial services industry, and our con-
sumers that the states continue to have a role in financial regula-
tion. States provide an important system of checks and balances to
financial oversight, are able to identify emerging trends and prac-
tices before our federal counterparts, and have often exhibited a
willingness to act on these trends when our federal colleagues did
not.
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Therefore, CSBS urges Congress to implement a recommendation
made by the Congressional Oversight Panel in their “Special Re-
port on Regulatory Reform” to eliminate federal preemption of the
application of state consumer protection laws. To preserve a re-
sponsive system, states must be able to continue to produce innova-
tive solutions and regulations to provide consumer protection.

Further, the federal government would best serve our economy
and our consumers by advancing a new era of cooperative fed-
eralism. The SAFE Act enacted by Congress requiring licensure
and registration of mortgage loan originators through NMLS pro-
vides a mode for achieving systemic goals of high regulatory stand-
ards and a nationwide regulatory roadmap and network, while pre-
serving state authority for innovation and enforcement. The SAFE
Act sets expectations for greater state-to-state and state-to-federal
regulatory coordination.

Congress should complete this process by enacting a federal
predatory lending standard as outlined in H.R. 1728, the Mortgage
Reform and Anti-Predatory Lending Act. However, a static legisla-
tive solution would not keep pace of market innovation. Therefore,
any federal standard must be a floor for all lenders that does not
stifle a state’s authority to protect its citizens through state legisla-
tion that builds upon the federal standard. States should also be
allowed to enforce-in cooperation with federal regulators-both state
and federal predatory lending laws for institutions that act within
their state.

Finally, rule writing authority by the federal banking agencies
should be coordinated through the FFIEC. Better state/federal co-
ordination and effective lending standards is needed if we are to es-
tablish rules that are appropriately written and applied to financial
services providers. While the biggest institutions are federally char-
tered, the vast majority of institutions are state chartered and reg-
ulated. Also, the states have a breadth of experience in regulating
the entire financial services industry, not just banks. Unlike our
federal counterparts, my state supervisory colleagues and I oversee
all financial service providers, including banks, thrifts, credit
unions, mortgage banks, and mortgage brokers.

Q.2. How do we overcome the problem that in the boom times no
one wants to be the one stepping in to tell firms they have to limit
their concentrations of risk or not trade certain risky products?
What thought has been put into overcoming this problem for reg-
ulators overseeing the firms?
Is this an issue that can be addressed through regulatory re-
structure efforts?

A.2. Our legislative and regulatory efforts must be counter-cyclical.
A successful financial system is one that survives market booms
and busts without collapsing. The key to ensuring our system can
survive these normal market cycles is to maintain and strengthen
the diversity of our industry and our system of supervision. Diver-
sity provides strength, stability, and necessary checks-and-balances
to regulatory power.

Consolidation of the industry or financial supervision could ulti-
mately product a financial system of only mega-banks, or the behe-
moth institutions that are now being propped up and sustained by
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taxpayer bailouts. An industry of only these types of institutions
would not be resilient. Therefore, Congress must ensure this con-
solidation does not take place by strengthening our current system
and preventing supervisory consolidation.

Q.3. As Mr. Tarullo and Mrs. Bair noted in their testimony, some
financial institution failures emanated from institutions that were
under federal regulation. While 1 agree that we need additional
oversight over and information on unregulated financial institu-
%‘io?s(i I think we need to understand why so many regulated firms
ailed.

Why is it the case that so many regulated entities failed, and
many still remain struggling, if our regulators in fact stand as a
safety net to rein in dangerous amounts of risk-taking?

While we know that certain hedge funds, for example, have
failed, have any of them contributed to systemic risk?

Given that some of the federal banking regulators have exam-
iners on-site at banks, how did they not identify some of these
problems we are facing today?

A.3. To begin, the seeming correlation between federal supervision
and success now appears to be unwarranted and should be better
understood. The failures we have seen are divided between institu-
tions that are suffering because of an extreme business cycle, and
others that had more fundamental flaws that precipitated the
downturn. In a healthy and functional economy, financial oversight
must allow for some failures. In a competitive marketplace, some
institutions will cease to be feasible. Our supervisory structure
must be able to resolve failures. Ultimately, more damage is done
to the financial system if toxic institutions are allowed to remain
in business, instead of allowed to fail. Propping up these institu-
tions can create lax discipline and risky practices as management
relies upon the government to support them if their business mod-
els become untenable.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM JOSEPH A. SMITH, JR.

Q.1. The convergence of financial services providers and financial
products has increased over the past decade. Financial products
and companies may have insurance, banking, securities, and fu-
tures components. One example of this convergence is AIG. Is the
creation of a systemic risk regulator the best method to fill in the
gaps and weaknesses that AIG has exposed, or does Congress need
to reevaluate the weaknesses of federal and state functional regula-
tion for large, interconnected, and large firms like AIG?

A.1. The current economic crisis has shown that our financial regu-
latory structure in the United States was incapable of effectively
Kaélaging and regulating the nation’s largest institutions, such as

1G.

Institutions, such as AIG, that provide financial services similar
to those provided by a bank, should be subject to the same over-
sight that supervises banks.

CSBS believes the solution, however, is not to expand the federal
government bureaucracy by creating a new super regulator. In-
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stead, we should enhance coordination and cooperation among fed-
eral and state regulators. We believe regulators must pool their re-
sources and expertise to better identify and manage systemic risk.
The Federal Financial Institutions Examination Council (FFIEC)
provides a vehicle for working toward this goal of seamless federal
and state cooperative supervision.

Q.2. Recently there have been several proposals to consider for fi-
nancial services conglomerates. One approach would be to move
away from functional regulation to some type of single consolidated
regulator like the Financial Services Authority model. Another ap-
proach is to follow the Group of 30 Report which attempts to mod-
ernize functional regulation and limit activities to address gaps and
weaknesses. An in-between approach would be to move to an objec-
tives-based regulation system suggested in the Treasury Blueprint.
What are some of the pluses and minuses of these three ap-
proaches?

A.2. Each of the models discussed would result in further consoli-
dation of the financial industry, and would create institutions that
would be inherently too big to fail. If we allowed our financial in-
dustry to consolidate to only a handful of institutions, the nation
and the global economy would be reliant upon those institutions to
remain functioning. CSBS believes all financial institutions must
be allowed to fail if they become insolvent. Currently, our system
of financial supervision is inadequate to effective supervise the na-
tion’s largest institutions and to resolve them in the event of their
failure.

More importantly, however, consolidation of the industry would
destroy the community banking system within the United States.
The U.S. has over 8,000 viable insured depository institutions to
serve the people of this nation. The diversity of our industry has
enabled our economy to continue despite the current recession.
Community and regional banks have continued to make credit
available to qualified borrowers throughout the recession and have
prevented the complete collapse of our economy.

Q.3. If there are institutions that are too big to fail, how do we
identify that? How do we define the circumstance where a single
company is so systemically significant to the rest of our financial
circumstances and our economy that we must not allow it to fail?

A.3. A specific definition for “too big to fail” will be difficult for
Congress to establish. Monetary thresholds will eventually become
insufficient as the market rebounds and works around any asset-
size restrictions, just as institutions have avoided deposit caps for
years now. Some characteristics of an institution that is “too big to
fail” include being so large that the institution’s regulator is unable
to provide comprehensive supervision of the institution’s lines of
business or subsidiaries. An institution is also “too big to fail” if a
sudden collapse of the institution would have a devastating impact
upon separate market segments.

Q.4. We need to have a better idea of what this notion of too big
to fail is—what it means in different aspects of our industry and
what our proper response to it should be. How should the federal
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government approach large, multinational, and systemically signifi-
cant companies?

A.4. The federal government should utilize methods to prevent
companies from growing too big to fail, either through incentives
and disincentives (such as higher regulatory fees and assessments
for higher amounts of assets or engaging in certain lines of busi-
ness), denying certain business mergers or acquisitions that allow
a company to become “systemic,” or through establishing anti-trust
laws that prevent the creation of financial monopolies. Congress
should also grant the Federal Deposit Insurance Corporation
(FDIC) resolution authority over all financial firms, regardless of
their size or complexity. This authority will help instill market dis-
cipline to these systemic institutions by providing a method to close
any institution that becomes insolvent. Finally, Congress should
consider establishing a bifurcated system of supervision designed to
meet the needs not only of the nation’s largest and most complex
institutions, but also the needs of the smallest community banks.

Q.5. What does “fail” mean? In the context of AIG, we are talking
about whether we should have allowed an orderly Chapter 11
bankruptcy proceeding to proceed. Is that failure?

A.5. CSBS believes failures and resolutions take on a variety of
forms based upon the type of institution and its impact upon the
financial system as a whole. In the context of AIG, an orderly
Chapter 11 bankruptcy would have been considered a failure.

But it is more important that we do not create an entire system
of financial supervision that is tailored only to our nation’s largest
and most complex institutions. It is our belief the greatest strength
of our unique financial structure is the diversity of the financial in-
dustry. The U.S. banking system is comprised of thousands of fi-
nancial institutions of vastly different sizes. Therefore, legislative
and regulatory decisions that alter our financial regulatory struc-
ture or financial incentives should be carefully considered against
how those decisions affect the competitive landscape for institu-
tions of all sizes.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR KOHL
FROM JOSEPH A. SMITH, JR.

Q.1. Two approaches to systemic risk seem to be identified: (1)
monitoring institutions and taking steps to reduce the size/activi-
ties of institutions that approach a “too large to fail” or “too sys-
temically important to fail” or (2) impose an additional regulator
and additional rules and market discipline on institutions that are
considered systemically important.

Which approach do you endorse? If you support approach one
how you would limit institution size and how would you identify
new areas creating systemic importance?

If you support approach two how would you identify systemically
important institutions and what new regulations and market dis-
cipline would you recommend?

A.1. CSBS endorses the first approach monitor institutions and
take steps to reduce the size and activities of institutions that ap-
proach either “too large to fail” or “too systemically important to
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fail.” Our current crisis has shown that our regulatory structure
was incapable of effectively managing and regulating the nation’s
largest institutions. CSBS believes the solution, however, is not to
expand the federal government bureaucracy by creating a new
super regulator, or granting those authorities to a single existing
agency. Instead, we should enhance coordination and cooperation
among the federal government and the states to identify systemic
importance and mitigate its risk. We believe regulators must pool
resources and expertise to better manage systemic risk. The FFIEC
provides a vehicle for working towards this goal of seamless federal
and state cooperative supervision.

Further, CSBS believes a regulatory system should have ade-
quate safeguards that allow financial institution failures to occur
while limiting taxpayers’ exposure to financial risk. The federal
government, perhaps through the FDIC, must have regulatory tools
in place to manage the orderly failure of the largest financial insti-
tutions regardless of their size and complexity.

Part of this process must be to prevent institutions from becom-
ing “too big to fail” in the first place. Some methods to limit the
size of institutions would be to charge institutions additional as-
sessments based on size and complexity, which would be, in prac-
tice, a “too big to fail” premium. In a February 2009 article pub-
lished in Financial Times, Nassim Nicholas Taleb, author of The
Black Swan, discusses a few options we should avoid. Basically,
Taleb argues we should no longer provide incentives without dis-
incentives. The nation’s largest institutions were incentivized to
take risks and engage in complex financial transactions. But once
the economy collapsed, these institutions were not held accountable
for their failure. Instead, the U.S. taxpayers have further rewarded
these institutions by propping them up and preventing their fail-
ure. Accountability must become a fundamental part of the Amer-
ican financial system, regardless of an institution’s size.

Q.2. Please identify all regulatory or legal barriers to the com-
prehensive sharing of information among regulators including in-
surance regulators, banking regulators, and investment banking
regulators. Please share the steps that you are taking to improve
the flow of communication among regulators within the current leg-
islative environment.

A.2, Regulatory and legal barriers exist at every level of state and
federal government. These barriers can be cultural, regulatory, or
legal in nature.

Despite the hurdles, state and federal authorities have made
some progress towards enhancing coordination. Since Congress
added full state representation to the FFIEC in 2006, federal regu-
lators are working more closely with state authorities to develop
processes and guidelines to protect consumers and prohibit certain
acts or practices that are either systemically unsafe or harmful to
consumers.

The states, working through CSBS and the American Association
of Residential Mortgage Regulators (AARMR), have made tremen-
dous strides towards enhancing coordination and cooperation
among the states and with our federal counterparts.
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The model for cooperative federalism among state and federal au-
thorities is the CSBS-AARMR Nationwide Mortgage Licensing Sys-
tem (NMLS) and the SAFE Act enacted last year. In 2003, CSBS
and AARMR began a very bold initiative to identify and track
mortgage entities and originators through a database of licensing
and registration. In January 2008, NMLS was successfully
launched with seven inaugural participating states. Today, 25
states plus the District of Columbia and Puerto Rico are using
NMLS. The hard work and dedication of the states was recognized
by Congress as you enacted the Housing and Economic Recovery
Act of 2008 (HERA). Title V of HERA, known as the SAFE Act, is
designed to increase mortgage loan originator professionalism and
accountability, enhance consumer protection, and reduce fraud by
requiring all mortgage loan originators be licensed or registered
through NMLS.

Combined, NMLS and the SAFE Act create a seamless system of
accountability, interconnectedness, control, and tracking that has
long been absent in the supervision of the mortgage market. Please
see the Appendix of my written testimony for a comprehensive list
of state initiatives to enhance coordination of financial supervision.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM GEORGE REYNOLDS

Q.1. Consumer Protection Regulation—Some have advocated that
consumer protection and prudential supervision should be divorced,
and that a separate consumer protection regulation regime should
be created. They state that one source of the financial crisis ema-
nated from the lack of consumer protection in the underwriting of
loans in the originate-to-distribute space.

What are the merits of maintaining it in the same agency? Alter-
natively, what is the best argument each of you can make for a
new consumer protection agency?

A.1. A separate consumer protection regulation regime would not
recognize state law. State legislators and regulators are in the first
and best position to identify trends and abusive practices. One reg-
ulator for consumer protection eliminates the dual oversight that
is made possible by state and federal laws and regulations. It
would also inhibit coordination and cooperation between regulators
or worse, provide a gap in regulation and oversight by the state
regulatory system.

The Treasury Blueprint for a Modernized Financial Regulatory
Structure, presented in March 2008, suggests the creation of a
business conduct regulator to conduct regulation across all types of
financial firms. The business conduct regulator would include key
aspects of consumer protection, including rule writing for disclo-
sures and business practices. This structure proposes to eliminate
gaps in oversight and provide effective consumer and investor pro-
tections.

The proposed business conduct regulator at the federal level
would be separate and distinct from the suggested prudential regu-



312

lator. NASCUS ! believes such a system would curtail, not enhance,
consumer protections.

The Treasury Blueprint would create a new federal bureaucracy,
taking away most supervisory, enforcement and rule making au-
thority from the states and federalizing those authorities in a new
business conduct regulator.

Much of the focus of attention of the OCC, OTS and NCUA has
been on seeking preemption from state consumer protection laws.
An example of this is the preemption efforts undertaken by these
agencies regarding the Georgia Fair Lending Act (GFLA). It is vital
that consumer protection statutes adopted at the state level apply
consistently to all financial institutions regardless of charter type.

Q.2. Regulatory Gaps or Omissions—During a recent hearing, the
Committee has heard about massive regulatory gaps in the system.
These gaps allowed unscrupulous actors like AIG to exploit the
lack of regulatory oversight. Some of the counterparties that AIG
did business with were institutions under your supervision.

Why didn’t your risk management oversight of the AIG counter-
parties trigger further regulatory scrutiny? Was there a flawed as-
sumption that AIG was adequately regulated, and therefore no fur-
ther scrutiny was necessary?

A.2. NASCUS members do not have regulatory oversight of AIG.
The answers provided by NASCUS focus on issues related to our
expertise regulating state credit unions and issues concerning the
state credit union system.

Q.3. Was there dialogue between the banking regulators and the
state insurance regulators? What about the SEC?

A.3. This question does not apply to state credit union regulators.
The answers provided by NASCUS focus on issues related to our
expertise regulating state credit unions and issues concerning the
state credit union system.

Q4. If the credit default swap contracts at the heart of this prob-
lem had been traded on an exchange or cleared through a clearing-
house, with requirement for collateral and margin payments, what
additional information would have been available? How would you
have used it?

A.4. Credit unions did not and currently do not engage in credit de-
fault swap contracts to the best of our knowledge.

Q.5. Liquidity Management—A problem confronting many financial
institutions currently experiencing distress is the need to roll-over
short-term sources of funding. Essentially these banks are facing a
shortage of liquidity. I believe this difficulty is inherent in any sys-
tem that funds long-term assets, such as mortgages, with short-
term funds. Basically the harm from a decline in liquidity is ampli-
fied by a bank’s level of “maturity-mismatch.”

I would like to ask each of the witnesses, should regulators try
to minimize the level of a bank’s maturity-mismatch? And if so,
what tools would a bank regulator use to do so?

1NASCUS is the professional association of state credit union regulatory agencies that char-
ter, examine and supervise the nation’s 3,100 state-chartered credit unions. The NASCUS , mis-
sion is to enhance state credit union supervision and advocate for a safe and sound credit union
system.
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A.5. Most credit unions supervised by state regulators have strong
core liquidity funding in the form of member deposits. Unlike other
financial institutions which use brokered funding, Internet deposit
funding and other noncore funding, these practices are rare in
credit unions.

Many credit unions’ liquidity position would be favorably im-
pacted if they had access to supplemental capital. Supplemental
capital would bolster the safety and soundness of credit unions and
provide further stability in this unpredictable market. It would also
provide an additional layer of protection to the NCUSIF thereby
maintaining credit unions’ independence from the federal govern-
ment and taxpayers.

Credit union access to supplemental capital is more important
than ever given the impact of losses in the corporate system on fed-
erally insured natural-person credit unions. Stabilizing the cor-
porate credit union system requires natural-person federally in-
sured credit unions to write off their existing one percent deposit
in the NCUSIF, as well as an assessment of a premium to return
NCUSIF’s equity ratio to 1.3 percent. Additionally, credit unions
with capital investments in the retail corporate credit union could
be forced to write-down as much as another $2 billion in corporate
capital. This will impact the bottom line of many credit unions, and
supplemental capital could have helped their financial position in
addressing this issue.

State regulators are committed to taking every feasible step to
protect credit union safety and safety and soundness—we must af-
ford the nation’s credit unions with the opportunity to protect and
grow liquidity as well as the tools to react to unusual market condi-
tions. The NASCUS Board of Directors and NASCUS state regu-
lators urge you to enact legislation allowing supplemental capital.

Q.6. Too-Big-To-Fail—Chairman Bair stated in her written testi-
mony that “the most important challenge is to find ways to impose
greater market discipline on systemically important institutions.
The solution must involve, first and foremost, a legal mechanism
for the orderly resolution of those institutions similar to that which
exists for FDIC-insured banks. In short we need to end too big to
fail.” I would agree that we need to address the too-big-to-fail issue,
both for banks and other financial institutions.

Could each of you tell us whether putting a new resolution re-
gime in place would address this issue?

A.6. While relatively few credit unions fall into the category of “too
big to fail,” with the exception perhaps of some of the larger cor-
porate credit unions, I believe as a general rule that if an institu-
tion is too big to fail, then perhaps it is also too large to exist. Per-
haps the answer is to functionally separate and decouple the risk
areas of a “too big to fail” organization so that a component area
can have the market discipline of potential failure, without impair-
ing the entire organization. Financial institutions backed by federal
deposit insurance need to have increased expectations of risk con-
trol and risk management.

Q.7. How would we be able to convince the market that these sys-
temically important institutions would not be protected by taxpayer
resources as they had been in the past?
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A.7. Again this area has relatively little application to state-char-
tered credit unions. But the most effective message can be con-
veyed to the marketplace by clearly indicating that these riskier
decoupled operations will not be supported by taxpayer resources
and then following through by letting these entities enter bank-
ruptcy or fail without government intervention.

Q.8. Pro-Cyclicality—I have some concerns about the pro-cyclical
nature of our present system of accounting and bank capital regu-
lation. Some commentators have endorsed a concept requiring
banks to hold more capital when good conditions prevail, and then
allow banks to temporarily hold less capital in order not to restrict
access to credit during a downturn. Advocates of this system be-
lieve that counter-cyclical policies could reduce imbalances within
financial markets and smooth the credit cycle itself.

What do you see as the costs and benefits of adopting a more
counter-cyclical system of regulation?

Do you see any circumstances under which your agencies would
take a position on the merits of counter-cyclical regulatory policy?

A.8. Perhaps the most needed measure relative to a counter-cycli-
cal system of regulation is the need to increase deposit insurance
premiums during periods of heightened earnings, as opposed to the
current practice of basing these assessment on deposit insurance
losses. Financial institutions end up with high assessments typi-
cally at the same time that their capital and earnings are under
pressure due to asset quality concerns. The deposit insurance funds
need to be built up during the good times and banks and credit
unions need to be able to have lower assessments during periods
of economic uncertainty.

It would also be wise to review examination processes to see
where greater emphasis can be placed on developing counter-cycli-
cal processes and procedures. This will always be a challenge dur-
ing periods of economic expansion, where financial institutions are
experiencing low levels of nonperforming loans and loan losses,
strong capital and robust earnings. Under these circumstances su-
pervisors are subject to being accused by financial institutions and
policy makers as impeding economic progress and credit avail-
ability. It would be beneficial to take a stronger and more aggres-
sive posture regarding concentration risk and funding and asset/li-
ability management risk during periods of economic expansion.

Q.9. G20 Summit and International Coordination—Many foreign
officials and analysts have said that they believe the upcoming G20
summit will endorse a set of principles agreed to by both the Fi-
nancial Stability Forum and the Basel Committee, in addition to
other government entities. There have also been calls from some
countries to heavily re-regulate the financial sector, pool national
sovereignty in key economic areas, and create powerful supra-
national regulatory institutions. (Examples are national bank reso-
lution regimes, bank capital levels, and deposit insurance.) Your
agencies are active participants in these international efforts.

What do you anticipate will be the result of the G20 summit?

Do you see any examples or areas where supranational regula-
tion of financial services would be effective?
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How far do you see your agencies pushing for or against such su-
pranational initiatives?

A9. To ensure a comprehensive regulatory system for credit
unions, Congress should consider the current dual chartering sys-
tem as a regulatory model. Dual chartering and the value offered
to consumers by the state and federal systems provide the compo-
nents that make a comprehensive regulatory system. Dual char-
tering also reduces the likelihood of gaps in financial regulation be-
cause there are two interested regulators. Often, states are in the
first and best position to identify current trends that need to be
regulated and this structure allows the party with the most infor-
mation to act to curtail a situation before it becomes problematic.
Dual chartering should continue. This system provides account-
ability and the needed structure for effective and aggressive regu-
latory enforcement.

The dual chartering system has provided comprehensive regula-
tion for 140 years. Dual chartering remains viable in the financial
marketplace because of the distinct benefits provided by each char-
ter, state and federal. This system allows each financial institution
to select the charter that benefits its members or consumers the
most. Ideally, for any system, the best elements of each charter
should be recognized and enhanced to allow for competition in the
marketplace so that everyone benefits. In addition, the dual char-
tering system allows for the checks and balances between state and
federal government necessary for comprehensive regulation. Any
regulatory system should recognize the value of the dual chartering
system and how it contributes to a comprehensive regulatory struc-
ture. Regulators should evaluate products and services based on
safety and soundness and consumer protection criterion. This will
maintain the public’s confidence.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR REED
FROM GEORGE REYNOLDS

Q.1. It is clear that our current regulatory structure is in need of
reform. At my subcommittee hearing on risk management, March
18, 2009, GAO pointed out that regulators often did not move swift-
ly enough to address problems they had identified in the risk man-
agement systems of large, complex financial institutions.

Chair Bair’s written testimony for today’s hearing put it very
well: “ . . . the success of any effort at reform will ultimately rely
on the willingness of regulators to use their authorities more effec-
tively and aggressively.”

My questions may be difficult, but please answer the following:
If this lack of action is a persistent problem among the regulators,
to what extent will changing the structure of our regulatory system
really get at the issue?

A.1. We do not perceive that lack of action is a problem among the
state credit union regulators. In fact, the authority given to state
regulators by state legislatures allows state regulators to move
quickly to mitigate problems and address risk in their state-char-
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tered credit unions. NASCUS? believes that the dual chartering
structure which allows for both a strong state and federal regulator
is an effective regulatory structure for credit unions.

State and federal credit union regulators regularly exchange in-
formation about the credit unions they supervise; it is a cooperative
relationship. The Federal Credit Union Act (FCUA) provides that
“examinations conducted by State regulatory agencies shall be uti-
lized by the Board for such purposes to the maximum extent fea-
sible.” 2 Further, Congress has recognized and affirmed the distinct
roles played by state and federal regulatory agencies in the FCUA
by providing a system of consultation and cooperation between
state and federal regulators.3 It is important that all statutes and
regulations written in the future include provisions that require
consultation and cooperation between state and federal credit
union regulators to prevent regulatory and legal barriers to the
comprehensive information sharing. This cooperation helps regu-
lators identify and act on issues before they become a problem.

State regulators play an important role in protecting the safety
and soundness of the state credit union system. It is imperative
that any regulatory structure preserve state regulators role in over-
seeing and writing regulations for state credit unions. In addition,
it is critical that state regulators and National Credit Union Ad-
ministration (NCUA) have parity and comparable systemic risk au-
thority with the Federal Deposit Insurance Corporation (FDIC).

Q.2. Along with changing the regulatory structure, how can Con-
gress best ensure that regulators have clear responsibilities and
authorities, and that they are accountable for exercising them “ef-
fectively and aggressively”?

A.2. To ensure a comprehensive regulatory system, Congress
should consider the current dual chartering system as a regulatory
model. Dual chartering and the value offered to consumers by the
state and federal systems provide the components that make a
comprehensive regulatory system. Dual chartering also reduces the
likelihood of gaps in financial regulation because there are two in-
terested regulators. Often, states are in the first and best position
to identify current trends that need to be regulated and this struc-
ture allows the party with the most information to act to curtail
a situation before it becomes problematic. Dual chartering should
continue. This system provides accountability and the needed
structure for effective and aggressive regulatory enforcement.

The dual chartering system has provided comprehensive regula-
tion for 140 years. Dual chartering remains viable in the financial
marketplace because of the distinct benefits provided by each char-
ter, state and federal. This system allows each financial institution
to select the charter that benefits its members or consumers the
most. Ideally, for any system, the best elements of each charter
should be recognized and enhanced to allow for competition in the

1NASCUS is the professional association of state credit union regulatory agencies that char-
ter, examine and supervise the nation’s 3,100 state-chartered credit unions. The NASCUS mis-
sion is to enhance state credit union supervision and advocate for a safe and sound credit union
system.

212 U.S. Code §1781(b)(1).

3The “Consultation and Cooperation With State Credit Union Supervisors” provision con-
tained in The Federal Credit Union Act, 12 U.S. Code §1757a(e) and 12 U.S. Code §1790d().
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marketplace so that everyone benefits. In addition, the dual char-
tering system allows for the checks and balances between state and
federal government necessary for comprehensive regulation. Any
regulatory system should recognize the value of the dual chartering
system and how it contributes to a comprehensive regulatory struc-
ture. Regulators should evaluate products and services based on
safety and soundness and consumer protection criterion. This will
maintain the public’s confidence.

Q.3. How do we overcome the problem that in the boom times no
one wants to be the one stepping in to tell firms they have to limit
their concentrations of risk or not trade certain risky products?
What thought has been put into overcoming this problem for reg-
ulators overseeing the firms?
Is this an issue that can be addressed through regulatory re-
structure efforts?

A.3. The current credit union regulatory structure appropriately
provides state credit union regulators rulemaking and enforcement
authority. This authority helps state regulators respond to prob-
lems and trends at state-chartered credit unions and it places them
in a position to help state credit unions manage risks on their bal-
ance sheets.

It is sometimes difficult, particularly during a period of economic
expansion to motivate financial institutions to reduce concentration
risk when institutions are strongly capitalized and have robust
earnings. This is, nevertheless, the appropriate role of a regulator
and it is not really a factor that can be addressed through regu-
latory restructuring. It can only be impacted by having effective,
experienced and well trained examiners that are supported in con-
sistent manner by experienced supervisory management.

Q.4. As Mr. Tarullo and Mrs. Bair noted in their testimony, some
financial institution failures emanated from institutions that were
under federal regulation. While I agree that we need additional
oversight over and information on unregulated financial institu-
tions, I think we need to understand why so many regulated firms
failed.

Why is it the case that so many regulated entities failed, and

many still remain struggling, if our regulators in fact stand as a
safety net to rein in dangerous amounts of risk-taking?
A.4. The current economic crisis and resulting destabilization of
portions of the financial services system has revealed certain gaps
and lapses in overall regulatory oversight. Currently, state and fed-
eral regulators are assessing those lapses, identifying gaps, and
working diligently to address weaknesses in the system. As part of
this process, it is also important to recognize regulatory oversight
that worked, whether preventing failure, or identifying undue risk
in a manner that allowed for an orderly unwinding of a going con-
cern.

To the extent that regulators miscalculated a calibration of ac-
ceptable risk, as opposed to undue risk, it may be safe to conclude
that undue reliance was placed on underlying market assumptions
that failed upon severe market dislocation.
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Q.5. While we know that certain hedge funds, for example, have
failed, have any of them contributed to systemic risk?

A.5. NASCUS members do not regulate hedge funds. The answers
provided by NASCUS focus solely on issues related to our expertise
regulating state credit unions and issues concerning the state cred-
it union system.

Q.6. Given that some of the federal banking regulators have exam-
iners on-site at banks, how did they not identify some of these
problems we are facing today?

A.6. Given NASCUS members regulatory scope, this question does
not apply. The answers provided by NASCUS focus solely on issues
related to our expertise regulating state credit unions and issues
concerning the state credit union system.

NASCUS background: The NASCUS,4 mission is to enhance
state credit union supervision and advocate for a safe and sound
credit union system. NASCUS represents the interests of state
agencies before Congress and is the liaison to federal agencies, in-
cluding the National Credit Union Administration (NCUA). NCUA
is the chartering authority for federal credit unions and the admin-
istrator of the National Credit Union Share Insurance Fund
(NCUSIF), the insurer of most state-chartered credit unions.

Credit unions in this country are structured in three tiers. The
first tier consists of 8,088 natural-person credit unions> that pro-
vide services to consumer members. Approximately 3,100 of these
institutions are state-chartered credit unions and are regulated by
state regulatory agencies. There are 276 retail corporate credit
unions, which provide investment, liquidity and payment system
services to credit unions; corporate credit unions do not serve con-
sumers. The final tier of the credit union system is a federal whole-
sale corporate that acts as a liquidity and payment systems pro-
vider to the corporate system and indirectly to the consumer credit
unions.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM GEORGE REYNOLDS

Q.1. The convergence of financial services providers and financial
products has increased over the past decade. Financial products
and companies may have insurance, banking, securities, and fu-
tures components. One example of this convergence is AIG. Is the
creation of a systemic risk regulator the best method to fill in the
gaps and weaknesses that AIG has exposed, or does Congress need
to reevaluate the weaknesses of federal and state functional regula-
tion for large, interconnected, and large firms like AIG?

A.1. NASCUS! members do not have oversight responsibilities for
AIG. The answers provided by NASCUS focus on issues related to
our expertise regulating state credit unions and issues concerning

4NASCUS is the professional association of state credit union regulatory agencies that char-
ter, examine and supervise the nation’s 3,100 state-chartered credit unions.

5Credit Union Report, Year-End 2008, Credit Union National Association.

6There are 14 state-chartered retail corporate credit unions and 13 federally chartered cor-
porate credit unions.

1NASCUS is the professional association of state credit union regulatory agencies that char-
ter, examine and supervise the nation’s 3,100 state-chartered credit unions.
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the state credit union system. Although NASCUS does not have
specific comments related to AIG, the following views on systemic
risk are provided for your consideration.

It is important that systemic risk that is outside of the normal
supervisory focus of financial institution regulators be monitored
and controlled, but it is also imperative that the systemic risk proc-
ess not interfere or add additional regulatory burden to financial
institutions that are already supervised by their chartering au-
thorities (state and federal) and their deposit insurers.

Regarding systemic risk, NASCUS believes that systemic risk
and concentration risk can be mitigated through state and federal
regulation cooperation. Regardless of which approach is selected to
mitigate systemic risk, it presents all regulators with challenges,
even those without direct jurisdiction over the entity representing
the risk. By drawing on the expertise of many regulatory agencies,
state and federal regulators could improve their ability to detect
and address situations before they achieve critical mass.

State regulators play an important role in mitigating systemic
risk in the state credit union system. Congress provides and af-
firms this distinct role in the Federal Credit Union Act (FCUA) by
providing a system of “consultation and cooperation” between state
and federal regulators. 2 It is imperative that any regulatory struc-
ture preserve state regulators role in overseeing and writing regu-
lations for state credit unions. In addition, it is critical that state
regulators and NCUA have parity and comparable systemic risk
authority with the Federal Deposit Insurance Corporation (FDIC).
NASCUS would be concerned about systemic risk regulation that
introduces a new layer of regulation for credit unions or proposes
to consolidate regulators and state and federal credit union char-
ters.

Q.2. Recently there have been several proposals to consider for fi-
nancial services conglomerates. One approach would be to move
away from functional regulation to some type of single consolidated
regulator like the Financial Services Authority model. Another ap-
proach is to follow the Group of 30 Report which attempts to mod-
ernize functional regulation and limit activities to address gaps and
weaknesses. An in-between approach would be to move to an objec-
tives-based regulation system suggested in the Treasury Blueprint.
What are some of the pluses and minuses of these three ap-
proaches?

A.2. The Treasury Blueprint for a Modernized Financial Regulatory
Structure, presented in March 2008, suggests an objectives-based
approach to address market failures. NASCUS opposes this ap-
proach because it does not recognize the supervisory, enforcement
and rule-making authority of the states. The suggested prudential
financial regulator usurps the role of the National Credit Union
Administration (NCUA) and it eliminates the National Credit
Union Share Insurance Fund (NCUSIF), a fund that federally in-
sured credit unions recapitalized in 1985 by depositing one percent
of their shares into the Share Insurance Fund.

2The Consultation and Cooperation With State Credit Union Supervisors provision contained
in The Federal Credit Union Act, 12 U.S. Code §1757a(e) and 12 U.S. Code §1790d(1).
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The Blueprint would eliminate the credit union dual chartering
system, a system that is based on the important foundation of com-
petition and choice between state and federal charters.

Disruption of the current dual chartering structure would have
various negative impacts. It would diminish state and federal regu-
lator cooperation, tip the balance of power between states and the
federal government and minimize the economic benefit and en-
hanced consumer protections available to states through state-char-
tered institutions. State legislators and regulators would no longer
determine what is appropriate for a state-chartered institution.

Q.3. If there are institutions that are too big to fail, how do we
identify that? How do we define the circumstance where a single
company is so systemically significant to the rest of our financial
circumstances and our economy that we must not allow it to fail?
A.3. While relatively few credit unions fall into the category of “too
big to fail,” with the exception of perhaps some of the larger cor-
porate credit unions, I believe as a general rule that if an institu-
tion is “too big to fail,” then perhaps it is also too large to exist.
Perhaps the answer is to functionally separate and decouple the
risk areas of a “too big to fail” organization so that a component
area can have the market discipline of potential failure, without
impairing the entire organization. Financial institutions backed by
federal deposit insurance need to have increased expectations of
risk control and risk management.

Clearly it is important to take steps to reduce systemic risk and
lessen the impact of “too big to fail.” Many of the credit unions that
I supervise in Georgia would argue that the result of having these
large institutions with systemic risk is that when problems arise,
they get passed on to smaller credit unions through increased de-
posit insurance assessments.

Q.4. We need to have a better idea of what this notion of too big
to fail is—what it means in different aspects of our industry and
what our proper response to it should be. How should the federal
government approach large, multinational, and systemically signifi-
cant companies?

A.4. See response to previous question above.

Q.5. What does “fail” mean? In the context of AIG, we are talking
about whether we should have allowed an orderly Chapter 11
bankruptcy proceeding to proceed. Is that failure?

A.5. While AIG does not directly relate to the state-chartered credit
unions supervised by NASCUS state regulators, my general view
as a financial services regulator is that institutions which become
insolvent should face market based solutions; either bankruptcy or
some type of corporate reorganization. Seeking government based
solutions under these circumstances encourages excessive risk tak-
ing and creates moral hazard.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR KOHL
FROM GEORGE REYNOLDS

Q.1. Two approaches to systemic risk seem to be identified: (1)
monitoring institutions and taking steps to reduce the size/activi-
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ties of institutions that approach a “too large to fail” or “too sys-
temically important to fail” or (2) impose an additional regulator
and additional rules and market discipline on institutions that are
considered systemically important.

Which approach do you endorse? If you support approach one
how you would limit institution size and how would you identify
new areas creating systemic importance?

If you support approach two how would you identify systemically
important institutions and what new regulations and market dis-
cipline would you recommend?

A.1. NASCUS! believes that systemic risk can be mitigated
through state and federal regulator cooperation. Regardless of
which approach is selected to mitigate systemic risk, it presents all
regulators with challenges, even those without direct jurisdiction
over the entity representing the risk. By drawing on the expertise
of many regulatory agencies, state and federal regulators could im-
prove their ability to detect and address situations before they
achieve critical mass.

State regulators play an important role mitigating systemic risk
in the state credit union system. It is imperative that any regu-
latory structure preserve state regulators role in overseeing and
writing regulations for state credit unions. In addition, it is critical
that state regulators and National Credit Union Administration
(NCUA) have parity and comparable systemic risk authority with
the Federal Deposit Insurance Corporation (FDIC).

Systemic risk mitigation should recognize and utilize both state
and federal credit union regulators and draw on their combined
regulatory expertise. NASCUS would be concerned about a sys-
temic risk regulation that introduces a new layer of regulation for
credit unions or proposes to consolidate regulators and state and
federal credit union charters.

Q.2. Please identify all regulatory or legal barriers to the com-
prehensive sharing of information among regulators including in-
surance regulators, banking regulators, and investment banking
regulators. Please share the steps that you are taking to improve
the flow of communication among regulators within the current leg-
islative environment.

A.2. NASCUS does not believe that any regulatory or legal barriers
to the comprehensive sharing of information between state and fed-
eral credit union regulators are insurmountable. Cooperation exists
between state and federal credit union regulators and they regu-
larly exchange information about the credit unions they supervise;
it is a cooperative relationship. The Federal Credit Union Act
(FCUA) provides that “examinations conducted by State regulatory
agencies shall be utilized by the [NCUA] Board for such purposes
to the maximum extent feasible.”2 Further, Congress has recog-
nized and affirmed the distinct roles played by state and federal
regulatory agencies in the FCUA by providing a system of consulta-

INASCUS is the professional association of state credit union regulatory agencies that char-
ter, examine and supervise the nation’s 3,100 state-chartered credit unions. The NASCUS mis-
sion is to enhance state credit union supervision and advocate for a safe and sound credit union
system.

212 U.S. Code §1781(b)(1).
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tion and cooperation between state and federal regulators.3 It is
important that all statutes and regulations written in the future
include provisions that require consultation and cooperation be-
tween state and federal credit union regulators to prevent barriers
that could impede comprehensive information sharing.

There are processes established for comprehensive information
sharing. Two examples come to mind: State regulators signed both
a memorandum of understanding with the Financial Crimes En-
forcement Network and a Document of Cooperation with the NCUA
to facilitate the critical information sharing necessary for regu-
latory compliance.

The memorandum of understanding sets forth procedures for the
exchange of information between the Financial Crimes Enforce-
ment Network (FinCEN), a bureau within the U.S. Department of
the Treasury and state financial regulatory agencies. Information
exchange is intended to assist FinCEN in fulfilling its role as ad-
ministrator of the Bank Secrecy Act and it assists state agencies
in fulfilling their role as the financial institution supervisor. It ful-
fills the collective goal of the parties to enhance communication
and coordination that help financial institutions identify and deter
terrorist activities.

The Document of Cooperation is the formal agreement between
NASCUS, on behalf of state regulatory agencies and the NCUA,
the federal credit union regulator and administrator of the Na-
tional Share Insurance Fund. The purpose of the document is to
show the alliance between state and federal regulators to work
with the common goal of providing solid credit union examination
and supervision.

Both of these documents illustrate the respect and mutual co-
i)peration that exists between state and federal credit union regu-
ators.

3The Consultation and Cooperation With State Credit Union Supervisors provision contained
in The Federal Credit Union Act, 12 U.S. Code §1757a(e) and 12 U.S. Code §1790d(1).
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