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Executive Summary

The recent financial crisis made clear that insufficient attention was paid to sources of
systemic risk that can threaten the stability of the financial system and, with it, the real
economy. Moreover, the crisis showed that it is critical for government officials to have and
be able to use the tools necessary to prevent and mitigate systemic threats. This paper
analyzes several key changes that Congress made to address systemic risk in the wake of
the crisis. It then makes five specific recommendations that both Congress and financial
regulatory agencies should take to ensure a more effective response to future financial
panics and crises. These recommendations address: Federal Reserve emergency lending
powers, Federal Deposit Insurance Corporation (FDIC) emergency debt guarantees, broker-
dealer access to collateralized lending from the Federal Reserve to ensure necessary
liquidity in the financial system, Financial Stability Oversight Council (FSOC) authorities and
transparency, and tailored regulation and supervision by the Federal Reserve.

In the years preceding the crisis, high levels of risk accumulated within the financial system.
Poor underwriting, systematic mispricing of risk, fraud, and a fundamental lack of discipline
were among the factors that contributed to broad declines in asset prices, including sharp
declines in some prices during the financial panic, and the loss of confidence that ultimately
threatened to bring down the entire financial system. These factors, combined with high
levels of leverage, gave some financial institutions—both regulated and unregulated—little
margin for error. The systemic implications of this accumulation of risk were not adequately
recognized or understood by management, investors, regulators, supervisors, policymakers,
and stakeholders. The nature and extent of practices that led to that accumulation of risk
likewise were not adequately understood.

Part of this failure to identify and understand the buildup of risk stemmed from the fact that
there was no government entity, or coordinated group of entities, expressly responsible for
overseeing financial stability or identifying potential threats to the broad financial system.
This lack of so-called “macro-prudential supervision” made it possible for each financial
regulatory agency to take false comfort in thinking that certain problems were someone
else’s job. This problem was compounded by data that were incomplete and not
standardized, leading to situations where different agencies had different, partial, or unclear
views of what was happening in real time. Further, regulators did not use existing authority
to limit or prevent some kinds of risk from building within the financial system.

Adding to the problem, money-like liabilities accumulated in nonbank financial institutions,
which were not subject to the same supervisory oversight as banks, and for which there

" Macro-prudential supervision involves oversight geared toward ensuring the safety and soundness of the overall
financial system, while micro-prudential supervision refers to monitoring and ensuring the safety and soundness of
individual financial institutions.
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were fewer regulatory tools to address run risk." In particular, nonbank broker-dealers like
Lehman Brothers, Bear Stearns, and Merrill Lynch, as well as a proliferation of structured
investment vehicles (SIVs)," held large quantities of what later proved to be mispriced and
poorly underwritten assets, while relying on short-term funding sources that ran or
threatened to run with the onset of the crisis.

Government authorities found their traditional tools to address run and liquidity problems to
be inadequate and not designed to address problems occurring outside traditional banks.
Faced with a potential economic catastrophe, the Federal Reserve and the FDIC were forced
to use their existing authority in creative ways in an effort to stabilize markets and avoid
panic. For example, they guaranteed the debt of certain financial institutions and provided
liquidity to otherwise solvent nonbank institutions.

The Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (Dodd-Frank)?
was Congress’s primary response to the crisis. It addressed the regulatory gaps that had
allowed the buildup of systemic risk in a number of constructive ways:

¢ Enhanced prudential standards, such as higher levels of capital and liquidity, were
mandated for systemically important financial institutions (SIFIs)—whether “bank
SIFIs” or “nonbank SIFIs”?>—in order to make these institutions safer and better able
to withstand shocks and losses without failing;

* Enhanced resolution authority was given to the FDIC which, along with mandated
resolution planning, will make it far more possible for the federal government to
allow the largest financial firms to fail in an orderly manner without damaging the
broader financial sector;

*« A new council of regulators, the FSOC, was created specifically to coordinate financial
regulation and supervision and to monitor systemic risk, aided by another new body,
the Office of Financial Research (OFR);

e The FSOC was provided with the authority to designate any U.S. nonbank financial
company as a nhonbank SIFI if the FSOC determines by a two-thirds vote of its
members that the company “could pose a threat to the financial stability of the
United States.” Designation authority allows the FSOC to bring systemically

" Note, however, that broker-dealers that were subsidiaries of bank holding companies were, in general, subject to
the same run risks as independent broker-dealers.

I Also known as “conduits,” SIVs are institutions, often subsidiaries of a larger financial institution, that attempt to
make money on the difference between interest rates on short-term debt they typically use to fund themselves and
the higher rates paid on the longer-term assets in which they invest and hold as collateral. Prior to the crisis, SIVs
often profited in the short run by holding securities backed by mortgages and collateralized debt obligations while
funding these holdings with short-term liabilities like asset-backed commercial paper that they issued. When the
commercial paper market began to seize up in 2007, however, due to doubts about the value of underlying
collateral, SIVs began having trouble rolling over their short-term liabilities. As separate legal entities, SIVs were
nominally off of the balance sheets of the institutions of which they were subsidiaries. In reality, though, the larger
institutions felt obliged to bail out these subsidiaries, meaning that large losses from which the parent institutions
were supposedly insulated were suddenly brought back onto balance sheets. This resulted in markets realizing that
these large institutions had more risk on their books than previously thought.
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important nonbanks “within the perimeter” of increased federal oversight that in the
past has applied primarily to traditional banking organizations;

¢ The Consumer Financial Protection Bureau was created to establish a single set of
rules for consumer financial products and to enhance consumer financial protection;
and

¢ Derivatives activities were made subject to more centralized clearing and greater
transparency.

These and other provisions of Dodd-Frank have helped make the U.S. financial system safer
and more stable than before the crisis.*

Certain provisions of Dodd-Frank, however, are cause for concern, because they
unnecessarily restrict the ability of the Federal Reserve and the FDIC to provide short-term
liquidity to the financial system to mitigate the real-economy impact of a financial panic or
crisis and they also restrict the ability to guarantee the debt of healthy financial companies
in similar circumstances. In addition, Dodd-Frank did not adequately address the provision
of temporary liquidity to certain nonbanks that, in a modern financial system, hold
substantial quantities of runnable liabilities that are not bank deposits. The Act did attempt
to address the issue of macro-prudential oversight in part by creating the FSOC, but it did
not give the FSOC sufficient authority to carry out the duties assigned to it. Finally, although
Congress wisely realized the importance of tailoring the regulation and supervision of the
newly desighated nonbank SIFIs by the Federal Reserve, there are restrictions on and
concerns about the Federal Reserve’s ability to achieve these goals. This paper addresses
each of these concerns.

Recommendation 1: Congress should restore the ability of the Federal Reserve to
make emergency loans to individual non-depository institutions.

Dodd-Frank removed the ability of the Federal Reserve to provide emergency discount-
window lending to an individual person, partnership, or corporation (other than an individual
depository institution). Instead, such lending to a non-depository institution may only be
provided to participants in programs or facilities that have “broad-based eligibility”; in other
words, it is no longer permitted to provide an emergency loan to a nonbanking institution on
a “one-off” basis.’

The Act preserves the ability of the Federal Reserve to make emergency loans on a
programmatic basis to groups of nonbanking companies, which was one of the most
effective tools the agency used during the crisis to inject stabilizing liquidity into the
financial system. However, the agency’s emergency lending to individual companies, while
unpopular, was also at times very effective in staving off far worse financial stability
problems. Most notably, emergency loans on a “one-off” basis to AIG prevented the type of
system-wide disruption and disorderly failure experienced by Lehman Brothers. The same
proved true with respect to the emergency loans or guarantees provided to Bear Stearns.
All such loans were ultimately repaid with interest.
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The hope of Dodd-Frank is that this type of emergency lending to an individual company to
stave off failure will no longer be necessary in light of the Act’s creation of Orderly
Liquidation Authority for the FDIC, complete with a new source of government liquidity, that
will enable that agency to resolve a failing large financial company in an orderly manner.
This hope may well prove to be realized, as BPC’s Failure Resolution Task Force made clear
in its recommendations related to Orderly Liquidation Authority and the promising single-
point-of-entry approach to using that authority.®

Yet, the future is uncertain. It is impossible to predict whether there will be a similar or
different type of compelling need—whether caused by a financial crisis or the desire to avoid
one—to make an emergency loan to an individual company to preserve financial stability. In
2008, U.S. government officials were fortunate and grateful to have such flexible, “break-
the-glass-in-an-emergency” authority to address unforeseen problems at individual firms.
Moreover, they used that authority prudently and in a limited way, however unpopular it
proved to be. Future government officials need to have that same emergency authority to
address future unanticipated problems that threaten financial stability.

To be sure, such extraordinary authority should be reserved for true emergencies. Indeed,
that is precisely what occurred with the previous authority to make emergency loans to
single non-depository institutions: such authority had been created in the 1930s, but was
never used to any significant degree for more than 70 years until the onset of the recent
financial crisis.” To ensure the emergency nature of such authority, legislative change to
reinstate it should establish appropriate thresholds so that the loans could be made only in
truly exigent circumstances.

Recommendation 2: Congress should eliminate the Dodd-Frank requirement for
the FDIC to gain prior congressional approval to provide emergency guarantees to
debt issued by depository institutions or their affiliates.

In October 2008, governments around the world coordinated their efforts to stem the
unfolding financial panic by announcing broad guarantees of debt issued by their banking
organizations. The U.S. government joined this effort through the FDIC’s creative use of its
bank resolution authority, in particular by using the “systemic risk exception” to the “least
cost resolution” requirement.® While that exceptional authority had been thought to relate to
the resolution of an individual failing depository institution, it was used during the financial
crisis to guarantee newly issued, longer-term debt by large bank and savings and loan
holding companies, quite apart from the impending failure of an individual bank. By nearly
all accounts, this Temporary Liquidity Guarantee Program played a material role in quelling
the financial panic and restoring confidence in the banking system, and it did so in a
prudent manner in which the FDIC earned a net profit of $9.3 billion for the government.®

Dodd-Frank curtailed the ability of the FDIC to use the systemic risk exception in such a
broad manner; instead, going forward it may only be used in circumstances where an
insured depository institution has failed, and only “for the purpose of winding up the insured
depository institution.”*® As a result, the authority arguably can no longer be used, as it was
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in the crisis, to provide “open bank assistance” or,!! more generally, to take financial
stability actions that are only loosely related to a specific depository institution, such as
guaranteeing debt issued by depository institution holding companies on a programmatic
basis.

At the same time, however, Dodd-Frank expressly and appropriately recognized the value of
the FDIC providing, “during times of severe economic stress,”'? programmatic guarantees of
debt issued by healthy insured depository institutions and their affiliates in order to address
a “liquidity event” affecting the ability of such institutions to obtain funding.!® The task force
views this as a positive lesson learned from the financial crisis and supports the express
establishment of this new tool for fighting financial panic.

Unfortunately, however, while Congress imposed prudent controls to govern the use of this
new debt guarantee authority, in one instance it went too far: before any specific guarantee
may be issued, the FDIC must obtain a joint resolution of approval from Congress.* While
procedures are included in Dodd-Frank to fast-track such a joint resolution, there can be no
assurance that approval would occur or, if it did occur, that it would be swift in coming. The
resulting potential for inaction or inordinate delay is too high a hurdle to impose when
effective, speedy action is called for, as will almost certainly be the case in any financial
crisis—and was indeed the case in 2008. While effective controls on this broad authority are
needed, other controls imposed by the new provision in Dodd-Frank would be sufficient to
avoid potential abuses of this new authority, without the need for separate congressional
approval through a joint resolution. The task force therefore recommends that the joint
resolution approval requirement be eliminated.

Recommendation 3: Broker-dealers owned by regulated SIFIs should be granted
access to collateralized liquidity from the Federal Reserve, comparable to access
provided to depository institutions, to help address the liquidity needs of the U.S.
financial system. Similar access should be provided to a broker-dealer not owned
by a SIFI where the broker-dealer’s balance sheet makes it especially vulnerable
to runs. Access to such liquidity, similar to discount-window lending, should only
be provided subject to terms and conditions, including supervisory conditions,
established by the Federal Reserve in consultation with the Securities and
Exchange Commission (SEC).

Containing the potential damage from a crisis once it starts is only part of the battle. It is
far better to prevent systemic threats from occurring in the first place. In this regard, there
are important steps that can and should be taken to further improve the safety and
resilience of the financial system.

In particular, at the core of every financial crisis is the potential for a run on at least one
type of liability. The combination of deposit insurance and discount-window lending has
proved to be an effective set of tools for reducing the threat of runs on deposits at
commercial banks.!®> However, there has been a pronounced trend in the U.S. financial
system to fund an increasing proportion of financial assets outside the banking system, in
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many cases with short-term non-deposit liabilities such as money market funds, repurchase
agreements, and commercial paper (including asset-backed commercial paper). It was
precisely these sorts of non-deposit, money-like liabilities that proved vulnerable to runs
during the financial crisis, yet the government did not have the same tools to address these
vulnerabilities as it has with depository institutions. As a result, what began as smaller and
more contained liquidity problems at particular nonbank firms quickly spread throughout the
system. The U.S. Treasury, the Federal Reserve, and the FDIC creatively devised a humber
of emergency liquidity facilities to help prevent an even greater financial panic. Eventually,
these emergency government efforts proved successful, but not for a substantial period of
time and only with the commitment of enormous amounts of government resources.

Accordingly, it is important to recognize the changed funding structure of the U.S. financial
system and adopt policies that have the potential to address significant run risk at non-
depository institutions before runs occur, panic is ignited, and emergency measures are
required. Enhanced liquidity requirements, such as the Liquidity Coverage Ratio and the Net
Stable Funding Ratio, are sound efforts to address such run risk, both at banks and certain
nonbanks. In addition, the Federal Reserve has discussed other measures that it is
considering regarding firms’ reliance on short-term wholesale funding.®

While important, these measures may not prove adequate for preventing runs at nonbank
institutions that need to fund large amounts of assets with large amounts of short-term
liabilities. In this context, the oldest and most successful tool to address run risk, the
central bank’s ability to provide liquidity against collateral, should be carefully extended, but
only where such risk is significant with respect to the liquidity of the financial system as a
whole, and only if these institutions are subject to appropriate prudential regulation and
supervision.

The institutions that most clearly satisfy such criteria are the largest broker-dealers, all of
which are currently owned by bank SIFIs. These institutions rely on substantial quantities of
short-term wholesale liabilities to fund their core trading businesses. During the financial
crisis, the vulnerability to runs at firms like Bear Stearns, Lehman Brothers, and Merrill
Lynch was a core accelerator of systemic risk. While such risk was especially pronounced for
those large broker-dealers that were not affiliated with large depository institutions, even
those broker-dealers that had such affiliations with banks remained vulnerable to run risk. It
is true that, as a result of the mergers and restructurings of the financial crisis, all the major
U.S. broker-dealers are affiliated with large banks, and each such affiliated bank has direct
access to Federal Reserve discount-window loans. There are, however, significant
restrictions on the ability of those banks to transfer funds to their affiliated broker-dealers.’
As a result, the broker-dealer subsidiaries in these organizations remain much more
susceptible to run risk in the event of financial stress than their affiliated banks—even
though the organizations have been deemed to be SIFIs and are therefore already subject
to extensive consolidated supervision by the Federal Reserve.

In this context, the task force believes that the type of access to collateralized liquidity
extended to a depository institution owned by a SIFI ought to be extended to a broker-
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dealer owned by the same SIFI. Because of the scale of their trading businesses and the
nature of their funding, these broker-dealers are the institutions that, in times of financial
stress, would be most susceptible to the types of runs that could have systemic
consequences if not checked with tools similar to discount-window loans—even taking into
account the liquidity reforms of Dodd-Frank and Basel III.

In addition, having access to such liquidity would make it easier to resolve such an entity
and its parent organization in an orderly manner under the traditional insolvency regimes of
the U.S. Bankruptcy Code and the Securities Investor Protection Act, without resorting to
the provisions created in Dodd-Frank’s Title II, including those provisions that provide a
failing firm with access to emergency liquidity from the government, which could be used by
a broker-dealer subsidiary. This is important because Congress made clear in the Act its
strong preference for failing firms to use such traditional insolvency regimes, rather than
Title II, wherever possible—which has been recognized by BPC’s Failure Resolution Task
Force as well.*® It is also important because making it easier for such firms to fail in an
orderly manner strengthens the expectation of market participants that they will be allowed
to do so, thereby mitigating the negative externalities associated with the “too-big-to-fail”
problem.

Moreover, because the organizations that currently own the very largest broker-dealers
have all been made subject by Dodd-Frank to enhanced prudential standards, they are
already subject to the system’s most intensive form of consolidated regulation and
supervision by the Federal Reserve. As a result, extending the safety net from the banking
part of the SIFI to the broker-dealer part of the SIFI should not present the same regulatory
challenges as would be the case with extending the discount window to an entirely
unregulated institution.

That said, extending such liquidity access should only be done if these institutions are
subject to appropriate regulation and supervision. In this context, the Federal Reserve’s
existing consolidated supervision provides extensive oversight of the broker-dealer, as does
the SEC’s existing broker-dealer regulatory and supervisory regime. As the entity extending
the loans to the broker-dealer, the Federal Reserve would need to be satisfied that the
broker-dealer is subject to the level of scrutiny the agency requires of any institution that
receives such loans. Accordingly, the task force recommends that the Federal Reserve, in
consultation with the SEC, be required to develop the terms and conditions, including
supervisory conditions, that the broker-dealer would need to satisfy in order to be eligible
for the collateralized liquidity envisioned here.

However, there may be circumstances where a broker-dealer that is nhot owned by a SIFI
engages in such substantial trading activities funded by short-term liabilities that it, too,
would present the type of run risk that would warrant access to collateralized liquidity from
the Federal Reserve, for all the reasons described above. If the owner of such a firm were
designated as a nonbank SIFI, its broker-dealer subsidiary would qualify for access to
liquidity from the Federal Reserve under the recommendation proposed above. But if the
broker-dealer’s organization were not a SIFI, and if the broker-dealer itself nevertheless
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presented significant levels of vulnerability to run risk, the Federal Reserve should have the
authority to provide liquidity support comparable to the discount window to such a firm.
Again, if the Federal Reserve were to extend this access, the broker-dealer should be
subject to the terms and conditions for that access, including supervisory conditions, that
the Federal Reserve should be required to develop in consultation with the SEC.

Recommendation 4: Congress should authorize the FSOC to issue regulations on
its own initiative under statutory authority already granted by Congress to one or
more of the FSOC’s member agencies when:

(a) One or more member agencies of the FSOC have been required to issue a
regulation by a statutory deadline and those agencies have failed to do so within
180 days of that deadline; or

(b) The FSOC determines that, in extraordinary circumstances, a failure to issue
regulations by one or more member agencies to address a financial activity or
practice poses a serious and material threat to the financial system.

The FSOC should only be allowed to take such extraordinary action on its own
initiative by a supermajority vote of all its members, and only when it makes an
express finding, with supporting reasons, that doing so is in the public interest.

The creation of the FSOC is a positive step that holds the potential for better oversight of
the financial system. Dodd-Frank established the Council and the OFR to “patrol the
boundaries” of financial services, to look over the horizon to anticipate potential future
sources of systemic risk, and to ensure that pockets of such risk do not grow outside of the
regulated perimeter to levels where they could become threats to financial stability. The
specific purposes of the Council include identifying risks to financial stability, promoting
market discipline, and responding to emerging threats to stability.'® Dodd-Frank also
assigned several duties to the FSOC, including identifying regulatory gaps that could pose a
risk to financial stability, facilitating coordination and information-sharing among its
member agencies, and providing direction to the OFR.%°

The FSOC'’s single major power is its ability to designate nonbank SIFIs, which is a power
with a binary outcome. A danger in having one primary authority is the tendency to look at
every problem through the lens of that authority, even if it is not the best solution in a
given case.

Dodd-Frank gave the FSOC more limited authorities and duties, separate and apart from its
authority to designate nonbank SIFIs, to address activities or practices that may pose risk
to financial stability. This more limited authority includes “naming-and-shaming” power,
which is the authority to publicly recommend that a member agency take a particular action
and, if the agency does not take the recommended action, require the agency to publicly
report to Congress its reasons for failing to do so.?! Dodd-Frank did not, however, empower
the FSOC to write rules or regulations, nor does the FSOC have the authority to require its
member agencies to take action within their existing regulatory authority to prevent
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activities or practices even if a supermajority of the Council agrees that they pose a
substantial risk to the financial system. In addition, while Dodd-Frank charged the FSOC
with facilitating coordination among its member agencies,?? the Council lacks the power to
force its member agencies to come to agreement on joint rules or regulations with respect
to such activities.

The enhancements proposed in Recommendation 4 to the FSOC’s authorities would likely be
used only in rare cases owing to a supermajority requirement for each.

The ability to effectively analyze regulatory and supervisory matters is only as good as the
data that undergirds that analysis. In support of its purpose and duty to collect and provide
data to the FSOC members,?® the OFR should ensure that sufficient attention is paid to
fulfilling its statutory goal of creating data standards that allow the FSOC and its member
agencies to conduct forward-looking analysis of financial markets. While the OFR’s analysis
functions are important, a well-designed data standard that provides more relevant data in
a timelier manner than is currently available has the potential to transform financial
regulation and should therefore be given priority.

The FSOC is only four years old and is still evolving. Additional transparency by the FSOC
would improve its functionality. The FSOC could and should take additional steps to increase
its level and quality of communication with firms that are under active consideration for SIFI
designation. Specifically, companies under consideration for designation should be allowed
to provide information and comment on the accuracy of data used for analysis by the FSOC.
To be clear, these suggestions are meant to improve the quality of the process by which
designation occurs. The task force understands and respects the inherently non-public
nature of the specific company designation process. Designation is similar to prudential
regulation in that there is an appropriate level of non-public discourse that can and should
go on between regulators and financial institutions. However, a private process can still
benefit from additional communication and increased transparency between regulators and
the regulated.

Recommendation 5: The Federal Reserve should tailor regulation and supervision
of nonbank SIFIs to account for the ways they are different from banks. Congress
should also ensure that regulators have appropriate authority to implement such

tailoring.

Bringing nonbanking organizations that are systemically significant within the ambit of
substantial federal regulation is a key goal of Dodd-Frank. One approach to this is through
the FSOC's designation of a nonbank as a SIFI, which means it is subjected to supervision
and regulation by the Federal Reserve. Similarly, with the enactment of Gramm-Leach-
Bliley, the Federal Reserve has consolidated supervisory authority and responsibility with
respect to companies owning both nonbank financial firms as well as insured banks. This
responsibility means, of necessity, that the Federal Reserve must develop and maintain the
expertise, policies, and resources required to appropriately supervise and regulate nonbank
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financial firms that are subject to its supervision, which currently includes financial market
utilities, insurance companies, securities firms, and other financial companies.

Desighated nonbank SIFIs, as well as bank SIFIs, ought to be subject to rigorous prudential
supervision. They should not, however, be regulated in exactly the same way as bank SIFIs.
While it is possible for nonbank companies to present the type of systemic risk that
warrants designation as nonbank SIFIs, the risks presented by such institutions are likely to
be different from the ones presented by predominantly banking organizations. As a result,
the consolidated supervision of such institutions ought to be tailored to address those
different risks, even if the resulting requirements are different from those that apply to bank
SIFIs.

It is helpful that several provisions of Dodd-Frank expressly recognize this distinction and
embrace the concept of tailored requirements for nonbank SIFIs. Section 165 of the Act, for
example, makes clear that, in developing prudential standards for designated nonbank
SIFIs, the Federal Reserve “shall take into account differences among nonbank financial
companies supervised by the Board of Governors and bank holding companies, based on ...
nonfinancial activities and affiliations of the [nonbank financial company].”?* [Emphasis
added.]

In addition, Section 115 of the Act states that in making recommendations for establishing
or refining prudential standards for nonbank SIFIs, the FSOC “may differentiate among
companies that are subject to heightened standards on an individual basis or by category,
taking into consideration their capital structure, riskiness, complexity, financial activities
(including the financial activities of their subsidiaries), size, and any other risk-related
factors that the Council deems appropriate.”®®

Unfortunately, Section 171 of the Act—the so-called “Collins Amendment”“—has been
interpreted by the Federal Reserve as requiring the application of bank-like capital
requirements to all entities regulated by the Federal Reserve. In addition, the Federal
Reserve, although it has the responsibility for regulating and supervising financial activities
generally, has appeared to approach regulation thus far from a banking perspective; thus,
concerns have been expressed that it will naturally default to bank-style regulation when
overseeing nonbank SIFIs and will be reluctant to adopt appropriate tailoring to reflect real
differences in business models and risk.

While the Federal Reserve has taken some encouraging steps in the direction of recognizing
differences in nonbank SIFIs, the task force recommends that the agency, when crafting
regulations for nonbank SIFIs, not simply default to bank regulation; that is, it should be
open to different regulation that better reflects a nonbank SIFI’s actual risks. By definition,
these companies are different from banking organizations—with different balance sheet
structures, revenue streams, and risk profiles—and the Federal Reserve needs to be open to
quite different forms of regulation and supervision to reflect those different attributes and
risks. In this regard, it is important to understand that tailored regulation and supervision
does not mean more lenient regulation and supervision. Rather, it means that any
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regulation and supervision needs to reflect the particular nature and risks of the business in
question.

In this context, the task force recommends that the FSOC take a more active role in
assisting the Federal Reserve with respect to recommended tailoring of standards for
nonbank SIFIs. Such steps on the part of the FSOC would be helpful, but the task force also
recommends that Congress pass legislation clarifying the ability of the Federal Reserve to
tailor its regulation for all nonbank SIFIs. Finally, the task force recommends that the
Federal Reserve acquire and maintain specific knowledge and expertise in each of the
industries over which it has prudential oversight.

The Federal Reserve should also consider how to best tailor the application of capital rules
and prudential regulation for the predominantly nonbank activities that exist within some
bank SIFIs. As noted above, Dodd-Frank provided this authority in Section 165, which
states that:

In prescribing more stringent prudential standards under this section, the Board of
Governors may, on its own or pursuant to a recommendation by the Council in
accordance with Section 115, differentiate among companies on an individual basis
or by category taking into consideration their capital structure, riskiness, complexity,
financial activities (including the financial activities of their subsidiaries), size, and
any other risk-related factors the Board of Governors deems appropriate.®®

The Dodd-Frank Act and other reforms that have been passed and implemented since the
crisis are likely to make the financial system safer than it was prior to the crisis. There
remain, however, important areas where Dodd-Frank went too far and ended up taking
away important crisis-fighting tools that could potentially weaken the nation’s ability to deal
with a future financial crisis. A weak response can result in a worse crisis, with increased
harm to the real economy.

The evolution of modern finance and the experience gained during the implementation of
Dodd-Frank suggest the need for additional reforms. The task force believes that the five
specific recommendations in this report will help prevent systemic threats, and therefore will
put government crisis managers in a better position to combat such threats, leading to a
safer and more stable financial system. By focusing on reducing the probability of future
financial crises and mitigating the damage from a crisis, the task force’s goal is to help
increase long-run sustainable economic growth and job creation.
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Infroduction,
Background, and
Government Response

to the Financial Crisis

The recent financial crisis made clear that insufficient attention had been paid to sources of
systemic risk that can threaten the collapse of the financial system and, with it, the real
economy. Moreover, the crisis showed how critical it is for government officials to have and
be able to use the tools necessary to prevent and mitigate systemic threats. This paper
analyzes several key changes that Congress made to address systemic risk in the wake of
the crisis. It then makes five specific recommendations that both Congress and financial
regulatory agencies should take to ensure a more effective response to future financial
panics and crises. These recommendations address: Federal Reserve emergency lending
powers, Federal Deposit Insurance Corporation (FDIC) emergency debt guarantees, broker-
dealer access to collateralized lending from the Federal Reserve to ensure necessary
liquidity in the financial system, Financial Stability Oversight Council (FSOC) authorities and
transparency, and tailored regulation and supervision by the Federal Reserve.

The discussion on how to handle systemic risk has evolved; it was a core component of the
reforms taken under the Dodd-Frank Wall Street Reform and Consumer Protection Act of
2010 (Dodd-Frank).?” Yet, in this policy debate no single, agreed-upon definition of
“systemic risk” appears to fully capture all of the term’s components. The Financial Stability
Board has defined systemic risk as: “a risk of disruption to financial services that is (i)
caused by an impairment of all or parts of the financial system and (ii) has the potential to
have serious negative consequences for the real economy.”?® A compilation of definitions of
systemic risk can be found in Appendix A and may be useful in thinking about the nature of
the problem these policy responses are designed to address.
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A brief review of the antecedents of the crisis is helpful in thinking about how systemic risk
built up prior to 2007. Poor underwriting, systematic mispricing of risk, fraud, and a
fundamental lack of market discipline were among the factors that contributed to broad
declines in asset prices, including sharp declines in some prices during the financial panic,
and the loss of confidence that ultimately threatened to bring down the entire financial
system. These factors, combined with high levels of leverage, gave some financial
institutions—both regulated and unregulated—little margin for error. The systemic
implications of this accumulation of risk were not adequately recognized or understood by
manhagement, investors, regulators, supervisors, policymakers, and stakeholders. The
nature and extent of practices that led to that accumulation of risk likewise were not
adequately understood.

Part of this failure to identify and understand the buildup of risk stemmed from the fact that
there was no government entity, or coordinated group of entities, expressly responsible for
overseeing financial stability or identifying potential threats to the broad financial system.
This lack of so-called “macro-prudential supervision”” made it possible for each financial
regulatory agency to take false comfort in thinking that certain problems were someone
else’s job. For example, the exceptionally poor underwriting of subprime residential
mortgages occurred primarily—but not exclusively—outside of banks, either in nonbanking
companies or in nonbank affiliates of banking companies that were subject to considerably
less scrutiny than banks. This problem was compounded by data that were incomplete and
not standardized, leading to situations where different agencies had different, partial, or
unclear views of what was happening in real time.

In addition, regulators at times failed to use authority that had been granted to them that
may have limited or prevented some kinds of risk from building within the financial system.
The Federal Reserve, for example, waited until 2008 to adopt new rules under the Home
Ownership and Equity Protection Act of 1994 (HOEPA). As the Financial Crisis Inquiry
Commission reported:

[L]long after the risky, nontraditional mortgage market had disappeared and the Wall
Street mortgage securitization machine had ground to a halt, the Federal Reserve
finally adopted new rules under HOEPA to curb the abuses about which consumer
groups had raised red flags for years—including a requirement that borrowers have
the ability to repay loans made to them.

By that time, however, the damage had been done. The total value of mortgage-
backed securities issued between 2001 and 2006 reached $13.4 trillion. There was a
mountain of problematic securities, debt, and derivatives resting on real estate
assets that were far less secure than they were thought to have been.?®

v Macro-prudential supervision involves oversight geared toward ensuring the safety and soundness of the overall
financial system, while micro-prudential supervision refers to monitoring and ensuring the safety and soundness of
individual financial institutions.
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To understand modern finance and the actions taken by regulators during the crisis, one
must understand runs on liabilities and the need for liquidity. Runs evoke the image of
customers lining up to withdraw their money from a bank—just like in Jimmy Stewart’s It's
a Wonderful Life. Bank runs on deposits of this type were not uncommon in the United
States until the establishment of the FDIC and deposit insurance in 1934. Since that time,
no depositor has lost any insured funds due to a bank failure, and runs on banks have been
uncommon until the most recent financial crisis.

Runs, however, do not originate only at banks. During the years leading up to the crisis,
money-like liabilities accumulated in nonbank financial institutions, which were not subject
to the same supervisory oversight as banks, and for which there were fewer regulatory tools
to address run risk.” In particular, nonbank broker-dealers like Lehman Brothers, Bear
Stearns, and Merrill Lynch, as well as a proliferation of structured investment vehicles
(SIVs),Y held large quantities of what later proved to be mispriced and poorly underwritten
assets, while relying on short-term funding sources that ran or threatened to run with the
onset of the crisis. A series of runs on such short-term funding sources amplified risk and
the speed at which the financial system destabilized during the crisis.

" Note, however, that broker-dealers that were subsidiaries of bank holding companies were, in general, subject to
the same run risks as independent broker-dealers.

v Also known as “conduits,” SIVs are institutions, often subsidiaries of a larger financial institution, that attempt to
make money on the difference between interest rates on short-term debt they typically use to fund themselves and
the higher rates paid on the longer-term assets in which they invest and hold as collateral. Prior to the crisis, SIVs
often profited in the short run by holding securities backed by mortgages and collateralized debt obligations while
funding these holdings with short-term liabilities like asset-backed commercial paper that they issued. When the
commercial paper market began to seize up in 2007, however, due to doubts about the value of underlying
collateral, SIVs began having trouble rolling over their short-term liabilities. As separate legal entities, SIVs were
nominally off of the balance sheets of the institutions of which they were subsidiaries. In reality, though, the larger
institutions felt obliged to bail out these subsidiaries, meaning that large losses from which the parent institutions
were supposedly insulated were suddenly brought back onto balance sheets. This resulted in markets realizing that
these large institutions had more risk on their books than previously thought.
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UNDERSTANDING REPOS

A repurchase agreement (a “repo”) is a contract between two parties in which one party
sells a security and promises to repurchase it from the counterparty at a specified future
date for a specified price. In practice, repos are essentially secured loans, typically with
relatively short-term maturity dates. Dealers (borrowers) provide collateral, usually in the
form of U.S. government securities®® and, less often, in corporate debt and equity securities.
The dealer is also typically required to post collateral in excess of the notional amount of a
loan (a haircut), which provides an increased level of security in the event of a counterparty
default.?! In return, the cash provider (lender) provides funds to the dealer. Upon expiration
of the agreement, the dealer returns the cash provided by the lender together with interest
(the repo rate) and the cash provider returns the collateral to the dealer. Most agreements
expire the following day (overnight repos), but some can mature over several days or even
months (term repos).

Repo transactions can be classified as either “bilateral” or “tri-party.” A bilateral transaction
(sometimes known as a delivery-versus-payment or DVP repo)®? is a contract between two
parties—typically between two dealer banks or a dealer bank and a hedge fund. However,
the most common form of repo transaction in the U.S. markets is a tri-party repo.>* In a tri-
party transaction, a clearing bank provides intermediation services to the dealer and cash
investors. Specifically, it takes custody of the securities, ensuring that the collateral is
actually available to the cash provider in the event of default. The clearing bank also
provides an independent price estimate of the collateral and collects the required margin.
Finally, it provides settlement services in both the investment and maturity phases of the
agreement. In the United States, two banks perform these clearing services: J.P. Morgan
Chase and Bank of New York Mellon.?*

Figure 1. Tri-party Repo Transaction

Dealer sends eligible

Cash balance sent to custodian securities to custodian REPO
INVESTOR (equals market value of < DEALER
(Money securities less haircut)

(Counterparty)

REPO
INVESTMENT
DATE

Market Fund) *

Agent releases cash to dealer

>

Dealer returns cash & interest

. = " INVESTOR ~ Agent returns:asfh &dintelest atend of term
4 to money market fun ‘
ask (Mon: Y
< ey
RN \arket Func) - .
= ‘: Agent sends eligible securities
to the dealer

>

For illustrative purposes only

Source: BlackRock, “Understanding Repurchase Agreements.” Available at:
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PARTICIPANTS

Dealers in the tri-party market are typically large banks and securities broker-dealers,
though some hedge funds and other institutions with extensive securities portfolios also
participate in these markets. The dealer portion of the repo market has historically been
highly concentrated; as of 2010, just five firms accounted for 57 percent of all borrowing
and the top ten institutions accounted for 88 percent.®® Indeed, the largest dealers have
repo books that range from $100 billion to $200 billion. Prior to the financial crisis, some of
these books reached levels in excess of $400 billion.*® Dealers use repos for many reasons:
as a mechanism to help fund their portfolio of securities and those of their clients, for
proprietary purposes, and as a way to satisfy their general liquidity needs.?’

Cash providers are primarily money market mutual funds (MMMFs), securities lenders, and
other institutional investors, such as mutual funds, insurance companies, and state and
local government treasuries. Because of the underlying collateral provided in these
transactions, repos have historically been seen as relatively safe investments, providing
MMMFs and other institutions with a way to invest surplus funds without losing liquidity or
incurring price risk. This is particularly important for MMMFs, which may need cash in order
to satisfy redemption requests from their investors. This side of the market is concentrated,
but less so than the dealer component; the largest ten investors comprised 60 percent of
the market as of 2010.3® MMMFs comprise a quarter to a third of the cash invested in the
tri-party market, while securities lenders comprise another quarter of the market.?®

MARKET SIZE

As of June 2014, the average monthly value of the tri-party market in the United States was
$1.6 trillion,*® which represented a significant decline from its peak in April 2008, when it
was valued at $2.8 trillion.*! Bilateral transactions are not reported, but the Federal Reserve
Bank of New York estimated in mid-2012 that they amounted to $964 billion, which at the
time was equivalent to 59 percent of the size of the tri-party market.*?
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REPO MARKETS DURING THE CRISIS

During the financial crisis, the bilateral markets were subject to partial runs by investors.
Cash providers began charging increasingly large haircuts to protect themselves against the
risk of default, while hedge funds and other institutions withdrew the collateral they held in
certain dealers’ accounts.** The trilateral markets were subject to both partial runs and full-
scale runs similar to those faced by banks.*® Some dealers in the tri-party market, most
notably Lehman Brothers, also faced these partial runs. In the week prior to the decision by
Lehman Brothers to file for bankruptcy, its broker-dealer subsidiary’s tri-party repo book
declined by over $50 billion, from $150 billion to $95 billion, a consequence of institutions
withdrawing their collateral from Lehman and, in later stages, of increasing haircuts
demanded by investors.*® However, in contrast to dealers in the bilateral markets, both
Bear Stearns*’ and Lehman also suffered precipitous runs by repo investors.*® As shown
below, the number of cash providers lending to Lehman’s broker dealer subsidiary declined
sharply in the week before its holding company filed for bankruptcy. On the day the holding
company declared bankruptcy, Lehman’s broker-dealer unit had fewer than 20 tri-party
cash investors, many of which were likely engaged in term repo trades rather than
overnight trades with the firm.*

Figure 3. Number of Cash Investors in Lehman Brothers,
September 2008
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Source: Adam Copeland, Isaac Davis, Eric LeSueur, and Antoine Martin, “Mapping and Sizing the U.S. Repo
Market,” June 25, 2012, p. 57. Available at: http://libertystreeteconomics.newyorkfed.org/2012/06/mapping-and-
sizing-the-us-repo-market.html#.U87X07EjolR. The line represents the date of Lehman Brothers’ holding company
bankruptcy.
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There are a number of reasons that tri-party repo dealers are uniquely subject to these
forms of full-scale runs by investors. As both Copeland et al. (2010) and Friedman (2010)
discuss, tri-party investors focused on the risks posed by their counterparties rather than at
the quality of the collateral posted during this crisis. In part, this was the result of cash
investors—in contrast to the inter-dealer trading that occurs in the bilateral markets—being
reluctant to take possession and liquidate even extremely safe securities. Not only are such
securities subject to liquidity, market, and interest rate risks, but some investors lack
expertise in liquidating such assets.’® MMMFs are also naturally sensitive to “headline
risks"—that is, their investors would place pressure on them to withdraw from funding
arrangements with dealers facing liquidity and credit risks.>!

Added to this, the “unwind” process in a tri-party repo transaction may have exacerbated
run behavior. Every morning, the clearing bank unwinds all repo agreements, returning
collateral to the dealer, cash to the investor, and temporarily extending credit to the dealer.
Term repos are rewound in the evening, often with different collateral; overnight repos do
not roll-over, but are instead entered into anew each evening. In the absence of this
feature, a dealer that failed to obtain funding in the evening would default on its repo with
the investor and the investor would be unable to recover the cash it invested. However,
because of the unwind, investors have no exposure to this roll-over risk, meaning that there
are no negative consequences for them for withdrawing funding from a dealer, which they
are likely to do if they believe the dealer is at risk of defaulting.



The greatest threats to financial stability spring from potential runs on money-like liabilities
that can lead to a contagious panic. The Bipartisan Policy Center’s (BPC) “Too Big to Fail:
The Path to a Solution” concluded that:

A panic can start by a loss of confidence in the solvency or liquidity of a single bank
or other financial institutions, resulting in its depositors, or other short-term
creditors, counterparties on financial contracts and other holders of operating
liabilities making a cascade of mass withdrawals of cash from that institution. These
mass withdrawals of cash—also known as liquidity runs or just runs—will force the
financial institution to liquidate its temporarily illiquid but valuable assets at fire-
sale prices. ... If these liquidity runs and fire sales continue to spread throughout
the financial system, they will destabilize the system and can eventually cause its
collapse.®? [Emphasis in original.]

The necessary conditions for bank runs are productive, illiquid assets funded with liquid
claims, free convertibility of claims at par, and a situation where claims are redeemed in the
order they are received. Runs are triggered by solvency concerns—about a particular
institution or the financial system in general—and a fear that other claimants will run.>?

One prominent reason that financial institutions are vulnerable to runs is maturity
transformation. This process allows savers to earn a return on their deposits, which can still
be withdrawn on demand, while allowing borrowers to gain access to longer-term financing.
Maturity transformation, however, also can be problematic for an institution if many or all of
its savers decide to withdraw their deposits simultaneously during a financial panic.

Even if the institution is indisputably solvent, and every depositor or similar creditor
knows it, each of them has an incentive to run if others start running to protect
against the risk that the others will force the institution to sell its illiquid assets at
fire-sale prices, causing it to become insolvent. If that happens, any individual who
did not run will suffer losses that could have been avoided had he or she run in the
first place when everyone else did.**

These dynamics took on greater relevance through the course of 2007, when it became
more apparent that a substantial share of assets that underlie the growth and stability of
the financial system were of much poorer quality than most previously thought. In turn, an
increasing number of stakeholders became reluctant to fund financial institutions that held,
or were thought to hold, a significant share of these assets. By the summer of 2007, broker
dealers began to have trouble funding their ordinary course activities. This was illustrated
when the asset-backed commercial paper market, an important source of short-term
funding, contracted by 20 percent in August 2007, due in part to a rush by lenders to
withdraw funds from commercial paper providers perceived as potentially unstable.>®

By early 2008, Bear Stearns, which at the time was the smallest of the “big five” broker-
dealers that were not affiliated with large banks, was the first of the five to experience
major liquidity problems. The firm was increasingly relying on funding from repo markets,
which had been considered quite safe since the loans that provided funding were for less
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than the value of the collateral posted for them. This appearance of safety enjoyed by
repos, however, did not account for a sudden, significant drop in asset prices that made up
this collateral, which were often asset-backed securities. When markets started doubting
the underlying prices of these securities, funding dried up rapidly and, in March 2008,
regulators forced the takeover of Bear Stearns by J.P. Morgan Chase. To facilitate the
transaction, the Federal Reserve used emergency authority under Section 13(3) of the
Federal Reserve Act to establish an investment vehicle to handle $30 billion of questionable
assets. In addition, the Federal Reserve established the Term Securities Lending Facility to
make up to $200 billion in Treasury securities widely available for other nonbank financial
institutions that were “primary dealers” for the Federal Reserve for collateral that included
mortgage-backed securities.®® This was the largest use of Section 13(3) emergency
authorities since the Great Depression.

Liquidity problems and worries about a collapse in asset prices deepened into 2008 as the
full extent of the poor quality of many assets became more apparent. By the end of
September, Fannie Mae and Freddie Mac had been forced into conservatorship, Lehman
Brothers had collapsed, and AIG had only been prevented from suffering the same fate via a
bailout by the government, which initially relied on the use of emergency authority by the
Federal Reserve. These events contributed to severe stress in financial markets, which
stakeholders and regulators feared would spread to the remaining three of the big five
broker dealers: Merrill Lynch, Morgan Stanley, and Goldman Sachs. The problems, however,
were not limited to broker-dealers and nonbanks. The interconnectedness of the financial
system meant that a number of commercial banks were vulnerable as well, even though the
problems for them were mitigated by the more stable nature of their core deposit funding
and by their access to the discount window and deposit insurance to stave off runs. Reliance
on short-term wholesale funding increased run pressures at a variety of financial
institutions. As Federal Reserve Bank of New York President William Dudley points out:

Short-term funding of longer-term assets is inherently unstable particularly in the
presence of information and coordination problems. It can be rational for a provider
of funds to supply funds on a short-term basis, reasoning that it can exit if there is
any uncertainty over the firm’s continued ability to roll over its funding from other
sources. But if the use of short-term funding becomes sufficiently widespread, the
firm’s rollover risk increases. In this situation, there is a strong incentive for each
lender to “run” if there is any uncertainty that could undermine the borrower’s ability
to continue to roll over its funding from other sources.®’

Another crisis-era example of a run on a non-depository institution occurred on MMMFs.
After the failure of Lehman Brothers in September 2008, the Reserve Primary Fund had to
write down $700 million of commercial paper that had been issued by Lehman, causing the
fund to "break the buck," meaning the fund’s shares traded at less than their $1 face value.
This led to a stampede of investors attempting to withdraw their money from the fund. In a
single day following the collapse of Lehman Brothers, investors tried to withdraw about $25
billion of the fund's total holdings of just more than $60 billion.>®

Responding to Systemic Risk: Restoring the Balance | 24



The appearance of massive instability in nonbanks was a problem for the Federal Reserve
and the FDIC. With a crisis rapidly developing, they and other government authorities found
their traditional tools to address run and liquidity problems to be inadequate and not
designed to address problems occurring outside traditional banks. Faced with a potential
economic catastrophe, the Federal Reserve and the FDIC were forced to use their existing
authority in creative ways in an effort to stabilize markets and avoid panic. Their
approaches included guaranteeing the debt of certain financial institutions, providing
liquidity to otherwise solvent nonbank institutions to avoid failures, and engineering the
mergers of weaker financial institutions into stronger ones, sometimes with government
financial assistance.

Injecting liquidity into a market or one or more institutions can be an important financial
stabilizer. Financial institutions that are otherwise solvent sometimes experience a
temporary shortage of liquid assets to meet their obligations. If they are forced to sell some
of their illiquid assets to meet their obligations, they are likely to have to do so at a
discount. Such "fire sale" responses can turn into self-reinforcing spirals, where such sales
lead to a weakened balance sheet and a loss of confidence in an institution, which begets
more discounted sales. The Federal Reserve's discount window was set up to offer short-
term liquidity to solvent banks to avoid such value-destroying dynamics.

Regulators also, however, devised more creative ways to use existing authority during the
crisis. The Federal Reserve, for example, was able to inject necessary liquidity into the
financial system by setting up programmatic, special facilities for the asset-backed
commercial paper market, broker-dealers, and others. In this way, the Federal Reserve
both acted as a provider of liquidity for normal economic conditions and as the "lender of
last resort" for solvent financial institutions unable to secure necessary credit in times of
crisis. Figure 4 provides details on several of the Federal Reserve’s crisis-era facilities.
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Figure 4. Federal Reserve Crisis-Era Lending Facilities
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It is useful to briefly review a few key historical points that illustrate the growth of the
Federal Reserve’s provision of liquidity to the financial system. In 1913, Congress created
the Federal Reserve System in the wake of the Panic of 1907 to stabilize the financial
system by combating runs and financial panics. It was given the authority to act as lender
of last resort just for commercial banks and could also only lend directly to the minority of
banks that were members of the Federal Reserve System. That meant that on the eve of
the 1929 stock market crash, the Federal Reserve was not allowed to directly lend to 65
percent of commercial banks holding about 25 percent of total U.S. bank deposits.>® In
response to the Great Depression, Congress opened up the discount window to a wider
variety of depository institutions; eased restrictions on acceptable forms of collateral; and
gave the Federal Reserve the power to extend collateralized credit to individuals,

Responding to Systemic Risk: Restoring the Balance | 26



partnerships, and corporations during emergencies.®° At this time, Congress also enacted
the Federal Deposit Insurance Act aimed specifically at forestalling bank runs.

Later, in 1970, the Federal Reserve responded to the bankruptcy of the Penn Central
Company by stabilizing the commercial paper market to avoid a liquidity crisis. This marked
an important shift for the Federal Reserve because the central bank acted for the first time
to stabilize the financial system from a threat that came from outside the banking system.®!
In 1984, the Federal Reserve announced that it would meet any extraordinary liquidity
needs of a single firm, Continental Illinois, which had already borrowed $3.6 billion through
the discount window. Concurrently, the FDIC guaranteed Continental Illinois’ deposits and
general creditors and provided assistance in several other ways, including by purchasing
$4.5 billion in bad loans from the bank.%* 3 Following the 1987 stock market crash, the
Federal Reserve “worked with banks and securities firms to ensure that credit was extended
to support the liquidity and funding needs of brokers and dealers.”®* In short, while the
Federal Reserve’s actions during the crisis were unprecedented in scale, many of those
actions had one or more substantive precedents. As the scope of finance has grown, so too
has the scope of Federal Reserve emergency lending.

Allowing central bank liquidity access to broker-dealers has international precedent as well.
Japanese securities companies have access to the central bank’s liquidity facility, while in
Switzerland, securities dealers are allowed to be counterparties to the liquidity-shortage
financing facility.®® Bank of England Governor Mark Carney said in October 2013 that the
Bank was considering extending its liquidity facilities to nonbanks like broker-dealers.®®

During the financial crisis, stabilization efforts went beyond injections of short-term,
discount-window liquidity. In October 2008, governments around the world coordinated
their efforts to stem the unfolding financial panic by announcing broad guarantees of debt
issued by their banking organizations. The U.S. government joined this effort through the
FDIC's creative use of its bank resolution authority, in particular by using the “systemic risk
exception” to the “least cost resolution” requirement.®” While that exceptional authority had
been thought to relate to the resolution of an individual failing depository institution, it was
used during the financial crisis to guarantee newly issued, longer-term debt by large bank
and savings and loan holding companies, quite apart from the impending failure of an
individual bank.®® By nearly all accounts, this Temporary Guarantee Liquidity Program
(TLGP) played a material role in quelling the financial panic and restoring confidence in the
banking system, and it did so in a prudent manner in which the FDIC earned a net gain of
$9.3 billion for the government.®®

Dodd-Frank curtailed the ability of the FDIC to use the systemic risk exception in such a
broad manner; instead, going forward it may only be used in circumstances where an
insured depository institution has failed, and only “for the purpose of winding up the insured
depository institution.”’® As a result, the authority arguably can no longer be used, as it was
in the crisis, to provide “open bank assistance” or,”! more generally, to take financial
stability actions that are only loosely related to a specific depository institution, such as
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guaranteeing debt issued by depository institution holding companies on a programmatic
basis.
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On October 14, 2008, the FDIC announced the creation of the TLGP in an effort to
“encourage liquidity in the banking system.” The TLGP had two components. The first was
the Transaction Account Guarantee (TAG) program, which provided guarantees to all
noninterest-bearing domestic transaction accounts and certain other accounts.’? After two
extensions, the TAG program formally expired on December 31, 2010.”3

The second part of the TLGP, the Debt Guarantee Program (DGP), is the focus here. Under
the DGP portion of TLGP, the FDIC provided a guarantee for new senior unsecured bank
debt that was issued between October 14, 2008 and June 30, 2009.”* Under this program,
the FDIC capped the amount of guarantees they would provide to an institution based upon
its debt outstanding as of September 2008. Institutions that participated in the DGP were
charged an assessment premium of approximately 75 basis points, with rates fluctuating
between 50 and 100 basis points depending on the maturity date of the loan.””

At its peak on May 1, 2009, the DGP portion of TLGP guaranteed nearly 5,000 debt issues
totaling more than $400 billion (See Figure 3 below). The largest guarantees went to major
bank holding companies, with almost $250 billion going to bank holding companies and
nearly $100 billion going to thrift holding companies. By the end of August 2010, the
number of debt issues that were still guaranteed under TLGP dropped to 342, with a total
value of just under $300 billion, of which just over $175 billion had been issued by bank
holding companies and $70 billion had been issued by thrift holding companies. The
majority of the debt guaranteed under the DGP matured by March 2012, and by September
2012, the number of issues stood at just five, with a total combined value of $3.6 billion.
The guarantees provided under TLGP formally ended at the end of 2012.7°

Figure 5. Dollar Amount of Debt Issuance under TLGP, December
2008-August 2012”
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The TLGP was not the only form of government assistance available to financial institutions
at the time. Taxpayer equity capital was made available to institutions via the Troubled
Asset Relief Program (TARP), while short-term financing was available via the Term Auction
Facility, Federal Home Loan Bank advances, and the Federal Reserve’s discount window.
The TLGP was distinctive from these programs in two ways. First, in contrast to the other
programs, the TLGP did not involve the government providing either liquidity or capital
directly to participants. Instead, thanks to a government-backed guarantee, banks were
able to raise private money at a time when the longer-term fixed income markets were
largely frozen. Second, the fact that participants were charged an assessment premium
significantly reduced the risk that taxpayers would ultimately suffer losses in the case of
default.

The TLGP was highly successful by many metrics. A recent study by Ambrose, Cheng, and
Dolly King found that the TLGP reduced yields on bank-issued debt, allowing banks to issue
bonds with an interest rate that was 15 basis points lower on average than AAA debt issued
without the FDIC guarantee.’® The same study found that the program promoted liquidity in
the fixed income markets more generally, with yields on AAA financial firm debts in general
declining by an average of 72 basis points for debt issuances in the five months following
the announcement of the program.’® Banks were able to borrow money more cheaply,
which in turn made it easier for them to lend to businesses and consumers. Finally, the
program was a success for taxpayers. The FDIC collected more than $10 billion in fees from
the DGP portion of the TLGP and paid out only $153 million in losses. In total, the entire
TLGP (including TAG) resulted in a $9.3 billion gain for the federal government’s Deposit
Insurance Fund.®°

The performance of the TLGP illustrates the benefits of the FDIC's ability to guarantee debt
in a crisis. It is important that the financial system can count on the government’s ability to
implement a program involving such guarantees in an expeditious manner to help stabilize
firms by relieving the need to borrow only on a short-term basis, while at the same time
facilitating the flow of credit to the real economy.



The U.S. government responded in a number of other ways to the unfolding crisis. To
address the run on MMMFs, the U.S. Treasury used its Exchange Stabilization Fund to
guarantee MMMF liabilities. The guarantee helped to stop the run and stabilize the financial
system.

Congress added tools available to address the crisis by passing the Economic Emergency
Stabilization Act (EESA), better known by the program created in Section 101 of the Act:
TARP.8! TARP allowed the Treasury to use up to $700 billion to invest in stabilization
efforts.®? Although originally intended by the Treasury to largely fund the purchase of toxic
securities,®? the vast majority of TARP funds were instead used to purchase preferred stock
of major financial institutions to provide them with adequate capital to see them through
the worst of the crisis. TARP funds used for capital injections have proved to be profitable
for taxpayers, with a profit of almost $30 billion to the Treasury.?* As part of EESA,
Congress temporarily increased the basic limit on federal deposit insurance from $100,000
per depositor to $250,000 per depositor.®® This increase was later made permanent in
Dodd-Frank.%®

POST-CRISIS PUBLIC RESPONSE

Many of the actions taken by the government to contain the negative effects of the financial
crisis have been unpopular with the American public. One poll found that respondents
disapproved by a 59 to 35 percent margin of the government providing money in 2008 to
banks and financial institutions that were in financial trouble.®” The emergency actions taken
by Congress, the Treasury, the Federal Reserve, and the FDIC during the financial crisis are
some of the least popular success stories in modern history.

There are many reasons for the unpopularity of the government’s actions during the crisis.
Significant majorities, for example, believe that government policies have mainly helped
financial institutions, large corporations, and the wealthy.®® Many believe that not enough
people responsible for the crisis were held fully accountable for their actions. Perceptions
about the efficacy of the emergency actions are also relevant, as almost two-thirds of
Americans think the economy is no more secure than it was in 2008.%° Many see the
liquidity and capital injected into the financial system as bailouts rather than mostly a series
of loans and investments that, on balance, has yielded taxpayers a significant profit.?° In a
2010 poll, only one in six respondents knew that more than half of the funds from TARP,
which played an important role in stabilizing markets, had been repaid at that date.®!

It is essential to distinguish between injecting liquidity into an otherwise solvent firm to see
it through a crisis and injecting capital into an insolvent firm to save it, which constitutes a
bailout. BPC's report, "Too Big to Fail: A Path to a Solution," makes the distinction:

Lender-of-last-resort facilities thus provide firms with an emergency source of fully
secured liquidity, allowing them to borrow cash secured by valuable assets that have
become temporarily illiquid, rather than forcing such assets to be sold at fire-sale
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prices. They do not provide capital to failed firms that protect shareholders or
creditors against losses. Nor do they result in governments assuming risks for which
they are not compensated.®?

Public outrage at those who destabilized the financial system and damaged the economy is
understandable and was reflected in some provisions of Dodd-Frank. However, a sober look
at the results of the government’s actions show that, while they were not perfect, on
balance the emergency actions taken by the Federal Reserve, the FDIC, and the Treasury
Department prevented a financial collapse that could have led to a much deeper recession
or depression. These actions provided a major boost to the economy at a fraction of cost
perceived by the broad public and in many instances actually turned a profit for taxpayers.
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POST-CRISIS LEGISLATIVE RESPONSE

The Dodd-Frank Act was Congress’s primary response to the crisis. It addressed the
addressed the regulatory gaps that had allowed the buildup of systemic risk in a number of
constructive ways:

¢ Enhanced prudential standards, such as higher levels of capital and liquidity, were
mandated for systemically important financial institutions (SIFIs)—whether “bank
SIFIs” or “nonbank SIFIs”**—in order to make these institutions safer and better able
to withstand shocks and losses without failing;

* Enhanced resolution authority was given to the FDIC which, along with mandated
resolution planning, will make it far more possible for the federal government to
allow the largest financial firms to fail in an orderly manner without damaging the
broader financial sector;

¢« A new council of regulators, the FSOC, was created specifically to coordinate financial
regulation and supervision and to monitor systemic risk, aided by another new body,
the Office of Financial Research (OFR);

¢ The FSOC was provided with the authority to designate any U.S. nonbank financial
company as a nhonbank SIFI if the FSOC determines by a two-thirds vote of its
members that the company “could pose a threat to the financial stability of the
United States.”* Designation authority allows the FSOC to bring systemically
important nonbanks “within the perimeter” of increased federal oversight that in the
past has applied primarily to traditional banking organizations;

* The Consumer Financial Protection Bureau (CFPB) was created to establish a single
set of rules for consumer financial products and to enhance consumer financial
protection; and

e Derivatives activities were made subject to more centralized clearing and greater
transparency.

These and other provisions of Dodd-Frank have helped make the U.S. financial system safer
and more stable than before the crisis.®®

Certain provisions of Dodd-Frank, however, are cause for concern, because they
unnecessarily restrict the ability of the Federal Reserve and the FDIC to provide short-term
liquidity to the financial system. Most notably, Dodd-Frank removed the ability of the
Federal Reserve to provide emergency discount-window lending to an individual person,
partnership, or corporation (other than an individual depository institution). Instead, such
lending to a non-depository institution may only be provided to participants in programs or
facilities that have “broad-based eligibility”; in other words, it is no longer permitted to
provide an emergency loan to a nonbanking institution on a “one-off” basis.’® The Act
preserves the ability of the Federal Reserve to make emergency loans on a programmatic
basis to groups of nonbanking companies.
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Dodd-Frank also generally imposes significant restrictions on the ability of the FDIC to
guarantee debt issued by healthy financial companies in circumstances similar to those
experienced during the crisis. The most substantial of these is the unwieldy requirement to
secure a joint resolution of approval from Congress before a specific guarantee program can
be permitted; it is likely that in the heat of a crisis such approval would not be obtainable,
or would not be obtainable in a timely manner to help stop or limit a financial panic from
affecting the real economy.

While politically unpopular in the near (and possibly longer) term, the effectiveness of these
tools in mitigating the real-economy impact of a financial panic or crisis was illustrated
during the financial crisis.

In addition, Dodd-Frank did not adequately address the provision of temporary liquidity to
certain nonbanks that, in a modern financial system, hold substantial quantities of runnable
liabilities that are not bank deposits. The Act did attempt to address the issue of macro-
prudential oversight in part by creating the FSOC, but it did not give the FSOC sufficient
authority to carry out the duties assigned to it. Finally, although Congress wisely realized
the importance of tailoring the regulation and supervision of the nonbank SIFIs by the
Federal Reserve, there are restrictions on and concerns about the Federal Reserve’s ability
to achieve these goals. This paper addresses each of these concerns.

The Financial Stability Oversight Council and Office of Financial Research

Made up of ten voting and five non-voting members, the FSOC's purposes are to identify
risks to financial stability, promote market stability by ending the perception that financial
institutions will be bailed out again in the future, and respond to emerging threats to U.S.
financial stability.’” Dodd-Frank established the OFR as an office within the Treasury
Department, but gave it significant autonomy to accomplish its purpose of supporting the
Council by collecting and standardizing financial data, performing research, and developing
tools for risk measurement and monitoring.’® Both entities have responsibility for seeing
around corners to identify and prevent systemic threats.

To achieve their goals, Dodd-Frank gave each entity authority. Foremost for the FSOC is the
power, by a supermajority vote, to designate nonbanks as SIFIs subject to heightened
prudential standards and regulation by the Federal Reserve.?® As mentioned above, this
power has already been used in several cases and is being considered for others. While the
SIFI designation process has its detractors, it does allow regulators to expand the perimeter
of regulation to capture institutions that the Council determines pose significant systemic
risk.

The FSOC has additional authority to resolve disputes among member agencies if one of the
agencies requests it.!°° Recommendations by the Council to resolve such disputes are,
however, nonbinding.'®* The FSOC also has the authority to publicly recommend more
stringent regulation of a financial activity or practice that “could create or increase the risk
of significant liquidity, credit, or other problems spreading among bank holding companies
and nonbank financial companies, financial markets of the United States, or low-income,
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minority, or underserved communities.”*% Again, however, while such a public
recommendation by the FSOC can have a “"name and shame” effect in prompting a member
agency to act, the recommendation is not binding on the agency.??

The OFR was given the authority to issue rules, regulations, and orders in order to carry out
its duties of collecting data on behalf of the Council; standardize the types and formats of
data reported and collected; and assist FSOC member agencies in determining the types of
formats of data they may collect.'®* The OFR may also require any financial company to
submit reports to help it gauge whether a company, activity, or practice constitutes a threat
to financial stability.!?® In addition, it was directed by the Act to augment data available to
the financial industry and the general public in order to “increase market transparency and
facilitate research on the financial system.”*%

Dodd-Frank and Tailoring for Nonbanks

The financial crisis illuminated serious gaps in the U.S. financial regulatory structure. These
gaps contributed to the failure to prevent, among other things, the proliferations of toxic
mortgage products and practices, lack of adequate oversight of a rapidly growing over-the-
counter derivatives market, and regulatory arbitrage that led to sub-optimal oversight for
some financial institutions. Dodd-Frank sought to plug these gaps in a variety of ways,
including giving the FSOC, the Federal Reserve, and the OFR specific macro-prudential
responsibilities; creating the CFPB to ensure a focus on consumer financial protection; and
eliminating the Office of Thrift Supervision (OTS) to reduce regulatory arbitrage.!®’

Dodd-Frank also recognized that threats to the financial system can come from nonbanks
that are outside the perimeter of effective holding company oversight. Although a number of
banks had large mortgage origination practices, independent originators disproportionately
fed the subprime mortgage bubble!®® and were outside of the jurisdiction of federal
prudential regulation. Another prominent example was AIG, which created large amounts of
systemic risk when its Financial Products subsidiary consistently underpriced its risk in
selling credit default swaps to insure against the default of mortgage- and asset-backed
securities. Steep drops in the prices of these assets necessitated a bailout of AIG to stave
off a much larger threat to the financial system. Although AIG was a thrift holding company
subject to supervision by the OTS, the OTS acknowledged its failures in its oversight of AIG
and AIG Financial Products in particular.®®

One way the Act tried to address this problem was by giving the FSOC the power to
designate a nonbank financial company as a SIFI, therefore bringing it under the jurisdiction
of the Federal Reserve. Under the Gramm-Leach-Bliley Act, the Federal Reserve became the
consolidated supervisor of banking organizations that were authorized for the first time to
engage in the full scope of nonbank financial activities, including full service securities,
insurance, and private equity activities. This provided the agency with the opportunity to
view such complex entities as broad financial companies, rather than more narrowly as
simply banking organizations. Dodd-Frank continued this trend by strengthening the Federal
Reserve’s consolidated oversight of both complex banking organizations as well as nonbank
SIFIs. In this sense, the agency has a responsibility to monitor and moderate excessive risk
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generated by the nonbank affiliates of these financial holding companies through
examination and supervision of their activities.

Dodd-Frank intended for nonbank SIFIs to be subject to consolidated federal supervision
just as banking organizations are, but in several places the Act also indicated that these
firms should not be regulated in exactly the same way as banking organizations. While it is
possible for a financial company organized in any number of ways to present the type of
systemic risk that warrants designation as a SIFI, the risks presented by such institutions
can be different from the ones presented by banking organizations. As a result, Dodd-Frank
required the consolidated supervision of such institutions to be tailored to address those
different risks, even if the resulting requirements are different from those that apply to
banking organizations.

Several provisions of Dodd-Frank expressly recognize this distinction and embrace the
concept of tailored requirements for nonbanks, including broker-dealers, insurance
companies, and other institutions that are supervised and regulated by the Federal Reserve.
These provisions advance the direction Congress took in passing the Gramm-Leach-Bliley
Act, which made the Federal Reserve the consolidated supervisor for banking organizations
engaging in a broader array of financial activities.

A different section of Dodd-Frank—the so-called “Collins Amendment”*!®—has, however,
been interpreted by the Federal Reserve as requiring the application of bank-like capital
requirements to all nonbank SIFIs. The resulting confusion has prompted several bills to be
introduced in Congress to clarify the apparent discrepancy.
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Recommendations

The preceding section presented a timeline of some important contributors to the financial
crisis, the response of government crisis managers during the crisis, and the response of
the public and of Congress, largely embodied in the Dodd-Frank Act. Based on that
background and analysis, this paper offers a series of recommendations designed to give
federal financial regulatory and supervisory agencies the tools they need to better monitor
systemic risk and to try to avoid or mitigate systemic threats that could manifest as runs,
panics, or crises.

The task force’s first three recommendations are intended to provide regulators with
additional tools to mitigate and combat runs, panics, and crises in a modern financial
system. Specifically, Congress should restore important authorities that existed prior to the
financial crisis. It should allow the Federal Reserve to make emergency loans to individual
institutions and the FDIC to once again guarantee the debt of healthy financial companies
without congressional approval. Reversing these Dodd-Frank Act provisions will return to
these two agencies the power and flexibility that they effectively used to prevent a far
deeper economic downturn during the financial crisis. In order to help prevent an
emergency situation from developing in the first place, Congress should also authorize
access to Federal Reserve liquidity for broker-dealers that create substantial run risk, so
long as such institutions are subject to appropriate regulation and supervision.

In addition, it is important that the FSOC, the Federal Reserve, and the OFR—agencies with
a macro-prudential role assigned in Dodd-Frank—be able to effectively monitor the
perimeter of finance to see that it encompasses significant sources of run threats, whether
from nonbanks or banks, and also to look over the horizon to try to identify potential
nontraditional sources of systemic risk that may develop. The task force offers a group of
recommendations to help ensure that regulation is better matched to address systemic
threats in the financial system as a whole.

Finally, along with having the right tools comes the responsibility to use them properly. The
task force’s fourth recommendation highlights the principle that regulation and supervision
should be tailored to reflect the differences in characteristics such as balance sheets, risk
profiles, and business models between banks and other types of financial institutions.
Regulating on the basis of activities and risk rather than using a “one-size-fits-all” banking
model is more likely to reduce the potential for the build-up of systemic risk.

The improvements to financial stability that would result from implementing these
recommendations would benefit stakeholders in both the financial system and the broader
economy.
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Congress should restore the ability of the Federal Reserve to make emergency
loans to individual non-depository institutions.

The financial crisis underscored the need to act to identify and mitigate significant threats to
the financial system as a whole. Although Dodd-Frank increased the authority of the Federal
Reserve and the FDIC in several ways, it also curtailed some of the powers these agencies
effectively used during the crisis to provide much-needed liquidity and stave off a broader
financial collapse. This was due in large part to the unpopularity of some of the actions
regulators took, even if those actions were profitable for the government and effective in
reducing damages to the real economy. While Dodd-Frank’s restrictions on regulatory
authority in exceptional circumstances are understandable in light of public opinion, the task
force believes that Congress in this case went too far. As a recent International Monetary
Fund working paper found:

Another general lesson [of the financial crisis] is the need for the capacity to
efficiently and flexibly respond to a crisis. The large, but unplanned role of central
banks during the (ongoing) crisis in advanced countries demonstrates the need to
have this spare capacity.!!!

Given the political concerns surrounding regulatory action, Congress could have imposed
even greater restrictions than it did. Congress wisely preserved the ability of the Federal
Reserve to make emergency loans on a programmatic basis to groups of nonbanking
companies. This type of programmatic action was one of the most effective tools the agency
used during the crisis to inject stabilizing liquidity into the financial system. However, the
agency’s emergency lending to individual companies, while unpopular, was also effective at
times in staving off far worse financial stability problems. Most notably, emergency loans on
a one-off basis to AIG prevented the type of systemically disruptive and disorderly failure
experienced by Lehman Brothers. While the Federal Reserve’s lending to AIG was ultimately
replaced with capital by the Treasury Department through the TARP program, it took
Congress a while to act to create that program. In contrast, the Federal Reserve was able to
act quickly and decisively with its emergency authority. It also bears repeating that all such
loans were ultimately repaid with interest to the taxpayer. The same proved true with
respect to the emergency loans or guarantees provided to Bear Stearns and to the overall
TARP investment in all banks, including the capital and loss guarantees provided to the
largest financial institutions.

The hope of Dodd-Frank is that this type of emergency lending to an individual company to
stave off failure will no longer be necessary in light of the Act’s creation of Orderly
Liquidation Authority for the FDIC, complete with a new source of government liquidity, that
will enable that agency to resolve a failing large financial company in an orderly manner.
This hope may well prove to be realized, as BPC’s Failure Resolution Task Force made clear

Responding to Systemic Risk: Restoring the Balance | 39



in its recommendations related to the Orderly Liquidation Authority and the promising
single-point-of-entry approach to using that authority.'*? If properly implemented, these
new tools—along with others, such as enhanced prudential standards, stress tests, and
living wills for large financial institutions—have the potential to do much to end the “too-big-
to-fail” problem.

Yet, the future is uncertain. It is impossible to predict whether there will be a similar or
different type of compelling need—whether caused by a financial crisis or the desire to avoid
one—to make an emergency loan to an individual company to preserve financial stability. In
2008, U.S. government officials were fortunate and grateful to have such flexible, “break-
the-glass-in-an-emergency” authority to address unforeseen problems at individual firms.
Moreover, they used that authority prudently and in a limited way, however unpopular it
proved to be. Future government officials need to have that same emergency authority to
address future unanticipated problems that threaten financial stability.

To be sure, the Federal Reserve’s extraordinary authority should be reserved for true
emergencies. Indeed, that is precisely what occurred with the previous authority to make
emergency loans to single non-depository institutions: such authority had been created in
the 1930s, but was never used to any significant degree for more than 70 years until the
onset of the recent financial crisis.!'® As a result, it is difficult to make a case that
companies relied on such lending or that market participants perceived that such loans
would be made when assessing the risks of their counterparties. To ensure the emergency
nature of such authority, legislative change to reinstate it should establish appropriate
thresholds so that the loans could be made only in truly exigent circumstances. Dodd-Frank
included new transparency requirements and other restrictions on the Federal Reserve’s use
of this emergency lending authority,'** and such requirements should remain in place.

Moreover, Congress appears to have imposed its restriction on individual company lending
in large part to try to address concerns about moral hazard. Moral hazard results from
stakeholders taking on additional risk because they believe they are insured against
downside risk. A prominent example is the too-big-to-fail case, where creditors of a large
financial institution do not have appropriate incentives to prevent the institution from
engaging in excessively risky, potentially more profitable behavior, since those creditors
expect the government to intervene to make creditors whole by saving the institution if it is
in danger of failing and damaging the broader financial system.

Some have argued that allowing the Federal Reserve to lend to individual institutions
creates moral hazard. This gets the logic backward. Take, for example, a hypothetical case
in which two major companies originate most of the auto loans in the United States.
Company A has made high-risk investments in assets that have gone bad, causing Company
A to become insolvent and threatening to put the entire financial system at risk. Company B
is well managed and solvent but faces short-term liquidity problems because the market is
nervous about lending to any auto loan originators due to the actions of Company A. Under
Dodd-Frank’s new provisions, the Federal Reserve is unable to extend credit to Company B
while letting Company A fail, because such lending must be conducted through programs
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with “broad-based eligibility”—that is, be offered to both companies A and B. In so doing,
the new provisions make it more difficult to punish Company A’s shareholders and
management, who have not done their jobs well, without also punishing the stakeholders in
Company B. In this way, the new lending provisions can actually create moral hazard.

What's more, forcing the Federal Reserve to wait until an entire, broader class of firms is at
risk is likely to delay lending until market conditions are worse, perhaps until it is too late
for the lending to do much good. If in 2008 the Federal Reserve had been forced to wait
until the entire insurance industry was at risk before extending credit to AIG, the giant
insurer would have collapsed, causing huge collateral damage to the rest of the financial
system. The speed at which the government can act during a financial crisis is a critical
element for success. The importance of rapid action may continue to grow as technology
and global interconnectedness of markets increases further. While the availability of a new
resolution mechanism in Title II of Dodd-Frank would likely mitigate the need to lend to a
company like AIG on a one-off basis, a different kind of financial stress might not be as
susceptible to resolution in this manner.

As authors for the International Monetary Fund wrote:

[I]ntroducing too much rigidity in rules hinders future crisis management. For
instance, the Dodd-Frank Act disallows the Federal Reserve System from providing
liquidity to certain entities, even in an emergency, without the Treasury Secretary’s
“permission.” To “tie the hands” of some authorities in such a way to prevent moral
hazard issues from arising may at the end of the day cause more panic than it
prevents when financial stress arises.*”

Therefore, the task force recommends that Congress reinstate the ability of the Federal
Reserve to make emergency loans to an individual non-depository institutions. To ensure
the emergency nature of such authority, legislative change to reinstate it should establish
appropriate thresholds so that the loans could be made only in truly exigent circumstances.
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Congress should eliminate the Dodd-Frank requirement for the FDIC to gain prior
congressional approval to provide emergency guarantees to debt issued by
depository institutions or their affiliates.

For the same reasons it was unwise for Congress to remove tools from the Federal
Reserve’s crisis-management toolbox, it was unwise to restrict the FDIC’'s emergency
authority. As detailed above, Dodd-Frank curtailed the ability of the FDIC to use the
systemic risk exception outside the context of the failure of an individual depository
institution.!'® As a result, the authority arguably can no longer be used, as it was in the
crisis, to take financial stability actions that are only loosely related to a specific depository
institution, such as guaranteeing debt issued by depository institution holding companies on
a programmatic basis.

At the same time, though, Dodd-Frank expressly and appropriately recognized the value of
the FDIC providing, “during times of severe economic stress,”''” programmatic guarantees
of debt issued by healthy insured depository institutions and their affiliates in order to
address a “liquidity event” affecting the ability of such institutions to obtain funding.'!® The
task force views this as a positive lesson learned from the financial crisis and supports the
express establishment of this new tool for fighting financial panic.

Unfortunately, however, while Congress imposed prudent controls to govern the use of this
new debt guarantee authority, in one instance it went too far: before any specific guarantee
may be issued, the FDIC must obtain a joint resolution of approval from Congress.'*® While
procedures are included in Dodd-Frank to fast-track such a joint resolution, there can be no
assurance that approval would occur or, if it did occur, that it would be swift in coming. The
resulting potential for inaction or inordinate delay is too high a hurdle to impose when
effective, speedy action is called for, as will almost certainly be the case in any financial
crisis—and was indeed the case in 2008. While effective safeguards on this broad FDIC
authority are needed, Dodd-Frank imposed other controls to avoid potential abuses of this
new authority. Specifically, guarantees may now only be provided if:

« After receiving a request from the secretary of the Treasury,!?° the Federal Reserve
Board and the FDIC must each determine, by a minimum two-thirds vote of each
agency’s board,*?! the following: that a liquidity event exists, that a failure to act
would have severe adverse effects on financial stability or economic conditions in the
United States, and that a debt guarantee is needed to mitigate such potential
effects; %2

e The debt guarantee is programmatic and widely available;

e Itis only provided to healthy insured depository institutions or their affiliates and is
not used to provide equity investments to any entity;'?3
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e The FDIC issues regulations in advance, in consultation with the Treasury secretary,
to set the terms and conditions of the guarantee, including fees to be charged to
institutions by the government to pay for the guarantee;?*

¢ The secretary of the Treasury establishes a cap on the total amount of guarantees to
be issued under the program;!*® and

¢ Any excess fees collected to administer the program are deposited in the general

fund of the U.S. Treasury, and any shortfall is offset by assessments on participants
in the program, and not by taxpayers.?®

This important set of controls would be sufficient to avoid potential abuses of this new
authority—without the need for separate congressional approval through a joint resolution.

The task force therefore recommends that the joint resolution approval requirement be
eliminated.
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Broker-dealers owned by regulated SIFIs should be granted access to
collateralized liquidity from the Federal Reserve, comparable to access provided to
depository institutions, to help address the liquidity needs of the U.S. financial
system. Similar access should be provided to a broker-dealer not owned by a SIFI
where the broker-dealer’'s balance sheet makes it especially vulnerable to runs.
Access to such liquidity, similar to discount-window lending, should only be
provided subject to terms and conditions, including supervisory conditions,
established by the Federal Reserve in consultation with the Securities and
Exchange Commission (SEC).

Containing the potential damage from a crisis once it starts is only part of the battle. It is
far better to prevent systemic threats from occurring in the first place. In this regard, there
are important steps that can and should be taken to further improve the safety and
resilience of the financial system.

In particular, at the core of every financial crisis is the potential for a run on at least one
type of liability. The combination of deposit insurance and discount-window lending has
proved to be an effective set of tools for reducing the threat of runs on deposits at
commercial banks."" However, there has been a pronounced trend in the U.S. financial
system to fund an increasing proportion of financial assets outside the banking system, in
many cases with short-term non-deposit liabilities, such as MMMFs, repurchase agreements,
and commercial paper (including asset-backed commercial paper). It was precisely these
sorts of non-deposit, money-like liabilities that proved vulnerable to runs during the
financial crisis, yet the government did not have the same tools to address these
vulnerabilities as it has with depository institutions. As a result, what began as smaller and
more contained liquidity problems at particular nonbanking firms quickly spread throughout
the financial system. The U.S. Treasury, the Federal Reserve, and the FDIC creatively
devised a number of emergency liquidity tools to prevent an even greater financial panic.
Eventually, these emergency government efforts proved successful, but not for a substantial
period of time and only with the commitment of enormous amounts of government
resources. When government authorities are forced to set up liquidity facilities in emergency
situations, the very existence of an emergency typically means that significant damage has
already been inflicted on the financial system.

Accordingly, it is important to recognize the changed funding structure of the U.S. financial
system and adopt policies that have the potential to address significant run risk at non-
depository institutions before runs occur, panic is ignited, and emergency measures are
required. Enhanced liquidity requirements, such as the Liquidity Coverage Ratio and the Net
Stable Funding Ratio, are sound efforts to address such run risk, both at banks and certain

Y Despite these safeguards, runs on commercial deposits can still happen. The 2007-2008 financial crisis was
exacerbated by damaging runs on deposits at IndyMac, Wachovia, and Washington Mutual, for example.
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nonbanks. In addition, the Federal Reserve has discussed other measures that it is
considering regarding firms’ reliance on short-term wholesale funding.'?’

While important, these measures may not prove adequate for preventing runs at nonbank
institutions that need to fund large amounts of assets with large amounts of short-term
liabilities. In this context, the oldest and most successful tool to address run risk, the
central bank’s ability to provide liquidity against collateral, should be carefully extended, but
only where such risk is significant with respect to the liquidity of the financial system as a
whole. In addition, extending such liquidity access, whether through the discount window or
a similar facility, should only be done if these institutions are subject to appropriate
prudential regulation and supervision.

The institutions that most clearly satisfy such criteria are the largest broker-dealers, all of
which are currently owned by bank SIFIs. These institutions rely on substantial quantities of
short-term wholesale liabilities to fund their core trading businesses. During the financial
crisis, the vulnerability to runs at firms like Bear Stearns, Lehman Brothers, and Merrill
Lynch was a core accelerator of systemic risk. Had market participants known at that point
that the other broker-dealers had liquidity access they would have had less cause to lose
confidence in broker-dealers as a group.

While such run risk was especially pronounced for those large broker-dealers that were not
affiliated with large depository institutions, even those broker-dealers that did have such
affiliations with banks remained vulnerable to run risk. It is true that due to mergers and
restructurings during the financial crisis, all the major U.S. broker-dealers are affiliated with
large banks, and each such affiliated bank has direct access to Federal Reserve discount-
window loans. There are, however, significant restrictions on the ability of those banks to
transfer funds to their affiliated broker-dealers.}?® As a result, the broker-dealer subsidiaries
in these organizations remain much more susceptible to run risk in the event of financial
stress than their affiliated banks—even though the organizations have been deemed to be
SIFIs and are therefore already subject to extensive consolidated supervision by the Federal
Reserve.

In this context, the type of access to collateralized liquidity extended to a depository
institution owned by a SIFI ought to be extended to a broker-dealer owned by the same
SIFI. Because of the scale of their trading businesses and the nature of their funding, these
broker-dealers are the institutions that, in times of financial stress, would be most
susceptible to the types of runs that could have systemic consequences if not checked with
tools similar to discount-window loans—even taking into account the liquidity reforms of
Dodd-Frank and Basel III.

In addition, having access to such liquidity would make it easier to resolve such an entity
and its parent organization in an orderly manner under the traditional insolvency regimes of
the U.S. Bankruptcy Code and the Securities Investor Protection Act, without resorting to
the provisions created in Dodd-Frank's Title II, including those provisions that provide a
failing firm with access to emergency liquidity from the government, which could be used by
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a broker-dealer subsidiary. This is important because Congress made clear in the Act its
strong preference for failing firms to use such traditional insolvency regimes, rather than
Title II, wherever possible—which has been recognized by BPC’s Failure Resolution Task
Force as well.'® It is also important because making it easier for such firms to fail in an
orderly manner strengthens the expectation of market participants that they will be allowed
to do so, thereby mitigating the negative externalities associated with the too-big-to-fail
problem.

Moreover, because the organizations that currently own the very largest broker-dealers
have all been made subject by Dodd-Frank to enhanced prudential standards as bank SIFIs,
they are already subject to the system’s most intensive form of consolidated regulation and
supervision by the Federal Reserve. As a result, extending the safety net from the banking
part to the broker-dealer part of the organization should not present the same regulatory
challenges as would be the case with extending collateralized liquidity to an entirely
unregulated institution.

That said, extending such liquidity access should only be done if these institutions are
subject to appropriate regulation and supervision. In this context, the Federal Reserve’s
existing consolidated supervision provides extensive oversight of the broker-dealer, as does
the SEC’s existing broker-dealer regulatory and supervisory regime. That may not be
enough, however. As the entity extending the loans to the broker-dealer, the Federal
Reserve would need to be satisfied that the broker-dealer is subject to the level of scrutiny
the agency requires of any institution that receives such loans. Accordingly, the Federal
Reserve should, in consultation with the SEC, be required to develop the terms and
conditions, including supervisory conditions, that the broker-dealer would need to satisfy in
order to be eligible for the collateralized liquidity envisioned here.

Finally, some may be concerned with the idea of extending liquidity access to some but not
all broker-dealers. Currently, the broker-dealers that have the largest trading businesses,
the largest balance sheets, and that fund themselves most heavily with short-term liabilities
are the ones for which the logic for liquidity access is most compelling. These broker-dealers
are owned by bank holding companies that are already heavily regulated, which reduces the
risk of extending liquidity access. Conversely, most smaller broker-dealers do not have the
type of large balance sheets and funding structures that make them especially vulnerable to
run risk. As a result, for them, access to such loans would not be necessary, the extra
regulation that would accompany such access would also not be necessary (or desirable),
and any competitive concerns from not having access would likely be minimal.

However, there may be circumstances where a broker-dealer that is not owned by a SIFI
engages in such substantial trading activities funded by short-term liabilities that it, too,
would present the type of run risk that would warrant access to collateralized liquidity from
the Federal Reserve, for all the reasons described above. If the owner of such a firm were
designated as a nonbank SIFI, its broker-dealer subsidiary would qualify for access to
liquidity from the Federal Reserve under the recommendation proposed above. But if the
broker-dealer’s organization were not a SIFI, and if the broker-dealer itself nevertheless
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presented significant levels of vulnerability to run risk, the Federal Reserve should have the
authority to provide liquidity support comparable to the discount window to such a firm.
Again, if the Federal Reserve were to extend such access, the broker-dealer should be
subject to the terms and conditions for that access, including supervisory conditions, that
the Federal Reserve should be required to develop in consultation with the SEC.

Although giving broker-dealers access to the discount window is the most obvious way of
providing liquidity, the Federal Reserve should consider setting up a new facility specifically
for this purpose. This is because banks in general are wary of borrowing through the
discount window since they fear that the market will believe they are in trouble if they have
to do so. The Federal Reserve Bank of New York has tried to quantify this discount-window
stigma. They found that banks were willing to pay a premium of, on average, more than 44
basis points to borrow from the Term Auction Facility, a special facility specifically set up to
allow banks to access liquidity without the discount-window stigma. Following the failure of
Lehman Brothers, the stigma premium increased to more than 143 basis points.*3® These
are penalties paid by banks that it would be most beneficial to avoid during a crisis.
Therefore, although it may not be possible to entirely eliminate the prospect of stigma
associated with a broker-dealer accessing central bank lending, creating a facility separate
from the bank discount window could help address that concern.

A successful and effective facility to provide central bank liquidity access to broker-dealers
would have two hallmarks. First, it would make it easier to manage liquidity problems at
broker-dealers that are experiencing temporary liquidity rather than insolvency problems
and easier to stem contagion from impacting healthier firms. Second, it would facilitate the
orderly failure of a truly insolvent broker-dealer: while such a firm would not have access to
the new facility, other, solvent broker-dealers would, and that access would help prevent
runs from spreading from the insolvent firm to healthy firms.

Many broker-dealers carry significant quantities of liabilities on their balance sheets that are
susceptible to runs. In a crisis, it can be very appropriate for central banks to make
temporary liquidity available to those institutions to prevent such runs. The Federal Reserve
did just that in the most recent crisis, providing liquidity to broker-dealers once the panic
began. It is, however, better for market participants to know that central bank liquidity
access will be available to broker-dealers when liquidity issues first appear rather than only
at a later time when such smaller problems turn into market-wide stress or even panic.
Once such system-wide events occur, government crisis managers often require much
higher levels of resources to mitigate further damage. For this reason, broker-dealers that
have substantial run risk should be offered central bank liquidity access, subject to
regulatory and supervisory conditions.
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Congress should authorize the FSOC to issue regulations on its own initiative
under statutory authority already granted by Congress to one or more of the
FSOC’s member agencies when:

(a) One or more member agencies of the FSOC have been required to issue a
regulation by a statutory deadline and those agencies have failed to do so within
180 days of that deadline; or

(b) The FSOC determines that, in extraordinary circumstances, a failure to issue
regulations by one or more member agencies to address a financial activity or
practice poses a serious and material threat to the financial system.

The FSOC should only be allowed to take such extraordinary action on its own
initiative by a supermajority vote of all its members, and only when it makes an
express finding, with supporting reasons, that doing so is in the public interest.

As mentioned previously, the creation of the FSOC is a positive step that holds the potential
for better oversight of the financial system. Dodd-Frank established the Council and the OFR
to patrol the boundaries of financial services, to look over the horizon to anticipate potential
future sources of systemic risk, and to ensure that pockets of such risk do not grow outside
of the regulated perimeter to levels where they could become threats to financial stability.
The specific purposes of the Council include identifying risks to financial stability, promoting
market discipline, and responding to emerging threats to stability.'*! Dodd-Frank also
assigned several duties to the FSOC, including identifying regulatory gaps that could pose a
risk to financial stability, facilitating coordination and information-sharing among its
member agencies, and providing direction to the OFR.!*?

The FSOC'’s single major power is its ability to designate nonbank SIFIs, which is a power
with a binary outcome. A danger in having one primary authority is the tendency to look at
every problem through the lens of that authority, even if it is not the best solution in a
given case.

Dodd-Frank gave the FSOC more limited authorities and duties, separate and apart from its
authority to designate nonbank SIFIs, to address activities or practices that may pose risk
to financial stability. This more limited authority includes “naming-and-shaming” power,
which is the authority to publicly recommend that a member agency take a particular action
and, if the agency does not take the recommended action, require the agency to publicly
report to Congress its reasons for failing to do so.'** Dodd-Frank did not, however, empower
the FSOC to write rules or regulations, nor does the FSOC have the authority to require its
member agencies to take action within their existing regulatory authority to prevent
activities or practices even if a supermajority of the Council agrees that they pose a
substantial risk to the financial system. In addition, while Dodd-Frank charged the FSOC
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with facilitating coordination among its member agencies,*3* the Council lacks the power to
force its member agencies to come to agreement on joint rules or regulations with respect
to such activities.

For the FSOC to be able to more effectively fulfill its purposes and duties, it should be given
additional authority to enhance financial stability within its current mandate. Both the FSOC
and the OFR should also ensure that their attention is balanced to adequately fulfill the
purposes and duties that Dodd-Frank set for them.

Dodd-Frank mandated numerous instances where two or more agencies were required to
jointly write and promulgate rules and regulations. A well-known example is the so-called
Volcker Rule regulations, where Congress gave rulemaking responsibility to five different
agencies."" Regulators missed the deadline for adopting final rules to carry out the Volcker
Rule by more than two years,'*> and the new regulations are scheduled to go into effect in
2015, three years after the deadline set in Dodd-Frank.'3® At one point in the process, it
appeared possible that the regulators would issue multiple, potentially conflicting Volcker
Rule regulations, an outcome opposed at the time by BPC’s Capital Markets Task Force.?’
While joint rulemakings have the advantage of drawing on multiple perspectives, too many
times the process has resulted in interagency friction and missed deadlines.

Section 112 of Dodd-Frank includes the FSOC's duty to “facilitate information sharing and
coordination among the member agencies and other Federal and State agencies regarding
domestic financial services policy developments, rulemaking, examinations, reporting
requirements, and enforcement actions.”*® In addition, Section 119 gives the FSOC
authority to recommend a method to resolve disputes among two or more agencies.** Any
recommendations of the FSOC, however, must be requested by at least one of the agencies
involved in a dispute and are nonbinding on the agencies.

The task force recommends giving the FSOC more power to resolve disputes and force
action. In cases in which two or more regulators miss statutorily imposed deadlines for
agreeing on rules or regulations by more than 180 days, the Council should be empowered
by a supermajority vote of all its members to issue regulations on its own initiative. Upon
invocation of this authority, each agency responsible for the joint rulemaking should be
required to submit its proposed rule to the Council. The FSOC chair should have the option
of either advocating for one of the options submitted by an agency or submitting an
alternative proposal that combines elements from two or more proposed rules. The FSOC
members should then vote on the set of options, using approval voting to decide on the
final rule or regulation.™

Y The five agencies were the Commodity Futures Trading Commission, the FDIC, the Federal Reserve, the Office of
the Comptroller of the Currency, and the SEC.

™ An approval vote is one in which voters may “approve” as many voting options as they would like, and the one
that receives the most votes is declared the winner. In this case, tie votes among members of the FSOC would be
broken by the vote of the FSOC chair.
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In practice, this proposed authority should never have to be used. The threat of having
rulemaking authority taken out of their hands should be a powerful incentive for agencies to
reach agreement among themselves before deadlines elapse.

Given the enormous economic and social costs associated with financial crises, the FSOC
was vested with authority to respond to substantial threats to the financial system. Section
120 of the Dodd-Frank Act allows the FSOC to recommend that its member agencies adopt
“new or heightened standards and safeguards” for “a financial activity or practice ... if the
Council determines that the conduct, scope, nature, size, scale, concentration, or
interconnectedness of such activity or practice could create or increase the risk of significant
liquidity, credit or other problems spreading.”**°® The FSOC used this authority when it
recommended that the SEC adopt further reforms to address the systemic risk posed by
MMMFs to the financial system. In July 2014, the SEC voted to adopt two of the three
provisions the FSOC suggested as possibilities for additional reform.*!

Yet, the power to recommend is not the power to require action. The FSOC’s member
agencies are not required to follow the recommendations of the Council, which must rely on
its moral suasion to convince an agency that receives recommendations to act on them. If
the safety and soundness of the financial system is to be given the priority it deserves, the
FSOC should have the authority to act to respond to systemic threats.

Therefore, the task force recommends that the FSOC be given the authority to issue
regulations on its own initiative when one or more member agencies have failed to issue
regulations to address an activity or practice constitutes a serious and material threat to the
financial system. Such authority could have been used in the 2000s, for example, to
improve loan underwriting standards that had deteriorated so much prior to the financial
crisis or to raise capital and/or liquidity. It could also have been used to force the Federal
Reserve to write and implement regulations it was given to restrict abusive mortgage
practices under HOEPA. The agency did not implement those regulations until 2008.*%* The
authority for the FSOC to force or prevent action will not stop every systemic threat, but it
will give regulators another tool to limit them.

The enhancements proposed in Recommendation 4 to better coordinate among member
agencies and step in when a member agency fails to act to address a systemic threat would
likely be used only in rare cases owing to a supermajority requirement for each. It is
prudent and in keeping with the theme of this paper’s previous recommendations, though,
for the FSOC to be given the power to effectively act in extraordinary circumstances.

It is important that such authority be limited to areas that are already within the jurisdiction
of at least one of the Council’'s member agencies, rather than being a blank check for the
FSOC to regulate in areas that have not been authorized by Congress. The FSOC should
monitor areas outside its jurisdiction for potential threats to financial stability but, having
found them, should go to Congress to authorize it to act. In addition, the task force only
recommends giving the FSOC power to act when a member agency has failed to act in a
critical area. Congress could, however, one day decide it is appropriate to extend that
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authority to override the action of a member agency that the Council believes is a threat to
financial stability.

The ability to effectively analyze regulatory and supervisory matters is only as good as the
data that undergirds that analysis. Prior to and during the crisis, insufficient and non-
standardized data compounded the lack of macro-prudential supervision and regulation by
giving agencies that relied on financial data an incomplete and flawed picture of markets
and the interconnectedness of institutions, activities, and products. Dodd-Frank assigned
the OFR several duties, among them to collect “financial transaction data and position data
from financial companies”**® and to prepare and publish “a financial instrument reference
database”'** with formats and standards for such data, “including standards for reporting
financial transaction and position data” to the OFR.'*

In support of its purpose and duty to collect and provide data to the FSOC members,'*® the
OFR should ensure that sufficient attention is paid to fulfilling its statutory goal of creating a
data standard that allows the FSOC member agencies to conduct forward-looking analysis of
financial markets. While the OFR’s analysis functions are important, a well-designed data
standard that provides more relevant data in a timelier manner than is currently available
has the potential to transform financial regulation and should therefore be given priority.

Finally, the FSOC should enhance the transparency of its actions and decision-making
process on macro-level issues. Financial regulators have long complied with the
Administrative Procedure Act, used external advisory bodies, and promoted transparency
while conducting highly sensitive company specific regulation. The Federal Reserve’s Federal
Open Markets Committee (FOMC) has discussed systemically risky events in real time and
managed to publish detailed public minutes on a regular basis. The FSOC, on the other
hand, is right to be sensitive about releasing supervisory and potentially proprietary
information about the individual institutions with which it works.

A relevant and recent macro example is the Puerto Rican debt crisis. The situation is one
that has posed significant risk to the financial system, making it a likely topic of
conversation for the FSOC. The Council’s minutes, however, did not mention the subject.
The FOMC's minutes mentioned Puerto Rico in its minutes several times, including in
January 2014.%

The FSOC should be able to hew to the same standards achieved by its member agencies.
Increasing its transparency can increase confidence in the Council’s capabilities, which can
itself help to mitigate certain types of systemic risk.

In addition to increasing transparency to the public for its thoughts on financial stability, the
FSOC should enhance the transparency with which it operates with each company under
consideration for designation as a non-bank SIFI. Better interaction between these entities
and the Council ought to improve the process by which designation occurs, thereby
increasing regulatory quality. Specifically, companies under consideration for designation
should be allowed to provide information and comment on the accuracy of data used for
analysis by the FSOC. The Council should also proactively inform companies when they have
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reached new stages of inquiry in the path to designation. Finally, companies under
consideration should be able to engage in dialogue with all FSOC members during the
designation process.

To be clear, these suggestions are meant to improve the quality of the process by which
designation occurs. The task force understands and respects the inherently non-public
nature of the specific company designation process. Designation is similar to prudential
regulation in that there is an appropriate level of non-public discourse that can and should
go on between regulators and financial institutions. However, a private process can still
benefit from additional communication and increased transparency between regulators and
the regulated.
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The Federal Reserve should tailor the regulation and supervision of nonbank SIFIs
to account for the ways they are different from banks. Congress should also
ensure that regulators have appropriate authority to implement such tailoring.

Bringing nonbanking organizations that are systemically significant within the ambit of
substantial federal regulation is a key goal of Dodd-Frank. One approach to this is through
the FSOC's designation of a nonbank as a SIFI, which means it is subjected to supervision
and regulation by the Federal Reserve. Similarly, with the enactment of Gramm-Leach-
Bliley, the Federal Reserve has consolidated supervisory authority and responsibility with
respect to companies owning both nonbank financial firms as well as insured banks. This
responsibility means, of necessity, that the Federal Reserve must develop and maintain the
expertise, policies, and resources required to appropriately supervise and regulate nonbank
financial firms that are subject to its supervision, which currently includes financial market
utilities, insurance companies, securities firms, and other financial companies.

Designhated nonbank SIFIs, as well as bank SIFIs, ought to be subject to rigorous prudential
supervision. They should not, however, be regulated in exactly the same way as bank SIFIs.
While it is possible for nonbank companies to present the type of systemic risk that
warrants designation as nonbank SIFIs, the risks presented by such institutions are likely to
be different from the ones presented by predominantly banking organizations. As a result,
the consolidated supervision of such institutions ought to be tailored to address those
different risks, even if the resulting requirements are different from those that apply to bank
SIFIs.

It is helpful that several provisions of Dodd-Frank expressly recognize this distinction and
embrace the concept of tailored requirements for nonbank SIFIs. Section 165 of the Act, for
example, makes clear that, in developing prudential standards for designated nonbank
financial companies, the Federal Reserve “shall take into account differences among
nonbank financial companies supervised by the Board of Governors and bank holding
companies, based on ... nonfinancial activities and affiliations of the [nonbank financial
company].”**® [Emphasis added.]

The Federal Reserve should also consider how to best tailor the application of capital rules
and prudential regulation for the predominantly nonbank activities that exist within some
bank SIFIs. Dodd-Frank provided this authority in Section 165, which states that:

In prescribing more stringent prudential standards under this section, the Board of
Governors may, on its own or pursuant to a recommendation by the Council in
accordance with Section 115, differentiate among companies on an individual basis
or by category taking into consideration their capital structure, riskiness, complexity,
financial activities (including the financial activities of their subsidiaries), size, and
any other risk-related factors the Board of Governors deems appropriate.'*°
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In addition, Section 115 of the Act states that in making recommendations for establishing
and refining prudential standards for nonbank SIFIs, the FSOC “may differentiate among
companies that are subject to heightened standards on an individual basis or by category,
taking into consideration their capital structure, riskiness, complexity, financial activities
(including the financial activities of their subsidiaries), size, and any other risk-related
factors that the Council deems appropriate.”**°

Section 115 also states that in making recommendations for prudential standards the FSOC
“take into account differences among nonbank financial companies supervised by the Board
of Governors and bank holding companies” and “adapt its recommendations as appropriate
in light of any predominant line of business of such company, including assets under

management or other activities for which particular standards may not be appropriate.”*°!

The same section also says that in prescribing prudential standards, the Federal Reserve
shall “take into account differences among nonbank financial companies supervised by the
Board of Governors and bank holding companies.”*>?

The task force recommends that the Federal Reserve take seriously Dodd-Frank’s directive
to tailor requirements to different risks and different business models. In this regard, the
task force supports the deliberation that the agency has undertaken with respect to
requirements for insurance company SIFIs. In responding to a specific question about the
treatment of insurance companies under its jurisdiction, Board Chair Janet Yellen said,
“There are very significant differences between the business models of insurance companies
and the banks that we supervise, and we are taking the time that is necessary to
understand those differences and to attempt to craft a set of capital and liquidity
requirements that will be appropriate to the business models of insurance companies.”*** A
similar approach should be taken with respect to any nonbank supervised or regulated by
the Federal Reserve.

In addition, in @ memo on its final rules to implement the enhanced prudential standards
required in Section 165, Federal Reserve Governor Daniel K. Tarullo indicated that the
agency would in general tailor its regulations for nonbanks:

The expectation is that nonbank financial companies that are similar in activities and
risk profile to BHCs [bank holding companies] likely will be made subject to
enhanced prudential standards similar to those that apply to BHCs. For those that
differ from BHCs in their activities, balance sheet structure, risk profile, and
functional regulation, more tailored standards would be applied.**

A separate but related issue is whether the Federal Reserve’s culture and traditions will
allow it to effectively regulate and supervise nonbank SIFIs. The Federal Reserve, although
it has the responsibility for regulating and supervising financial activities generally, has
appeared to approach regulation thus far from a banking perspective; thus, concerns have
been expressed that it will naturally default to bank-style regulation when overseeing
nonbank SIFIs and will be reluctant to adopt appropriate tailoring to reflect real differences
in business models and risk. A similar issue is whether the Federal Reserve will achieve the
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level of expertise and knowledge of the nonbank industries it oversees to achieve the right
degree of tailoring.

Two encouraging signs here are the agency’s recent actions to address its oversight of
insurance companies: its hiring of a former state insurance commissioner and its decision to
join the International Association of Insurance Supervisors. Both actions appear designed,
at least in part, to better understand the business of insurance for purposes of enhancing
Federal Reserve regulation of insurance company SIFIs. That said, these actions should be
followed by similar moves to improve the agency’s understanding of the industries of
insurance and other nonbank SIFIs. Further, the task force recommends that the
Federal Reserve, when crafting regulations for nonbank SIFIs, should not simply
default to bank regulation; that is, it should be open to different regulation that
better reflects a nonbank SIFI's actual risks. By definition, these companies are
different from banking organizations—with different balance sheet structures, revenue
streams, and risk profiles—and the Federal Reserve needs to be open to quite different
forms of regulation and supervision to reflect those different attributes and risks. In this
regard, it is important to understand that tailored regulation and supervision does not mean
more lenient regulation and supervision. Rather, it means that any regulation and
supervision needs to reflect the particular nature and risks of the business in question.

In short, both Dodd-Frank and the Federal Reserve are on record as supporting the tailoring
of prudential standards for nonbanks. The task force agrees and encourages the Federal
Reserve to continue to gain the knowledge and expertise necessary to effectively tailor the
regulation and supervision of nonbank SIFIs.

Tailoring and the Collins Amendment

Unfortunately, Section 171 of the Act—the so-called “Collins Amendment”!*°*—has been
interpreted by the Federal Reserve as requiring the application of bank-like capital
requirements to all entities regulated by the Federal Reserve. Section 171 was intended to
set a floor for capital and leverage requirements. The provision, however, applies not just to
banks:

The appropriate Federal banking agencies shall establish minimum leverage capital
requirements on a consolidated basis for insured depository institutions, depository
institution holding companies, and nonbank financial companies supervised by the

Board of Governors.*®

The Federal Reserve’s position is that although they understand the desirability of treating
banks and nonbanks differently, the agency is restricted in its freedom of action by Section
171.

The author of the amendment, Senator Susan Collins, herself has said that she intended her
amendment to allow the Federal Reserve to treat banks and nonbanks differently. At a
recent Senate hearing on the application of capital standards to insurance companies,
Senator Collins said that she found the agency’s suggestion that it lacks clear authority to
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tailor prudential requirements “frustrating,” and that “Section 171 does not direct the
regulators to apply bank-centric capital standards to insurance entities.”**’

Since, however, the Federal Reserve maintains that it is prevented by Section 171 from
implementing the tailoring it would like, the task force recommends that Congress
modify that provision to make clear that it does not prevent the Federal Reserve
from adopting capital rules for nonbank SIFIs that are different from those
applicable to bank SIFIs, so long as such differences appropriately reflect
differences in risk.

In this context, the task force recommends that the FSOC take a more active role
in assisting the Federal Reserve with respect to recommended tailoring of
standards for nonbank SIFIs.

Section 112 of Dodd-Frank assigned the FSOC the duty to make recommendations to its
member agencies in certain circumstances.!*® Among those are the responsibilities to (1)
make recommendations to the Federal Reserve concerning the establishment of heightened
prudential standards for nonbank financial companies;**® (2) make recommendations to
primary financial regulators on applying new or heightened standards and safeguards for
financial activities or practices that could create or increase risks of significant liquidity,
credit, or other problems spreading among bank holding companies, nonbank financial
companies, and U.S. financial markets;'®® and (3) recommend general supervisory priorities
and principles to member agencies.®!

The FSOC could issue a recommendation to help guide the Federal Reserve in its reading of
Dodd-Frank regarding heightened prudential standards for nonbank SIFIs based upon each,
or all, of these duties. The recommendation could be deemed to be a “general supervisory
principle” that reflects discussions among the member agencies. Alternatively, it could be
classified as a “heightened” prudential capital standard recommended to the Federal
Reserve. Or, it could be viewed as a “new” standard for financial activities that could create
risks among banking and nonbank financial firms and U.S. financial markets. In this, the
FSOC could provide the Federal Reserve with an opinion as to the value of tailoring and
what kind of tailoring would be appropriate for nonbanks.

The FSOC also may look to other complementary provisions in Dodd-Frank to support a
recommendation to the Federal Reserve. As noted earlier, Section 115 provides that the
FSOC may make recommendations to that agency concerning the establishment and
refinement of applicable prudential standards for nonbank SIFIs and, in doing so, may
differentiate between different risk structures. Section 120 gives the FSOC the power to
recommend additional prudential standards for specific activities or practices conducted by
nonbank SIFIs.*®? Section 165 provides for the Federal Reserve to consult with the FSOC in
establishing alternatives to capital standards in the event that such standards may not be
appropriate for a company subject to its supervision. %3

In addition to providing guidance to the Federal Reserve, the FSOC should do the same for
Congress, which is currently wrestling with whether it is necessary to pass legislation to
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“fix” Section 171 and, if so, what form it should take. The FSOC has the wide variety of
expertise to give sound advice in this regard.

While such steps on the part of the FSOC would be helpful, the task force also
recommends that Congress pass legislation clarifying the ability of the Federal
Reserve to tailor its regulation for all nonbank SIFIs.

As noted previously, Federal Reserve officials have made encouraging statements about the
agency’s understanding of the value of tailoring prudential standards for nonbank SIFIs. The
Federal Reserve should proceed along these lines to the extent that it can. Given, however,
that the Federal Reserve interprets Section 171 as making the agency unable to tailor
standards for nonbank SIFIs as it intends and should, Congress should pass legislation to
ensure that the agency can do so. Several bills have been introduced in the current
Congress to address the issue, including the Capital Standards Clarification Act (S. 2270)
introduced by Senators Susan Collins (R-ME), Sherrod Brown (D-OH), and Mike Johanns (R-
NE); and an identical bill (H.R. 4510) introduced in the House by Representatives Gary
Miller (R-CA) and Carolyn McCarthy (D-NY). On June 3, 2014, the Senate passed S. 2270 by
unanimous consent. As of this writing, the House is considering whether and how to
respond.

The task force does not take a position on the specific provisions of each bill. However,
legislation that would clarify the matter of tailoring for the Federal Reserve should be passed
to avoid the potential consequences of bank-centric regulation of nonbank SIFIs. It is
important to realize, however, that the consequences of an inability to tailor have the
potential to affect any nonbanks designated as SIFIs by the FSOC. For that reason, the
task force recommends that Congress consider legislation that would clarify
tailoring for all nonbank SIFIs rather than just for insurance company SIFIs.

Solving the specific problem of allowing tailoring rules for nonbank SIFIs is not enough to
ensure that those entities receive appropriate oversight. Regulators should, as a general
principle, tailor their capital and other prudential rules to fit the business model of a given
industry. To do so, they must understand the differences between banks and nonbanks, and
how to differently handle each.

Therefore, the task force recommends that the Federal Reserve acquire and
maintain specific knowledge and expertise in each of the industries over which it
has prudential oversight. As mentioned, the agency’s hiring of a former state insurance
commissioner and its decision to join the International Association of Insurance Supervisors
is a good sign for its regulation of the business of insurance. The Federal Reserve should
follow a similar model for other nonbank activities.

The task force also recommends that Congress require the Federal Reserve to
issue a report that details its plan to implement tailored regulation and
supervision for nonbank SIFIs. The report should include separate analysis and guidance
for insurance companies, broker-dealers, and other nonbank financial activities that the
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agency oversees. The process for developing and writing the report should include a formal
public comment period.

In addition to employing in-house experts, the Federal Reserve should take full advantage
of outside experts from academia, consumer groups, industry, and nonprofits. The task
force recommends that the agency establish an advisory committee of such
experts on the nonbank industries within its jurisdiction.
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Conclusion

The financial crisis of 2007-2008 did great damage to the U.S and global economies and to
the personal savings of many millions of people. The Dodd-Frank Act and other reforms that
have been passed and implemented in response to the crisis have attempted to address the
various causes of the crisis and are likely to make the financial system much safer than it
was prior to 2007.

There remain, however, important areas in which Dodd-Frank went too far and ended up
taking away important tools that the Federal Reserve and the FDIC used to greatly mitigate
the negative impacts of the crisis. Leaving the Federal Reserve without the ability to make
emergency loans to an individual non-depository institution could result in a containable
problem needlessly escalating into a financial panic. Congress should similarly free the FDIC
from having to wait for a joint resolution from Congress to approve emergency debt
guarantees, which also proved important in containing damage during the last crisis.

In other areas, the evolution of modern finance and the experience gained during the
implementation of Dodd-Frank suggest the need for additional reforms. Extending access to
collateralized liquidity from the Federal Reserve to broker-dealers that are most vulnerable
to damaging runs is one such reform, provided these broker-dealers are also subjected to
appropriate regulation and supervision. In addition, Congress should extend the authority of
the FSOC to carry out its duties to coordinate among its member agencies and act to try to
prevent systemic threats by giving it the power to issue regulations on its own initiative in
certain extraordinary circumstances.

Finally, it is important that the supervision and regulation that Dodd-Frank brought to
systemically important nonbanks be appropriate to the business models, balance sheet
structures, risk profiles, and other relevant characteristics of nonbanks rather than imposing
bank-centric oversight on them. In order to achieve this goal, the Federal Reserve needs to
tailor its supervision and regulation of SIFIs according to the ways they differ from banks,
and acquire the knowledge and expertise to effect such tailoring. Moreover, Congress should
ensure that the Federal Reserve has the clear authority and direction to do so.

The task force believes that the recommendations in this report will help prevent systemic
threats and will leave the Federal Reserve, FDIC, and Treasury Department in a better
position to combat such threats whenever they should occur, leading to a safer and more
stable financial system.
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Appendix A: Selected
Definitions of Systemic
RISk

“Although there is no one way to define systemic risk, all definitions attempt to capture
risks to the stability of the financial system as a whole, as opposed to the risk facing
individual financial institutions or market participants. For example, market participants may
believe that they have insured against certain risks. However, if all participants act similarly
to avoid those risks, for example, crowding into the same positions, their actions might
amplify shocks and threaten the stability of the financial system.”*®*

Financial Stability Oversight Council (2011)

“A risk of disruption to financial services that is (i) caused by an impairment of all or parts
of the financial system and (ii) has the potential to have serious negative consequences for
the real economy. Fundamental to the definition is the notion that systemic events are
associated with negative externalities. ... The definition requires significant spillovers to the
real economy... .”16°

Financial Stability Board (2009)

“The threat that a material event (whether an unexpected crisis, the failure of proper risk
management, or the result of public policies) would result in the failure of either financial
markets or a significant number of financial firms and cause significant harm to the U.S.
economy because of the interconnections between such markets and firms.”*®®

James Sivon and Greg Wilson (2010)

“"The negative externalities associated with institutions that are perceived as not being
allowed to fail due to their size, interconnectedness, complexity, lack of substitutability or
global scope are well recognised. In maximising their private benefits, individual financial
institutions may rationally choose outcomes that, from a system-wide level, are sub-optimal
because they do not take into account these externalities. These negative externalities
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include the impact of the failure or impairment of large, interconnected global financial
institutions that can send shocks through the financial system which, in turn, can harm the
real economy.

The Basel Committee is of the view that global systemic importance should be measured in
terms of the impact that a failure of a bank can have on the global financial system and
wider economy rather than the risk that a failure can occur.”*®’

Basel Committee on Banking Supervision (2011)

“Systemic risk can be described as the risk that financial instability becomes so widespread
that it impairs the functioning of a financial system to the point where economic growth and
welfare suffer materially. The literature has identified three ‘forms’ of systemic risk, namely
contagion risk, the risk that widespread imbalances that have built up over time unravel
abruptly, and the risk of macro shocks causing simultaneous failures.”*®®

European Central Bank (2010)

“The risk or probability of breakdowns (losses) in an entire system as opposed to
breakdowns in individual parts or components ... evidenced by co-movements (correlation)
among most or all the parts.”*®°

George G. Kaufman, Federal Reserve Bank of Chicago (2000)

“Systemic risk refers to the possibility that the financial system as a whole might become
unstable, rather than the health of individual market participants. Stable financial systems
do not transmit or magnify shocks to the broader economy. A firm, person, government,
financial utility, or policy might create systemic risk if (1) its failure causes other failures in
a domino effect; (2) news about its assets signals that others with similar assets may also
be distressed, called contagion; (3) it contributes to fire sales during price declines; or (4)
its absence prevents other firms from using an essential service, called critical functions.

In this approach, systemic risk includes all potential sources of instability in the financial
system, not just the failure of a single large firm. The FSOC then defines systemic risk by its
negative, ‘A stable financial system should not be the source of, nor amplify the impact of,
shocks.””*’® [Emphasis in original.]

Edward V. Murphy, Congressional Research Service (2012)
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“Systemic risk can be thought of as a widespread failure of financial institutions or freezing
up of capital markets that can substantially reduce the supply of capital to the real
economy.”!’?

Viral V. Acharya, Thomas Philippon, Matthew Richardson and Nouriel Roubini, New
York University (2009)

“Some argue that even damage to the real economy is not sufficient grounds to classify an
episode as systemic; rather, the key characteristic of systemic risk is the movement from
one stable (positive) equilibrium to another stable (negative) equilibrium for the economy
and financial system.”*”?

Darryll Hendricks, John Kambhu, and Patricia Mosser, Federal Reserve Bank of New
York (2006)

Responding to Systemic Risk: Restoring the Balance | 62



Appendix B: Task Force
and the Process for
Writing the Report

THE SYSTEMIC RISK TASK FORCE
The co-chairs of the Systemic Risk Task Force are:

¢ John C. Dugan, Partner, Covington & Burling LLP and former Comptroller of the
Currency, U.S. Department of the Treasury;

¢« Peter R. Fisher, Senior Fellow of the Center for Global Business and Government,
Tuck School of Business at Dartmouth and former Under Secretary for Domestic
Finance, U.S. Department of the Treasury; and

¢ Cantwell F. Muckenfuss III, Partner, Gibson, Dunn & Crutcher LLP and former
Senior Deputy Comptroller of the Currency, U.S. Department of the Treasury.

Special thanks to those connected with BPC’s Financial Regulatory Reform Initiative who
helped inform and guide us through this process, including: Co-Chairs Martin Baily and
Phillip Swagel; BPC staff Aaron Klein, Justin Schardin, Peter Ryan, and Shaun Kern;
and senior advisors Jim Sivon, partner with Barnett Sivon & Natter, PC, and Greg Wilson,
Wilson Consulting.

BACKGROUND ON THE PROCESS FOR DEVELOPING THIS REPORT

The task force co-chairs developed its conclusions based on their extensive experience in
federal regulation and supervision of financial institutions, as well as information-gathering
sessions with a wide variety of public and private sectors experts, agencies, organizations,
and individuals. The task force benefited greatly from these meetings, and the co-chairs are
indebted to all who met with them. However, the co-chairs alone are responsible for the
conclusions and recommendations in this report.

SYSTEMIC RISK SURVEY

In the summer of 2013, the task force disseminated a survey on systemic risk to a selected
group of current and former regulators and supervisors, consumer and industry
representatives, and academics. The aggregate responses to the survey do not reveal any
scientific conclusions, but were useful in guiding the task force’s questions and developing
its ideas. The survey was also used as a starting point for discussion at the task force’s
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information-gathering sessions. The questions from online survey have been re-created

below.

Question 1: How would you rate the following solutions in their likely impacts across each of
the following four theories of systemic risk?

1.

Strengthen institutions — Efforts to make individual institutions safer and more able
to withstand systemic events

Prevent spread of risky products & practices - Efforts to prevent the spread of toxic
products, practice, or actions from being adopted by a other institutions

Plug regulatory gaps — Efforts to ensure systemically important institutions,
categories of institutions, products, practices, or actions are not able to escape the
regulatory system

Enhanced capacity to act - Efforts to allow the government to more effectively
respond to, and mitigate, financial crises that have begun

List of solutions:

A.

B
C.
D

m

z

o

Creation of FSOC
Creation of CFPB

Creation of OFR

. Creation of Federal Insurance Office (FIO)

Bank SIFI designation

Non-bank SIFI designation authority
Financial utility SIFI designation authority
Higher equity capital requirements
Collins Amendment

Stress tests

Basel III liquidity requirements

Basel III leverage limits

Limits on Fed and FDIC emergency authority
Volcker Rule

Lincoln Amendment

Single counterparty credit exposure limits
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Derivative exchange and clearing
Credit risk retention rules

Resolution authority

4w ®» O

Living wills

U. Holding company debt requirements

V. Provisions in Dodd-Frank to address credit rating agencies
W. Product, activity, and practice limits

For each solution (A-W), respondents were asked to rate each as mostly good (1), more
good than bad (2), a mixed bag (3), more bad than good (4), mostly bad (5), or too soon to
tell (T). Respondents were asked to rate up to two theories of systemic risk for each
solution.

Question 2: Please select up to five policies that you believe are most likely to have the
greatest positive impact through decreasing systemic risk. [Same choices available, A-W]

Question 3: Please select up to five policies that you believe are most likely to have the
greatest negative impact through increasing systemic risk. [Same choices available, A-W]

Question 4: Are there any financial reform solutions that Congress should have addressed
by did not?

Questions 5-8: Optional questions about name, company, e-mail address, occupational
category, number of years worked in an occupation related to the financial services sector,
and political affiliation.

The chart below aggregates the responses from questions 2 and 3. It depicts the number of
times respondents thought that a solution was most likely to decrease systemic risk minus
the number of times respondents thought that a solution was most likely to increase
systemic risk.
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Figure 6. Policies Identified by Survey Respondents as Most Likely
to Affect Systemic Risk
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