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INTERNATIONAL HARMONIZATION OF WALL
STREET REFORM: ORDERLY LIQUIDATION,
DERIVATIVES, AND THE VOLCKER RULE

THURSDAY, MARCH 22, 2012

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

The Committee met at 9:48 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Hon. Tim Johnson, Chairman of the Com-
mittee, presiding.

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON

Chairman JOHNSON. I call this hearing to order.

I thank our witnesses for joining us.

Today, this Committee continues its oversight of the implementa-
tion of the Wall Street Reform Act. Since our last Wall Street Re-
form hearing in December, there have been significant develop-
ments on implementation, including new proposed and final rules
in areas critical to strengthening market oversight and stability.

Among the many lessons apparent from the recent financial cri-
sis is that the financial system is truly global and that risks and
regulations in one country can have significant effects on institu-
tions and markets worldwide. Last month, we held a hearing to ex-
amine the European debt crisis and any potential spillover effects
in the U.S. Today’s hearing will focus on the possible effects of our
new financial rules on international markets and on international
competitiveness for U.S. institutions.

Some of the most complex and critical rulemakings of the Wall
Street Reform Act are the ones with international implications that
we will focus on today. The FDIC’s new orderly liquidation author-
ity, as well as the creation of living wills and the SIFI designation,
will together help ensure that large, multinational, interconnected
financial institutions may be quickly wound down in times of stress
without exposing taxpayers to losses or threatening the financial
system.

In order to fully implement these important rules, our agencies
must work closely with their international partners to make cross-
border resolutions orderly and coordinated so that global firms will
no longer be too big to fail. I look forward to the agencies providing
an update on efforts to harmonize regulations.

The Volcker Rule also raises a number of complicated issues with
potential international effects. It is important to carefully imple-
ment the rule’s prohibitions on prop trading and fund investments
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in a manner that does not impair market making, underwriting,
client services, hedging, and other permitted activities so important
to our economy. Market participants need greater clarity about the
conformance period and what will be required of them starting this
July. I look forward to hearing the witnesses’ comments on these
issues as well as their views on the rule’s potential impact on cap-
ital markets, Governments, and institutions around the world.

Additionally, international coordination is key to bringing greater
stability and transparency to the $700 trillion global derivatives
market. Ideally, the rules the CFTC, SEC, and prudential regu-
lators are working to finalize should have no substantive degree of
variance and only differ for kinds of firms and transactions the
rules are being applied to. In addition, global harmonization and
rules relating to margin, capital, and clearing will be essential to
promoting financial stability, effective oversight, and competitive-
ness of U.S. companies doing business abroad.

I welcome the regulators’ updates on these developments and on
the next steps for strengthening the global financial system.

While our economy is starting to show signs of recovery from the
financial crisis, we must remain vigilant in ensuring that Wall
Street Reform is implemented thoughtfully and with full consider-
ation of international implications. The Wall Street Reform law
gave our regulators the tools to address global threats to financial
stability as well as oversight over new, uncharted areas of the
international financial markets. We have already seen good
progress in the recently announced stress tests, showing U.S.
banks in a much stronger position than they were before the crisis.
But until the new rules are fully implemented, our financial system
remains vulnerable to threats both from within the U.S. and from
abroad.

I believe our Committee’s robust oversight of Wall Street Reform
has reaffirmed the need for, and improved the implementation of,
this important legislation. As I have said before, I am open to the
idea of improving Wall Street Reform by making technical correc-
tions and fixing unintended consequences, but in today’s political
environment, there will need to be broad bipartisan support to get
anything approved.

Senator Shelby, your opening statement.

STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you. Thank you, Mr. Chairman. Wel-
come, everyone.

Today, our financial regulators will update us on their efforts to
harmonize the requirements of the Dodd-Frank Act with the finan-
cial regulations of other countries. I think this is an important
issue due to the global nature of modern financial markets.

Today, nearly all major U.S. financial institutions have oper-
ations overseas, and most major foreign financial institutions have
operations, of course, in the U.S. The globalization of finance has
generally been a positive development. It helps firms raise capital
at lower rates and more effectively manage their risk. This, in
turn, helps financial institutions lend more cheaply to businesses
and to consumers.
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Yet the globalization of finance means that regulators need to be
mindful of how their regulations interact with the regulations of
other countries. Poorly conceived loans or ineffective coordination
by regulators can easily undermine the efficiency of the inter-
national economic system. And although such regulatory failures
often go largely unnoticed, the consequences can be significant.

The impacts show up in the form of higher interest rates and
fees for consumers and higher operating costs for businesses. Ulti-
mately, higher prices reduce economic growth and job creation.

We only need to recall how poor international economic coordina-
tion in the 1930s stemming from the Smoot-Hawley Act and other
laws worsened the Great Depression. Accordingly, I believe it is
critical that Congress and our financial regulators make sure that
Dodd-Frank does not worsen an already troubled economy by un-
necessarily impeding the international financial system.

I think it is worth noting that 2 years ago, when Dodd-Frank
was passed, the thought that Dodd-Frank would create any inter-
national coordination problems was not on the minds of the Act’s
supporters. Rather, we were told here that the rest of the world
would follow our lead and adopt legislation similar to Dodd-Frank.
Of course, this has not happened.

To the contrary, foreign regulators and Governments have pub-
licly expressed serious concerns about Dodd-Frank. Canada, Ger-
many, Japan, the United Kingdom, as well as European Union
have all identified profound problems with the implementation of
Dodd-Frank. These problems include reducing the liquidity of their
Government bond markets and the discriminatory treatment of for-
eign firms.

In addition, many market participants have expressed concerns
about the extraterritorial reach of Dodd-Frank. They justifiably
fear that they will find themselves caught in a regulatory trap, as
many Dodd-Frank rules may conflict with theirs. These concerns
have been worsened by the fact that our financial regulators have
already missed 70 percent of the Dodd-Frank rulemaking dead-
lines. And as a consequence, 2 years after the passage of Dodd-
Frank, market participants are still unclear if and how Dodd-Frank
rules will apply to their international banking operations.

The risk of having to comply with Dodd-Frank’s costly regula-
tions is causing many firms to reconsider doing business in the
U.S. The U.S. should be the market of choice because it is the most
sophisticated and modern. It should not be the market firms des-
perately seek to avoid due to its costly and heavy-handed regu-
latory approach.

But looking forward, it is my hope that our regulators will take
the time to ensure that the Dodd-Frank rulemakings have as few
unintended consequences as possible. I hope to hear today how our
financial regulators are working with their foreign counterparts to
address legitimate concerns about Dodd-Frank. In particular, I
hope to hear how our regulators are working to address the major
discrepancies that exist between the U.S. and international deriva-
tives rules, especially with respect to margin and capital require-
ments.

I also hope to learn today what specific steps regulators have
taken to ensure that the FDIC’s new orderly liquidation authority
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can effectively wind down a large international firm. As we saw
with the failure of Lehman and, more recently, MF Global, the col-
lapse of an international financial firm can leave customer assets
frozen in several countries, making resolution of a firm substan-
tially more difficult. Hopefully, the next time a major international
financial institution fails, regulators will have a far more efficient
and effective response than the CFTC’s response to MF Global.

Unfortunately, in the nearly 2 years since the passage of Dodd-
Frank, regulators have done little to instill confidence that Dodd-
Frank will do anything other than increase the cost of doing busi-
ness in America.

Thank you, Mr. Chairman.

Chairman JOHNSON. Thank you, Senator Shelby.

Are there any other Members who wish to make a brief opening
statement?

[No response.]

Chairman JOHNSON. Thank you all. I want to remind my col-
leagues that the record will be open for the next 7 days for opening
statements and any other material you would like to submit.

Now, I will briefly introduce our witnesses. Lael Brainard is the
Under Secretary for International Affairs at the U.S. Department
of the Treasury.

Dan Tarullo is currently serving as a Member of the Board of
Governors of the Federal Reserve System.

Elisse Walter is currently serving as a Commissioner on the U.S.
Securities and Exchange Commission.

Marty Gruenberg is the Acting Chairman of the Federal Deposit
Insurance Corporation.

John Walsh is the Acting Comptroller of the Office of the Comp-
troller of the Currency.

Jacqueline Mesa is Director of International Affairs at the U.S.
Commodities Futures Trading Commission.

I thank you all again for being here today. I would like to ask
the witnesses to please keep your remarks to 5 minutes. Your full
written statements will be included in the hearing record.

Under Secretary Brainard, you may begin your testimony.

STATEMENT OF LAEL BRAINARD, UNDER SECRETARY FOR
INTERNATIONAL AFFAIRS, DEPARTMENT OF THE TREASURY

Ms. BRAINARD. Thank you, Chairman Johnson, Ranking Member
Shelby, and distinguished Members of the Committee.

There is an important debate over the merits of moving slow or
fast, of moving first or last. As you know, partly due to the efforts
of this Committee, we moved both fast and first to reform our fi-
nancial system and this strategy is already demonstrating its effec-
tiveness, both in terms of the strength of our institutions and their
ability to weather shocks and in bringing the world to our stand-
ards.

From 2009 through the end of 2011, Tier I common equity of
large bank holding companies increased by more than $400 billion.
Short-term wholesale funding at the four largest bank holding com-
panies decreased from 36 percent to 20 percent. And core deposits
as a share of total liabilities at FDIC-insured institutions increased
from a low of 44 percent to 64 percent. Far from disadvantaging



5

U.S. institutions and harming credit, these early actions put U.S.
banks in a stronger position as we entered the financial volatility
at the end of last year and, indeed, supported credit growth of 11
to 12 percent annual rates in the third and fourth quarters.

By contrast, as you know, Europe opted to move more slowly. As
a result, many Euro area banks were less resilient in the face of
shocks last year, contributing to financial stress and a negative spi-
ral.

By moving first, we led from a position of strength in setting the
international reform agenda and elevating the world’s standards to
our own. The alternatives, either following the reform standards
set by other countries or subjecting our firms to a divergent set of
standards across the board, would have been unacceptable. It is
also worth noting that not only the established financial centers in
advanced economies but also up-and-coming emerging market fi-
nancial centers are signing up for the same set of standards.

As you know, going into the crisis, too many financial institu-
tions had too much leverage and too little liquidity. We have now
gotten across the international system new global capital liquidity
and leverage standards. We have identified globally systemic im-
portant banks and agreed globally to subject them to enhanced
prudential measures, including a capital surcharge. We are, of
course, remaining vigilant as these rules are implemented, and we
are pressing to ensure banks across the world measure risk-weight-
ed assets similarly.

Going into the crisis, few understood the magnitude of aggregate
derivatives exposures in the system. Now, we have secured agree-
ment on international standards for the OTC derivatives markets
for the first time, requiring consistent reporting, moving trading
onto exchanges, and requiring central clearing. Of course, as these
rules are implemented, we have to guard against fragmentation or
weaknesses in the global payments infrastructure and avoid geo-
graphic mandates for clearing. We are also pressing for accelerated
time tables. We are also pressing, with success, to finalize a global
standard for posting margin on uncleared derivatives transactions
to reinforce the incentives for central clearing.

And finally, going into the crisis, countries lacked tools to resolve
systemically important financial institutions, effectively rendering
them too big to fail. Going forward, all major financial jurisdictions
have agreed to put in place the tools to resolve large cross-border
firms. Implementation is already underway. The UK, Germany,
and Canada have already passed resolution legislation and the Eu-
ropean Commission is developing a draft for the second quarter of
this year. The FSB is working actively to ensure regulators and the
major global banks developed cross-border living wills by the end
of 2012, criteria to improve the resolvability of these institutions,
and institution-specific resolution cooperation arrangements.

New laws and rules aimed at the home market of any major fi-
nancial center will inevitably, as you recognized in writing the law,
have cross-border implications. Regulators now have to sort out
whose rules apply, how, and where. Aligning the substance the
timing of reforms across jurisdictions is perhaps the first best in-
surance we have in that process. The greater the convergence



6

around high-quality standards, the greater the scope for deferring
to jurisdictions that have similar regulatory regimes.

There are only one or two notable exceptions. As you know, the
United States has moved ahead of others on the Volcker Rule, but
it is important to recognize that other jurisdictions are grappling
with the same issues pertaining to the structure of risk taking. In
the UK, the Vickers Commission proposed rules to ring fence core
financial intermediation activities, and in the EU, Commissioner
Barnier has set up a commission to look at this issue with par-
ticular interest in studying the implementation of the Volcker Rule.

We cannot lose sight of the costs of the last crisis, nor can we
lose sight of the causes. That is why we think it is critical to com-
plete the work we have begun. Thank you.

Chairman JOHNSON. Thank you.

Governor Tarullo, please proceed.

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

Mr. TARULLO. Thank you, Mr. Chairman, Senator Shelby, other
Members of the Committee.

Let me run down briefly for you my perspective on the significant
international activities that are either quite directly or more gen-
erally related to the Dodd-Frank Act.

The Members of this Committee will not be surprised that I put
capital at the top of the list of regulatory imperatives, both here
in the United States and internationally. Basel 2.5, which deals
with market risk, and Basel III, which deals with both the amount
and quality of required capital, were already done or nearly done
when Dodd-Frank was passed, but Dodd-Frank did add a new re-
quirement that we have enhanced capital standards for large bank-
ing organizations. We supported what turned out to be a successful
international effort to agree on capital surcharges for banking orga-
nizations of global systemic importance, and the Federal Reserve
intends to implement the Dodd-Frank requirement in a manner
consistent with that international agreement.

We have had a lot of progress on capital internationally, and I
would say that in this area the principal task in the near term will
be to ensure that these various agreements are being implemented
rigorously, both at national levels and within individual banking
organizations. I am pleased that the Basel Committee has now
launched what is far and away its most significant effort ever to
monitor implementation at both the national and firm level.

On liquidity standards, here too we would like to make the Basel
agreement consistent with our implementation of the Dodd-Frank
requirements of enhanced liquidity standards for large institutions.
Unlike the capital standards, though, the liquidity standards are in
need of further study and revision, which is currently in progress
internationally.

On resolution mechanisms, Title II of the Dodd-Frank Act is fully
consistent with the international standards that have been adopt-
ed, and other jurisdictions are gradually putting in place their own
generally comparable mechanisms. However, even if all major fi-
nancial centers follow suit, not all cross-border resolution problems
will be solved. So we will continue the work that we have begun,
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along with the FDIC, in addressing these continuing problems in
both multilateral and bilateral fora.

On OTC derivatives, implementation of the G20 commitments for
reform is proceeding internationally, but I would characterize it at
a somewhat uneven pace from jurisdiction to jurisdiction. Here, I
think our top international priority should be agreement on margin
requirements for uncleared derivatives.

And finally, I have noted in my prepared testimony a number of
specific issues implicating international interests in parts of the
Dodd-Frank Act where there is less likely to be an international
initiative. In these instances, we do not have the realistic option of
trying to conform an international agreement to domestic practice,
or vice-versa, for that matter. So here we are going to have to be
considering carefully all these concerns in our own rulemaking as
we move forward.

Thank you, Mr. Chairman.

Chairman JOHNSON. Thank you.

Commissioner Walter, please proceed.

STATEMENT OF ELISSE B. WALTER, MEMBER, SECURITIES
AND EXCHANGE COMMISSION

Ms. WALTER. Thank you, Chairman Johnson, Ranking Member
Shelby, and Members of the Committee, for the opportunity to tes-
tify on behalf of the Securities and Exchange Commission about
international cooperation in the realm of financial regulation.

The impact of regulation across borders has become ever more
important as business has become increasingly global. And thus, as
part of our rulemaking efforts to implement the Dodd-Frank Act,
the SEC has been actively engaged with our counterparts abroad
to coordinate our regulatory reforms. Our international efforts in-
clude both informal and formal bilateral discussions and arrange-
ments and working through multilateral organizations. Due to the
extensive international coordination efforts undertaken by the SEC
and our colleagues at other U.S. financial regulatory agencies with-
in international bodies, the recommendations and international
standards being developed by these groups are broadly consistent
with the Dodd-Frank Act and the G20 objectives.

As the SEC’s representative to the Financial Stability Board and
the International Organization of Securities Commissions, I have
detailed our international efforts in my written testimony, but I
would like to highlight just a few areas this morning.

First, international coordination is particularly important in re-
form of the global over-the-counter derivatives markets. Following
the 2008 financial crisis, Congress recognized the need to bring
transparency to these markets and the G20 leaders shared this
concern. SEC and CFTC staff have been working with our inter-
national counterparts to coordinate the technical issues relating to
regulation of derivatives transactions. In December, global leaders
and senior representatives of authorities responsible for regulation
of OTC derivatives markets met to discuss significant cross-border
issues related to the implementation of new legislation and rules.

Given the global nature of the market, the SEC intends to ad-
dress the international implications of its Dodd-Frank derivatives
rules in a single proposal in order to give interested parties, includ-
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ing investors, market participants, and foreign regulators, an op-
portunity to consider as an integrated whole our approach to cross-
border security-based swap transactions.

The second area that requires robust international coordination
and cooperation is the identification and mitigation of cross-border
risks. The SEC has worked to enhance its capability to spot and
address proactively emerging issues before they have the potential
to cause serious harm to U.S. markets and the global financial sys-
tem. We have opened lines of communication and shared data with
our international counterparts to discuss emerging risks and to
react promptly to new developments.

A third area where international cooperation is important is the
implementation of the Volcker Rule. In the proposal, we requested
and received comment on several international issues. For exam-
ple, the proposal, which closely tracks the statute, includes an ex-
emption for proprietary trading in certain U.S. and municipal Gov-
ernment obligations, but not for foreign Government obligations.
Many commenters, including some foreign Governments, have re-
quested that such an exemption be adopted and have expressed
concerns about the proposed rule’s potential impact on liquidity in
foreign sovereign debt markets. However, some commenters have
indicated that such an exemption would not be necessary or would
not meet the statutory requirement that it promote and protect
safety and soundness.

The Volcker Rule’s general prohibition on covered fund activities
includes certain non-U.S. funds in an effort to prevent circumven-
tion by simply relocating activities offshore. Some commenters have
stated that this definition may be too broad, sweeping in foreign re-
tail mutual funds or other types of regulated pooled investment ve-
hicles. Our Commission staff is reviewing and considering the com-
ments we have received, including those on the cross-border impli-
cations of Volcker.

A fourth area where we and our foreign counterparts have a com-
mon interest is market efficiency and integrity in light of the rapid
development of new trading technologies and trading platforms.

Another key priority is assuring meaningful oversight of reg-
istrant firms wherever they are located. In an interconnected
world, increased international supervisory cooperation is critical.
Unfortunately, there currently are limitations on the ability of
some U.S. regulators to achieve meaningful inspections in some for-
eign jurisdictions.

Finally, I would like to mention our longstanding bilateral and
multilateral efforts in the enforcement arena.

In conclusion, our ability to further shared objectives and
strengthen cooperative relationships with our counterparts is an in-
creasingly critical part of our mission. We simply must work to-
gether.

Thank you again for this opportunity to testify.

Chairman JOHNSON. Thank you.

Chairman Gruenberg, please proceed.
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STATEMENT OF MARTIN J. GRUENBERG, ACTING CHAIRMAN,
FEDERAL DEPOSIT INSURANCE CORPORATION

Mr. GRUENBERG. Thank you, Mr. Chairman. Chairman Johnson,
Ranking Member Shelby, and Members of the Committee, thank
you for the opportunity to testify on international harmonization
issues related to implementation of the Dodd-Frank Wall Street
Reform and Consumer Protection Act.

While there are several issues addressed in my written testi-
mony, I thought I would focus my oral remarks on progress we
have made on cross-border cooperation on the resolution of system-
ically important financial institutions, the so-called SIFIs.

Section 210 of the Dodd-Frank Act requires the FDIC “to coordi-
nate to the maximum extent possible” with appropriate foreign reg-
ulatory authorities in the event of a resolution of a SIFI with cross-
border operations. The FDIC has been working on both a multilat-
eral and a bilateral basis with our foreign counterparts in super-
vision and resolution to address these important cross-border
issues.

In October of last year, the Financial Stability Board of the G20
countries released the Key Attributes of effective resolution re-
gimes for financial institutions. These Key Attributes set out the
features of a legal and regulatory regime that would allow authori-
ties to resolve financial institutions in an orderly manner without
taxpayer exposure. They address such critical issues as the scope
and independence of the resolution authority and how jurisdictions
can facilitate cross-border cooperation in resolutions of significant
financial institutions. The FDIC was deeply involved in the devel-
opment of the Key Attributes and many of them parallel the provi-
sions of the U.S. resolution regime under Title II of the Dodd-
Frank Act.

In November of last year, the G20 endorsed these Key At-
tributes, and as a result, financial regulators from the G20 member
Nations are required to move toward a resolution framework to re-
f)ollve SIFIs in an orderly manner that protects global financial sta-

ility.

Now, in addition to the Key Attributes, the FDIC and its U.S.
and foreign financial regulatory counterparts have formed what
have been called Crisis Management Groups under the auspices of
the Financial Stability Board for each of the internationally active
SIFIs. These are the so-called G-SIFIs, or Global SIFIs, identified
by the G20 at the November meeting last year. These Crisis Man-
agement Groups, consisting of both home and host country authori-
ties, are intended to enhance institution-specific planning for pos-
sible future resolution.

The FDIC has participated in Crisis Management Group meet-
ings hosted by authorities in various foreign jurisdictions. In addi-
tion, the FDIC has hosted Crisis Management Group meetings for
the five largest U.S. G-SIFIs and met with specific foreign regu-
lators to discuss the progress these firms have made on their recov-
ery and resolution plans as well as other related cross-border
issues. These meetings assist the FDIC in developing and refining
its own resolution strategies for these institutions and helps regu-
lators in identifying and overcoming impediments to cross-border
resolution.
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Finally, the FDIC is also actively reaching out on a bilateral
basis to the foreign supervisors and resolution authorities with ju-
risdiction over the foreign operations of key U.S. firms. The goal is
to be prepared to address issues regarding cross-border regulatory
requirements and to gain an in-depth understanding of the cross-
border resolution regimes and the concerns that face our inter-
national counterparts.

It is worth noting that although U.S. SIFIs have foreign oper-
ations in dozens of countries around the world, these operations
tend to be concentrated in a relatively small number of key foreign
jurisdictions, particularly the United Kingdom. While the chal-
lenges to cross-border resolution are formidable, they may be more
amenable than is commonly thought to effective management
through bilateral cooperation.

Our initial work with foreign authorities has been encouraging.
In particular, the U.S. financial regulatory agencies have made
substantial progress with authorities in the UK in understanding
how our respective resolution regimes and resolution strategies
would work. To facilitate bilateral discussions and cooperation, the
FDIC is negotiating Memoranda of Understanding pertaining to
resolutions with regulators in various countries.

In conclusion, through multilateral and bilateral engagement, we
believe we have made significant progress in developing a founda-
tion for effective cross-border cooperation in the event of a future
failure of an internationally active systemically important financial
institution. Thank you.

Chairman JOHNSON. Thank you.

Comptroller Walsh, please proceed.

STATEMENT OF JOHN G. WALSH, ACTING COMPTROLLER,
OFFICER OF THE COMPTROLLER OF THE CURRENCY

Mr. WALSH. Thank you. Chairman Johnson, Ranking Member
Shelby, and Members of the Committee, I appreciate this oppor-
tunity to provide my perspective on the international implications
of the Dodd-Frank Act and on efforts currently underway to har-
monize U.S. regulatory requirements with international standards.

My written testimony provides greater detail on the intersection
of Dodd-Frank and international efforts in five key areas: Capital
standards, liquidity requirements, orderly resolution of large com-
plex firms, derivatives activities, and the Volcker Rule.

Since the financial crisis of 2008, much has been accomplished
to improve the safety and soundness of financial systems and insti-
tutions. Internationally, the G20 Governments, the Financial Sta-
bility Board, the Basel Committee on Banking Supervision, and
other international bodies have developed and are introducing
standards to increase capital and liquidity, create better mecha-
nisms for resolving large financial institutions, centralize deriva-
tives clearing, and strengthen supervision in a number of other
areas. Implementation of this reform agenda is underway in all the
G20 countries.

Within the United States, the Dodd-Frank Act encompasses
many important parts of the international reform agenda. It en-
hances the resiliency of the U.S. financial system, requires higher
capital and liquidity standards for large financial institutions, and
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imposes steps to preclude future taxpayer bailouts. The Act also
seeks to strengthen operations and safeguards pertaining to deriva-
tives activities by enhancing transparency and reducing
counterparty credit risks.

Most of these efforts are still works in progress and I believe
paths are available for international harmonization in many of
these areas. However, even where there is broad international con-
sensus, there will be areas where policy makers in individual coun-
tries have chosen to tailor standards to their countries’ specific cir-
cumstances rather than adopt the totality of the international ap-
proach.

In the U.S., for example, the Dodd-Frank Act has added two re-
quirements that will cause our implementation of international
capital standards to differ from those of other countries. For exam-
ple, the Collins Amendment requires the same generally applicable
minimum capital requirements to be applied to bank holding com-
panies as to banks, and places a floor under the capital require-
ment for large banks, applying Basel’s advanced approaches capital
framework. This goal is to ensure that capital requirements for
large banks do not decline below generally applicable minimum
capital requirements, but it also means that U.S. banks pursuing
safer loans or lower-risk securities would not obtain a capital ben-
efit for doing so.

Section 939(a) of Dodd-Frank requires all Federal agencies to re-
move references to and reliance on credit ratings from their regula-
tions and replace them with appropriate alternatives for evaluating
creditworthiness. Basel III, in contrast, continues to rely on credit
ratings in many areas, so implementation of those provisions of
Basel III will differ from international standards and generally be
more stringent in that U.S. credit ratings are referenced in various
places, including in noncapital regulations. While we fully agree
that blind reliance on credit ratings should be stopped, the cumu-
lative impact of precluding any reference to credit ratings, even in
conjunction with other factors, will be challenging, particularly for
community banks.

The Dodd-Frank Act also contains certain provisions that have
no foreign equivalent, and unlike capital and liquidity require-
ments, currently are not the subject of international harmonization
efforts, most notably the Volcker Rule. This provision generally
prohibits a bank from engaging in proprietary trading and from
making investments in and having certain relationships with a
hedge fund or private equity fund. This is a policy aimed at the or-
ganization of activities within the U.S. banking system, not part
presently of a broader international policy consensus, and as such
the legislation reflects a determination that these policy objectives
need to predominate over competitive considerations.

The OCC is committed to consistent implementation of the Dodd-
Frank Act and international financial regulatory agreements, and
as we move forward with implementing Dodd-Frank, we must be
mindful of the need to strike an appropriate balance between en-
hanced regulations, better supervision, and market restrictions.
Achieving a level playing field for internationally active institutions
is an important objective, but it is never fully achieved and some-
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times national policy choices place other important national objec-
tives above competitive equity.

Thank you for the opportunity to discuss the international obli-
gations of Dodd-Frank and to update the Committee on efforts un-
derway to harmonize U.S. regulatory requirements with inter-
national standards and frameworks. I am happy to answer your
questions.

Chairman JOHNSON. Thank you.

Ms. Mesa, please proceed.

STATEMENT OF JACQUELINE H. MESA, DIRECTOR OF THE OF-
FICE OF INTERNATIONAL AFFAIRS, COMMODITY FUTURES
TRADING COMMISSION

Ms. MESA. Good morning, Chairman Johnson, Ranking Member
Shelby, and Members of the Committee. Thank you for the oppor-
tunity to testify today regarding international aspects of the Dodd-
Frank Act.

The financial crisis has generated international consensus on the
need to strengthen financial regulation by improving transparency,
mitigating systemic risk, and protecting against market abuse. In
September 2009, the G20 leaders agreed that OTC derivatives con-
tracts should be reported to trade repositories, standardized con-
tracts should be cleared and traded on exchanges or platforms, and
noncleared contracts should be subject to higher capital require-
ments.

In 2010, less than 1 year following that G20 commitment, Con-
gress broadened the CFTC’s and SEC’s jurisdiction to include over-
sight of the previously unregulated swaps and security-based
swaps market. The CFTC is developing regulations to implement
the Dodd-Frank Act and to establish a regulatory framework for
swaps.

As CFTC rulemakings have progressed, one issue that has arisen
is how Dodd-Frank requirements might apply to swap activities oc-
curring on a cross-border basis. The CFTC recognizes that the
swaps business flows across national borders with agreements ne-
gotiated and executed between counterparties in different jurisdic-
tions and individual transactions often booked and risk managed in
other jurisdictions.

In addressing cross-border issues, the CFTC is charged with im-
plementing Section 722(d) of the Dodd-Frank Act, which provides
that Title VII provisions shall not apply to swaps activities outside
the United States unless those activities have a direct and signifi-
cant U.S. connection or contravene anti-evasion regulations. The
CFTC plans to provide guidance on the application of Title VII and
the Commission’s regulations to non-U.S. entities and to swaps ac-
tivities occurring on a cross-border basis and we will seek public
input on that guidance.

In line with the G20 commitments, efforts to regulate OTC de-
rivatives are underway not only in the United States, but also
abroad. Japan has already passed reform legislation and the EU is
finalizing legislation that provides for mandatory clearing, report-
ing, and risk mitigation for OTC derivatives. Other countries, such
as Canada, Hong Kong, and Singapore, have published consulta-
tion documents on the regulation of OTC derivatives. The global
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and interconnected nature of the swaps market makes it impera-
tive that the United States consult and coordinate with foreign reg-
ulators.

The fact that all major market jurisdictions are developing their
OTC requirements pursuant to the G20 directive provides an op-
portunity to create a harmonized framework. Congress directed the
CFTC and other U.S. regulators to consult and coordinate with for-
eign regulatory authorities on the establishment of consistent inter-
national standards. The CFTC is fulfilling this statutory mandate
through comprehensive and ongoing bilateral consultation and
global coordination. The CFTC has considered international stand-
ards and principles in developing regulations, and staff has shared
our rulemaking drafts with international counterparts throughout
this process.

The CFTC Chairman and Commissioners have met with foreign
regulators to discuss financial reform, and Chairman Gensler and
I have traveled to Brussels several times to discuss implementation
of Title VII. Chairmen Gensler and Schapiro have met with Cana-
dian, European, and Asian regulators last December to discuss
cross-border issues related to OTC derivatives, and an even broad-
er group of regulators will meet again in May.

At a staff level, the CFTC and SEC are holding an unprece-
dented number of meetings to coordinate regulatory approaches,
specifically with counterparts in Canada, the EU, Hong Kong,
Japan, and Singapore. These discussions will continue as other ju-
risdictions develop their own regulatory requirements for OTC de-
rivatives. In addition, CFTC staff is participating in the several
standard-setting initiatives and cochairs the IOSCO task force on
OTC derivatives.

Throughout implementation of the Dodd-Frank Act, the CFTC is
working with foreign regulators in an effective way to coordinate
regulatory approaches and requirements to the greatest extent pos-
sible.

Thank you, and I would be happy to answer any questions.

Chairman JOHNSON. Thank you for your testimony.

As we begin questions, I will ask the Clerk to put 5 minutes on
the clock for each Member.

Secretary Brainard, I believe the U.S. has led the way with the
comprehensive package of Wall Street reforms as to the financial
crisis. Do you agree, and going forward, how will the U.S. continue
to lead while working toward a level playing field internationally?

Ms. BRAINARD. Mr. Chairman, I have participated in multiple
international negotiations, both at the G20 and the FSB, where our
goal has been to bring the world to convergence around the very
strong protections put in place under Dodd-Frank in order to guard
against a competitive disadvantage and also to protect the safety
and soundness of our system.

I would say that, having participated in a lot of international ne-
gotiations over the years in a whole number of subject areas, we
have achieved remarkable success across the whole host of areas
where convergence is seen to be critically important. OTC deriva-
tives in the area where there really is no international regulation
at all, we now have commitments across the Financial Stability
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Board members to put in place protections that are really modeled
in many respects on the protections under the Dodd-Frank Act.

As Governor Tarullo mentioned, we have a very strong agree-
ment on capital liquidity and leverage across internationally active
banks, and, for the first time, agreement that the largest, most
complex institutions should be subjected to additional prudential
standards as well as a capital surcharge that will be equivalent
across countries.

Chairman JOHNSON. Chairman——

Ms. BRAINARD. I am sorry.

Chairman JOHNSON. Chairman Gruenberg, can you give us your
assessment of the progress made with foreign regulators on how to
address cross-border resolution issues.

Mr. GRUENBERG. Thank you, Mr. Chairman. I think it is fair to
say we have made significant progress in what is admittedly a very
challenging area. I outlined in my testimony the international set
of standards that have been agreed to, the so-called “Key At-
tributes,” which sets sort of a baseline for Governments across the
world to use in establishing resolution regimes, and that simply
has not existed before. So, the international acknowledgement of
the importance of the issue of having cross-border cooperation and
a capacity to place large systemically significant institutions into
an effective resolution process, I would suggest, is really an impor-
tant step forward.

And, there has been tremendous attention to the systemic insti-
tutions of particular importance. The Crisis Management Groups—
organized under the auspices of the Financial Stability Board—
bringing together the multiple regulators of these globally signifi-
cant financial institutions has been really a valuable tool in getting
mutual understanding among us about the operations of these com-
panies.

And I will tell you, we do put particular importance on devel-
oping bilateral relationships. When you are dealing with a systemic
company that gets into difficulty, you have got to be able to work
as an operational matter with your counterpart, the supervisor of
the country where the foreign operations are. At the end of the day,
that really comes down to the relationship of our regulators here
with the individuals in the other country. And if you do not have
that personal relationship established, an understanding of the re-
spective legal requirements that apply, and some common under-
standing of the strategies we are considering for resolving these
companies, it becomes very difficult to carry out the authorities of
the Act.

I think what is encouraging is that we have the authorities here
in the United States. We are developing the capability. And I think
we are making progress in terms of establishing the relationships
with our key counterparts to enable us to manage an orderly reso-
lution of one of these companies.

Chairman JOHNSON. Governor Tarullo, on the Volcker Rule, will
the agencies provide any formal guidance detailing what current or
prospective activities banks need to unwind or stop in July, and
what will happen during the 2-year conformance period? Also, since
the Volcker Rule amends the Bank Holding Company Act, will the
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Fed lead the ongoing supervision, interpretation, and enforcement
of the final rule?

Mr. TARULLO. Mr. Chairman, with respect to the implementation
and what happens with enforcement in any intervening period, I
think there are a couple of things to say.

First, the Dodd-Frank Act required the Federal Reserve to pro-
mulgate a conformance period regulation within 6 months of pas-
sage, which we did. But, of course, that was promulgated before we
knew what the substantive proposed rule was going to look like
and so it was a bit in the dark as to what activities the firms were
actually going to have to conform.

And I would say that some of the issues that have been raised
by a number of you, a number of your colleagues on the House side,
and by some of the institutions themselves have led a lot of people
to think we probably need to provide some clarification in light of
the proposed rule itself. We do not have Board action, so I cannot
speak to what that would be specifically, but I can tell you people
are aware of the issue.

With respect to the July 21 issue, that would presumably arise
if, first, we do not get a final rule out by then, and second, regard-
less of whether we do, whether there is a question about something
being immediately effective and, therefore, enforceable as opposed
to falling under the conformance period. There is obviously a real
possibility that we do not meet the July 21 date, although I person-
ally think we should keep trying to do so. However, if we are not
going to, I think it is incumbent on all the regulators to provide
some guidance for firms to let them know exactly what the expecta-
tions will be and not let this hang out there as an unknown, and
I think we should be able to do that, if needed.

You also asked about Volcker Rule implementation. The Volcker
Rule is a joint enterprise. It is actually going to be two different
rules—one, the three prudential regulators, the other, the two mar-
ket regulators—so we are obviously trying to coordinate the terms
of the rule and I hope that we would coordinate our data gathering
and enforcement efforts thereafter.

But I would not say that we would be in the lead, particularly
because in terms of the actual activity to be regulated, the Federal
Reserve would be supervising a relatively small group of the activi-
ties in question. Since the broker-dealers are primarily regulated
by the SEC, the national banks by the OCC, the Federal Reserve
has the nonbank, non- broker-dealer affiliates of holding companies
which do engage in trading activities, but not in the amounts that
those other two groups do.

Chairman JOHNSON. One more question. Commissioner Walter
and Director Mesa, I am concerned that the SEC and the CFTC
may not take a unified approach to the potential application of U.S.
swap rules abroad. How will the CFTC and the SEC harmonize ef-
forts in this area, and would not a unified approach improve com-
pliance? When will your agencies release these plans?

Ms. WALTER. Mr. Chairman, the efforts are ongoing between our
two agencies to reach a harmonized solution. Although we have
taken different procedural approaches, we have been actively en-
gaged in discussions about what we are going to suggest, and there
will be public comment on which people will be able to react to
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both the SEC proposal and the CFTC proposal. Those discussions
are not only concerning broad principles, but also digging down
into the details, and our efforts so far both in that area and in
other areas of cooperation and coordination under Dodd-Frank are
going forward quite smoothly.

Chairman JOHNSON. Director Mesa.

Ms. MEsA. I would just add to that to say, as a point of fact, we
even had a meeting between high-level staff at the SEC and CFTC
this week to coordinate our approaches, and I think as conversa-
tions are ongoing, we are going to get closer and closer on our ap-
proaches.

1Che:;irman JOHNSON. When will your agencies release these
plans?

Ms. WALTER. For our part, our international release raising the
cross-border issues, which will cover all of Title VII, is being draft-
ed as we speak and should be out in the public domain in a rel-
atively short period of time, although I cannot give you a precise
date.

Chairman JOHNSON. Ms. Mesa.

Ms. MEsA. Staff is working very hard to complete something to
provide to our Commission. We think that in the coming weeks, we
will actually be able to provide something for our Commission to
then provide staff feedback and eventually release to the public.

Chairman JOHNSON. Senator Shelby.

Senator SHELBY. Thank you, Mr. Chairman.

Governor Tarullo, as I mentioned in my opening statement, as I
understand it, Dodd-Frank fails to exempt foreign Government se-
curities from the prohibition on proprietary trading by banks. A lot
of Governments, such as Japan and Canada, have filed comments
stating that this provision of Dodd-Frank could—could—adversely
affect the liquidity and pricing of foreign Government bonds. Do
you believe there is any merit to these concerns, and have you per-
formed any analysis at the Fed of the proposed rule’s potential im-
pact on Government bond markets, and if not, why not?

Mr. TARULLO. Mr. Chairman, I certainly understand the foreign
Governments’ observation of the asymmetric treatment and, as you
noted, there have been a lot of comments filed with the agencies
in response to the proposed rule.

We have, in fact, tried to start collecting information, which goes
to several points. First—actually, we also tried to provide some in-
formation, because there is some misconception among at least
some of the foreign observers—not all, but some who, for example,
were not aware of the fact there is a market making exception and
were not aware of the fact that if a foreign sovereign debt obliga-
tion is held for investment and not a matter of short-term trading,
then that is not covered, either.

So we have tried to provide that information and then, in turn,
ask for information about the holdings by U.S. entities, or the hold-
ings by U.S. affiliates of foreign parents of the sovereigns in ques-
tion. That is, we are trying to figure out how much is market mak-
ing, how much is held for longer-term investment, and what pro-
portion of those bonds were arguably part of a proprietary trading
operation. To date, at least, I think there has not been as much in-
formation breaking things down in that way as would be useful,
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but I am hopeful we will get more of that and, thus, be able to
make a better judgment as to what kind of impact this may have.

The other thing I would add, of course, is there are other firms
that are not subject to the Volcker Rule who are out there who may
take up any slack that does exist.

Senator SHELBY. In a recent speech, Secretary Geithner defended
Dodd-Frank claiming that there is, and I will quote him, “no cred-
ible evidence to support the argument that these reforms are hav-
ing a material negative effect on the economy,” end quote. Sec-
retary Brainard, do you believe that Dodd-Frank’s imposition of
price controls on debit interchange rates has had a positive impact
on the economy?

Ms. BRAINARD. Well, I think, generally speaking, many of these
reforms are being implemented. It is a little early to speak to them.
I do not think—we have looked across a variety of areas and have
not seen a negative impact. As I said earlier, arguably, the inclina-
tion to move early, we have already seen a test of why it put our
firms in a better position to withstand financial stresses and actu-
ally supported the recovery at a time when in Europe we saw a re-
treat of credit.

So I think we, obviously, have to be very careful as we are mov-
ing forward to be looking carefully at the potential impact on the
economy and to be vigilant to ensure there are not unintended con-
sequences. But the flip side of that, as I said earlier, is that by
moving forward with this framework, we really set the terms for
the international debate and were able to move other countries to
our framework at a time when if we had not, we would have been
on the defensive and been reacting to their proposals.

Senator SHELBY. Has there been any quantitative evidence that
you know about that Dodd-Frank actually has had a material posi-
tive effect on the economy? If you have, would you furnish that to
the Committee.

Ms. BRAINARD. I do not think there have been, as I said system-
atic empirical studies either on the negative or on the positive side.
It is still very early days in terms of the implementation. There
have been attempts to look, for instance, in the international con-
text at the potential long-term implications of the new capital
standards, where a negative effect was not found. But again, these
are not backward-looking. There has not yet been enough time to
have a systematic empirical analysis of rules that are really only
now being implemented in many cases.

Senator SHELBY. Commissioner Walter, the SEC’s Inspector Gen-
eral recently conducted a review of cost-benefit analyses in Dodd-
Frank rulemaking. Among the many troubling findings, the report
by the Inspector General found that the SEC did not consider that
its proposed rules for securities-based swaps might cause market
participants to move swaps trading from the U.S. to foreign juris-
dictions. In light of the Inspector General’s findings, the Inspector
General of the SEC, what specific actions has the SEC taken or
plan to take to ensure that swap trading does not move out of this
country to other jurisdictions?

Ms. WALTER. I can assure you, Senator, that both in that context
and in other contexts, we do consider issues of competitiveness and
what happens to the marketplace. Perhaps we did not reflect that
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as well as we might have liked in the documents that the—our In-
spector General issued. But in light of his report as well as other
external input on cost-benefit analysis from the D.C. Circuit, from
the GAO, we have undertaken a fairly continual review process of
how to enhance our efforts to adequately consider those issues.

Senator SHELBY. I would like to direct this question back to you,
Commissioner Walter, and also Secretary Brainard. Section 763 of
the Dodd-Frank law includes a provision that requires swap data
repositories and clearinghouses to obtain an indemnification from
regulators before sharing critical data with them. This indemnifica-
tion requirement makes it difficult for foreign regulators to obtain
information on swap transactions. Should Congress repeal the in-
demnification requirement in 763?

Ms. WALTER. Yes, we do support that. It is problematic for data
that takes place in a global business to be available only easily to
certain regulators.

Senator SHELBY. In other words, I know a SEC staffer testified
yesterday that the SEC recommends that Congress consider repeal-
ing the indemnification requirement. Is that what your testimony
is?

Ms. WALTER. Yes. We do agree that that should be done.

Senator SHELBY. OK. Secretary Brainard, do you agree?

Ms. BRAINARD. Well, I certainly share the observation that our
market regulators are trying to work through this issue with for-
eign market regulators and it is challenging. I think more broadly,
we believe that we are still in early stages of the implementation
of the Dodd-Frank Act. There are a few areas of technical chal-
lenge, but that we think, generally speaking, that we should push
ahead on implementation of the Dodd-Frank Act, try to work
through some of these changes

Senator SHELBY. I was not asking——

Ms. BRAINARD. and give ourselves a little more time

Senator SHELBY. I was not asking you

Ms. BRAINARD. ——before we contemplate any changes to
the——

Senator SHELBY.
the Commissioner?

Ms. BRAINARD. We generally share the observation that this pre-
sents challenges to the market regulators, but we are not recom-
mending a legislative fix to any of the provisions that—in Dodd-
Frank at the moment.

Senator SHELBY. So you disagree with the SEC.

Governor Tarullo, one more question. In a recent speech, Sec-
retary Geithner said, to provide a fair and level playing field for
U.S. firms, we need a more level playing field globally. This is par-
ticularly important in the reforms, that is, in the global derivatives
markets. These are the Secretary’s words. Is there any class of
OTC derivatives on which you do not expect European and other
foreign regulators to impose margin requirements comparable to
those required by Dodd-Frank, and is there any aspect of deriva-
tives or bank regulations where you believe that foreign regulators
have adopted a better approach than the approach set forth in
Dodd-Frank?

a general question. Do you disagree with
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Mr. TARULLO. Senator, I think the discussions are at too early a
stage to make a judgment as to whether any of the eventualities
that you hypothesize may come to pass. As I said in both my writ-
ten and oral testimony, I think for us as a country, the highest pri-
ority internationally with respect to derivatives ought to be the
harmonization of margin rules, and at least as of this moment, I
have not detected any important divergence in the potential views
of countries as to how they would apply those rules.

On the second part of your question, I think this is a case in
which the United States has been leading, and as I said in my
statement, I think that other countries are implementing the best
practices and the kind of commitments that have been made. At
this juncture, though, the pace of implementation does vary some.
The Europeans are probably closest to us, but they, too, are some-
what behind. So I think on this one, we will have to come back
next year for you to ask the same question. I suspect we will have
a better sense then.

Senator SHELBY. I will not get the same answer, will 1?

Mr. TArRULLO. Well, I hope not. I hope by then either something
will have been agreed to or we will be able to say, yes, here are
a few areas in which agreement looks hard to achieve.

Chairman JOHNSON. Senator Bennet.

Senator BENNET. Thank you, Mr. Chairman, and thank you for
holding this hearing. I want to just underscore an observation you
made a minute ago, that as we think about this international har-
monization, it also is, I think, the interest of many people on this
Committee that our agencies reach harmonization domestically, as
well. So anything we can do to move ourselves forward in that di-
rection, I would support.

I also want to pick up just where the Ranking Member left off,
Governor Tarullo. As you know, financial institutions under the
Wall Street Reform bill who use the Fed’s discount window or de-
posit insurance must create separate entities to engage in certain
types of swap dealing. This was typically referred to as the push-
out rule. And in your written testimony, you noted that it was un-
likely that this was going to be followed in other places. I wonder
whether you could talk a little bit about the consequences of that
potential gap.

Mr. TARULLO. Certainly, Senator. On that one, I think there are
consequences probably on both sides, both for U.S. firms and for
foreign firms. For the U.S. firms, I think the potential con-
sequences are fairly self-evident, meaning that they will not be able
to have all their derivatives trading concentrated in the insured de-
pository institution, usually a large national bank. And that means
they would have to have separate risk management capabilities
and separate capitalization for the different derivatives activities.
It also means that the counterparty with whom they deal would
not obviously be able to net their trading with the two different
parts of the same bank holding company.

The other side of it, the impact on the foreign firms

Senator BENNET. Is that—just on that side, does that present
something unworkable, or is it just

Mr. TARULLO. The amount of derivatives from many institutions
that would have to be pushed out is relatively small, meaning it
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is not like 50 or 60 or 70 percent. But what I said a moment ago
is that it would presumably increase the costs of that kind of trad-
ing because you would have to duplicate some of your risk manage-
ment and you would not have the counterparty netting arrange-
ments that you do when it is a single counterparty.

On the other side, the push-out requirement does provide that in-
sured depository institutions in the United States get an exemption
for activities which are basically bank compliant or for derivatives
activities which involve instruments that the Federal banking laws
allow banks to engage in. But because it applies only to insured de-
pository institutions by the terms of the statute, it seems not to
apply to the branches of foreign commercial banks here in the
United States. And as a result, seemingly, those branches will be
subject to the rule but without the exemption that applies to U.S.-
insured depository institutions, and I say “seemingly” because
there is at least one interpretation that that would not be the case,
but that, I think, is the concern that has been expressed.

Senator BENNET. And what are the implications of that?

Mr. TARULLO. The implications of that would be that the branch
of a foreign commercial bank here in the United States would not
be able to engage in the kinds of derivatives activities in which a
U.S. commercial bank located here in the United States, one of
Comptroller Walsh’s supervised institutions, would be able to en-
gage.

Senator BENNET. Director Mesa, as you know, the derivatives
title of the bill was generally limited to transactions within the
United States, and the law, as you said in your testimony, can be
applied on an extraterritorial basis when the international activi-
ties of U.S. firms have a direct and significant effect on U.S. com-
merce. You mentioned that you are working on this, that you are
going to be seeking public comment on it. I wonder if you could talk
just a little bit for the Committee about how the CFTC is going to
implement this provision and what are we likely to hear in the
public comment.

Ms. MESA. I can speak about what staff may recommend to the
Commission, but ultimately, the Commission will make the final
decision. At a staff level, we clearly need to give guidance on what
is a direct and significant effect to the U.S. commerce or activities
in the U.S., and so an example of that would be if there is a for-
eign-based entity that has a significant amount of transactions
with a counterparty in the U.S. How many transactions make that
significant and direct, and that is the kind of guidance that we
seek to put forward. But once there is a direct and significant con-
nection with the U.S., then what regulations and rules will apply
to that entity?

Also, the CFTC has had a long history of reliance on comparable
regulation abroad if there is comparable regulation to the U.S. reg-
ulation. I think we are also considering some aspects of that in this
release.

Senator BENNET. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Crapo.

Senator CRAPO. Thank you, Mr. Chairman.

I want to return to the question that the Chairman raised earlier
with regard to the implementation of the Volcker Rule and the
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problem that we see with the July 21 deadline. Federal Reserve
Chairman Ben Bernanke recently stated before the Senate Banking
Committee and the House Financial Services Committee that the
interagency Volcker Rule will likely not be ready by the July date,
and I think you confirmed that is a likelihood today, Mr. Tarullo,
although you say you would like to keep working toward that objec-
tive.

He also said that we certainly do not expect people to obey a rule
that does not exist and that the agencies will certainly make sure
that firms have all the time they need to respond. And again, Mr.
Tarullo, you said today that you think that somehow the agencies
have got to address this issue in the process.

But it is not that simple. The problem is that this section of the
Dodd-Frank Act is self-executing and has an effective date of July
21, irrespective of whether the final rules are in place. And market
participants are understandably concerned about what they should
do on the July 21 deadline if the agencies have not been able to
coordinate effectively and promulgate a final rule. I know that
there has been a 2-year conformance period raised and some have
suggested that that should allay all concerns.

But many commenters have raised the discrepancy between the
2-year conformance period and the statute and the pending pro-
posed rule, which states that the agencies expect full compliance as
soon as practicable after the effective July 21 date. A lot of folks
are raising concerns about the fact that legal experts are advising
their clients now that if the July 21 date arrives and we do not
have a final promulgated rule, that the banks, in order to be safe,
are going to have to start shutting down significant securitization
activities that are expected to be authorized in the rule and we
could have significant disruption in the market in the United
States.

As a result of that concern, earlier today, Senators Warner, Cork-
er, Toomey, Hagan, and Carper and I have introduced legislation,
bipartisan legislation, that corrects this aspect of the statute and
simply links the effective date of the Volcker Rule to 12 months
after the issuance of a final rule. It just changes two words in the
statute so that instead of saying the earlier of, it says the later of
the dates, which would provide the kind of clarity to the market-
place, and I would think provide the kind of support to the agen-
cies as they try to move forward with these deadlines looming to
enable us to calm the waters and proceed more effectively with the
rulemaking process.

Mr. Tarullo, I would like to ask you first whether you see any
concern or problem with this kind of legislation and whether it
would be helpful or not.

Mr. TARULLO. Senator, we should be able to address the concerns
through two means. One is, as I mentioned earlier, guidance pro-
vided by the agencies, and this, by the way, is not unprecedented.
There have been occasions in the past where a statutory provision
by its terms takes effect and the implementing regulation has not
yet been enacted. So there is some precedent for the way this could
be dealt with, and that would deal with any gap between the pro-
mulgation of the rule and July 21.
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With respect to the applicability, scope of the conformance pe-
riod, what it covers and what it does not cover, again, I think that
we, the Federal Reserve Board, have the authority to change that
conformance period regulation in order to clarify the questions
which have arisen, as I say, because I think that when we promul-
gated the conformance period regulation, we did not know what the
substantive regulation was going to look like.

So that is a long way of saying I think we can deal with both
issues here without legislation and we will try to go ahead and do
so regardless of what legislative path is followed.

Senator CRAPO. Is there any reason why legislation would not as-
sist in that process, though? I understand that you think you can
clarify everything, but the statute is self-executing. Why would it
not be helpful for us to have that clarification made?

Mr. TARULLO. I think you alluded to this. The statute says it be-
comes effective, but then in the next subsection it says, the activi-
ties need to be conformed within the conformance period that is
provided for in the statute. So I think that the coverage can be
achieved through that mechanism, but there may be other readings
of the statute. That is the one I think that we are proceeding
under.

Senator CRAPO. Mr. Walsh, could you comment on the same
issue.

Mr. WALSH. Certainly, Senator. As to the logic of what is being
proposed, the suggestion is to do in this area what the statute does
in other areas, which is link the application to a time period after
issuance of a regulation. But it is certainly true that there are a
variety of places in the Dodd-Frank Act where we will have to deal
among the agencies and administratively with problems of this
kind and I do not disagree with Governor Tarullo that we will
make the effort to make sure that the banks both understand—
those affected understand what our expectations are and the con-
formance period does provide a period of breathing room, if you
will, during which banks are expected to comply.

Senator CRAPO. Would the clarification of the statute’s impact of
the nature that I just described have any negative impact on the
rulemaking process and the conformance period that the agencies
are working on?

Mr. WALSH. There is always the pressure of deadlines to keep
people focused, and the suggestion that we continue to work toward
this deadline even though it is approaching and seems increasingly
challenging to meet. But the pressure of deadlines is a meaningful
pressure.

Senator CRAPO. But a deadline that is executing a rule that has
not been created yet may be a difficult deadline that creates legal
difficulties in the marketplace. It seems to me that we would not
be changing the deadline of the implementation of the rule, which
it has already been acknowledged is going to be passed without
meeting that deadline. The question remains, as I see it, why
would we not want to try to fix the problem and make it clear le-
gally that there is not going to be the kind of disruption of our
markets that could happen if the statute self-executes. Mr. Walsh.

Mr. WALSH. Well, Senator, Congress has set the deadlines. If
Congress changes the deadline, we will adapt to the change. But
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in the meantime, we will continue to try to work toward both meet-
ing the deadline and providing guidance so that during this period
of what will be hopefully a brief period of potential uncertainty,
that those affected will understand how to respond.

Senator CRAPO. Thank you.

Chairman JOHNSON. Senator Merkley.

Senator MERKLEY. Thank you very much, Mr. Chair, and thank
you all for your testimony and for helping us wrestle with how the
work we are doing here interacts with the international environ-
ment.

I want to start by noting a letter from Finance Watch that was
received by Committee Members and ask if it can be entered into
the record.

Chairman JOHNSON. Without objection.

Senator MERKLEY. Thank you. Finance Watch is a European
group set up by European parliamentarians to help wrestle with
some of these same issues and they note in this letter, let me as-
sure you, European financial regulators are committed to adopting
critical elements of the financial reform agenda set out under your
leadership in the Dodd-Frank Wall Street Reform and Consumer
Protection Act. These include higher capital requirements across
the banking system, and toward clearing, transparency—trans-
parent trading, margin and capital for derivatives regulation of
hedge funds and private pools of capital, orderly restriction for fail-
ing—resolution for failing firms, reform of credit rating agencies
and shadow banking, retail investment products, and so forth,
many of the things that this Committee has been working on for
quite some time.

I found it interesting in the third page of the letter. They turned
to the failure of MF Global. The recent failure of MF Global helped
remind us of the grave dangers that highly leveraged bets can pose
to a firm. Fortunately, because MF Global was a small nonbank of
little significance to the broader financial system, the consequences
of its mistakes did not ripple far. If, however, the U.S. were to not
press forward with implementation of the Volcker Rule, these very
same activities would continue eating away at the integrity of the
global banking system, endangering not only your large firms and
threatening much more consequences for the broader economy, but
also putting intense pressure on European regulators not to ad-
dress the issue of structural reform of the European Union banking
sector.

Indeed, I think in some ways, MF Global sums up the situation
of why you have tried to put a firewall between hedge fund style
activities and deposit taking, loan making, banking essential to
providing liquidity for families and businesses across America. So
I just wanted to remind folks that, somehow, we lose track of what
the Volcker Rule is all about. That is the hedge fund firewall issue
that it was addressing.

And some of these conversations about, well, why not trade in
foreign currencies as a liquidity provision in between making loans,
well, that puts exactly, basically—that has opened the door exactly
to what MF Global was doing, and if you want that problem inside
our banking system, we have been there. It was destructive and let
us not do it again.
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Turning to some of the recent news, I want to understand your
all’s perspective on Goldman’s announcement that they are—let me
see if I can capture this—they have announced that they are look-
ing to become a monoline bond insurer, that is, a group that writes
insurance on bonds and presumably executes trades with revenues
from the premiums, not unlike CDS. What do you make of that?
Let me see. Yes, here is the title, “Goldman Eyes Monoline Move”.
Is this an effort to open the door to proprietary trading? Any
thoughts or insights on what is going on with that?

Mr. TARULLO. For reasons you will understand, Senator, I am not
going to address any comments to a particular institution that the
Federal Reserve supervises, but maybe I can make a couple of gen-
eral comments, one about the Fed and one about financial institu-
tions.

So the one about the financial institutions is, I think, as every-
body recognizes, firms are still in the process of adjusting to what
the nature of financial services is going to be in the postcrisis,
postrecovery, postadaptation period. So I think you see a number
of firms, banks, nonbank financial institutions—regulated and un-
regulated—trying to determine where there are opportunities
which will provide them with profit opportunities, on the one hand,
while on the other hand fitting within the new regulatory frame-
work that will exist. And I think we have seen any number of in-
stances of that, some of which the institutions follow through on,
some of which they appear not to follow through on.

From the Federal Reserve’s point, with respect to any regulated
financial institution that is proposing to or does get into any new
line of business, we do apply close supervisory scrutiny with re-
spect to the capacity of the firm prudently to engage in the busi-
ness in question, to the relative degree of risk that will be associ-
ated with that business, and obviously, to the capital and liquidity
levels of the firm. So while, again, I am not commenting on any-
thing specifically, I can assure you that as firms, for the first rea-
son I mentioned, begin to think about different activities, we will
be applying the same kind of prudential supervisory scrutiny that
should always be applied in such instances.

Senator MERKLEY. Thank you. Let me ask another quick ques-
tion on recent news, and that is today’s news in the Financial
Times that the Deutsche Bank is dropping its U.S. bank holding
company in order to minimize capital that must be held under U.S.
rules, which leaves only its highly leveraged investment bank in-
side the U.S. Sheila Bair is quoted as saying she is concerned, be-
cause when a bank fails, it is principally the capital that is located
within the country that is available for resolution. Does this under-
mine or change our U.S. resolution authority or capability?

Mr. TARULLO. As Chairman Gruenberg said a few moments ago,
there are a lot of multilateral, and now some bilateral efforts to get
a better understanding between countries of how resolution would
proceed in the event that a firm fails—that is, what host countries
would do with respect to operations of their firms in other coun-
tries. Having said that, as I think about the appropriate modes of
regulation and supervision of foreign banking organizations in the
United States, the development to which you just alluded has cer-
tainly affected my thinking about how we do structure regulation
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of foreign bank organizations, and I think we will need to respond
to that.

Senator MERKLEY. Thank you.

Chairman JOHNSON. Senator Corker.

Senator CORKER. Thank you, Mr. Chairman, and I thank all of
you as witnesses. I think this has been a very good hearing, and
I know in your opening comments, Mr. Chairman, you talked about
a technical corrections bill. I do think that this hearing and many
others have pointed out the need for that and I just want you to
know that should you and the Ranking Member decide that you are
going to go forward with one, I would look forward to working with
you in a way that really is just a technical corrections bill and not
some political statement. So if you decide to do that, please let me
know, OK.

Speaking of that, I know, Mr. Tarullo, you talked a little bit
about the swap desk issue and as it relates—the impact it is hav-
ing on foreign banks here, which, by the way, provide about 18 per-
cent of the commercial industrial loans here in the United States.
We have an amendment to try to correct that, and should the
Chairman and Ranking Member decide to go forward with a tech-
nical corrections bill, I hope you would support that.

But I want you to, if you will, comment on the MSR issue, the
mortgage servicing rights issue. I know that when you all meet
with international folks, there is a spirit of collegiality, if you will,
and you try not to create exemptions that are different for the U.S.,
and I understand that. But we have a very unique situation in our
country where, because of the GSEs, when the large institutions
originate loans, they have to hold 25 basis points as mortgage serv-
icing rights and it ends up affecting capital. I know you all talked
about limiting the amount of capital that that can go forward, and
I know we have had numbers of institutions coming in and talking
to us about how it is going to handicap them over time. I am just
wondering if you might comment on that and the exception we
might create in that regard.

Mr. TARULLO. Senator, that was one of many quality of capital
related issues that were discussed during Basel III negotiations
and they are incorporated in the Basel III agreement. So the flip
side of that, if you will, is the limitation that Basel III places upon
the capital treatment of minority interests held in other financial
firms, which is something that particularly affects a lot of Euro-
pean institutions.

On the mortgage servicing rights issue, the limitation on the
amount of MSRs that can be treated as capital derives from the
basic premise that common equity really does need to be the true
buffer against losses that can be suffered from any activity of any
sort, seen and unforseen, and events that are seen and unforseen.
The issue of MSRs, of course, arises because, by and large, a firm
cannot treat a receivable as if it is part of capital. You have a con-
tractual obligation that says, I am going to be paid in the future
such and so much money. Therefore, I can include it as capital.
When you get the money, then it can be treated as capital.

MSRs were traditionally treated differently, presumably on the
rationale that they were readily marketable and, thus, like a secu-
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rity, there would be funding available in the event that the firm
needed it.

Senator CORKER. Let me—so I do not

Mr. TARULLO. I am sorry. If I can just finish. But the rationale
for the limitation is that it is not at all clear that a firm could read-
ily market MSRs, a huge amount of MSRs, and thus there should
be a limit on the degree to which they can count as capital, not
completely eliminating them.

Senator CORKER. So I think we ought to at least look at maybe
should it be 25 basis points, and I know that is something we
need—it is a whole another subject——

Mr. TARULLO. Right. It is.

Senator CORKER. But maybe it is 12-and-a-half basis points,
maybe it is something else, but that is something we should wres-
tle with here.

You know, the Volcker Rule, we talked about a great deal. I
know Senator Crapo offered a semi-solution. We know it is creating
lots of issues and we have talked about it a great deal. You alluded
to some market making exemptions. I know you were in our office
recently. And obviously, I think, now that Volcker is part of the
mantra here, I think most of us just want to make sure that mar-
ket making is not excluded. We understand about prop trading.

You mentioned an exemption. So are you feeling like you have—
there is going to be really no issue as it relates to institutions here
in the United States of America being able to deal with central
market making activities? Is that your present stance? It is, I
think, a little different than when you were in our office a few
weeks ago.

Mr. TARULLO. No, I would not say that, Senator. I think my per-
spective on it is the following. Volcker explicitly excludes market
making from the definition of prop trading. Then the regulatory ex-
ercise is to distinguish between proprietary trading and market
making, and to take the extreme example, if someone just took
their prop trading desk and then said, oh, this is market mak-

ing
Senator CORKER. Yes——
Mr. TARULLO. ——we presumably would not allow that. Now,

there are going to be——

Senator CORKER. But let me just—I want to have a two-way con-
versation here. The market making piece, then, you think that
there is going to be no issue with ultimately having rules that
allow market making, real market making within banking institu-
tions, is that what you are saying?

Mr. TARULLO. No, I would not say there will be no issues. I think
that just in the structure of the interagency rules, you can see that
issue of distinguishing between market making and proprietary
trading is not a straightforward one and it is one that varies from
instrument to instrument because of the different liquidity charac-
teristics, like——

Senator CORKER. You mentioned other firms would take up the
slack. Would not those mostly be other firms that were unregulated
taking up the slack if much of this moved out of the regulated——

Mr. TARULLO. For pure prop trading, yes.
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Senator CORKER. Let me ask you, would we not come up with a
much better rule, would the regulators not be engaged together a
little bit more if we did not exclude Treasuries and mortgage-
backed securities, that all debt instruments were treated equally?
Would that not be a much better place for us to be in creating
these rules? Why have we decided to differentiated between Treas-
uries, which you can lose your shirt on, or mortgage-backed securi-
ties, which you certainly can lose your shirt on? Why have we left
them out of this particular area, do you think?

Mr. TARULLO. That was not our decision. That was a Congres-
sional decision to do that

Senator CORKER. Would you be open to that coming back in so
we came up with a real fair—we would not have countries like
Japan and Canada and others worried about it? Would you be OK
with that?

Mr. TARULLO. I think one does have to bear in mind the role that
Treasuries and their equivalents in other countries play—both the
relationship of financial institutions to the Government—the fi-
nance ministry, the central bank, or both—and to the use of those
instruments in a lot of the regulatory apparatus of the firms. I sus-
pect that was the motivation for excluding Treasuries and that
what we are hearing from other countries is, yes, there is a good
rationale there. Why do you not exclude our sovereign bonds, as
well, for the same reason.

Senator CORKER. Mr. Chairman, I have a number of questions,
but I know Senator Johanns is here and I would like to have a sec-
ond round, so thank you.

Chairman JOHNSON. Senator Johanns.

Senator JOHANNS. Thank you, Mr. Chairman. To all of you,
thank you for being here today.

Let me follow up on a question or observation offered by Senator
Merkley, and it is a good one and it gets to the heart of what I
think the problem is here with Dodd-Frank. And I am going to
quote from a Wall Street Journal article that just popped up within
the last hour or so. It points out that Deutsche Bank changed the
legal structure of its huge U.S. subsidiary to show that from new
regulations that would have required the German bank to pump
new capital into the U.S. arm, it points out that the bank on Feb-
ruary 1 reorganized its subsidiaries so that it is no longer classified
as a bank holding company, according to disclosures by the bank.
It goes on to point out that they are not the first. As you know,
Deutsche Bank is at least the second large European bank to make
such a change following in the footstep’s of UK’s Barclays.

It is something we talked about a lot and I warned about, and
that is the more aggressively you regulate, because you have been
directed to do so by Dodd-Frank, the more tempting it is for some-
body to say, see you around. We do not have to be in the United
States. And they do not.

So let me just ask a specific question. Can anybody on the panel
name three countries that have passed into law, signed by their
leader, Dodd-Frank-type regulations? Oh, that is not so good.

Mr. TARULLO. Secretary Brainard may want to address this. Cer-
tainly, I do not think anybody has had something that looks like
Dodd-Frank. Several people have already alluded to the UK’s set
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of initiatives, which includes the Vickers Commission proposals
that would work a substantial change in the structure of the UK
financial services——

Senator JOHANNS. But they have not been passed into law.

Mr. TArRULLO. No, they have not, and again, Secretary Brainard
should comment on this because it is in the realm of political
spheres of their Government—but my understanding is there is
support for that, and, I should add, under its existing regulatory
authority, the Financial Services Authority has already promul-
gated some constraints upon relationships among different parts of
their firms which do not apply in the United States, are not in-
cluded in Dodd-Frank. They just did not need legislation to do it.

Senator JOHANNS. You know, I cannot even begin to describe how
meaningless that last statement is to me, and here is why. Our in-
stitutions are being regulated under a whole new set of rules and
principles that you folks cannot even agree on, that you debate.
How will you ever administer these things in a sensible way so
people know what they can and they cannot do, irrespective of the
issue that folks are just going to say, why bother with the United
States any more? And that is exactly what is happening here.

Now, let me just say, Mr. Gruenberg, I heard your comments
about the importance of bilateral relations. Not to be disrespectful,
but to me, that is just happy talk, and here is why I believe that.
I will tell you, as Secretary of Agriculture, I think I had great bilat-
eral relations with countries like Japan. I could call their Secretary
of Agriculture on the phone and address them by first name and
on and on. It did not stop them 1 minute from doing the things
that they wanted to do. They would close their country to our beef.
And I could go country after country and describe that.

So I am glad you get along with your colleagues well, but it still
does not solve the problem we have here, and that is I am now see-
ing evidence that folks are just deciding not to do business in the
United States because of what is happening with Dodd-Frank. Do
you agree with that?

Mr. GRUENBERG. Well, Senator, just to respond specifically to the
point you made, you know, in my comments, I was referring to the
relationships we are developing with respect to the resolution au-
thorities in the United States and other countries in regard to sys-
temically important financial institutions.

I guess the reference I was making was particular to the United
Kingdom, where there is a significant concentration of the foreign
operations of our major institutions. Among the countries of the
world in regard to the specific area of resolution authority, I think
it is fair to say that the U.S. and the UK have actually adopted
statutory provisions that provide powers that did not exist before
and there seems to be a commitment on both sides by the policy
makers to make effective use of those authorities.

I could not agree with you more that just because people are po-
lite or friendly to each other, it does not necessarily mean you are
going to get the outcome at the end of the day, particularly if prob-
lems develop. So I do not mean to

Senator JOHANNS. But would you agree with me that no coun-
try—you know, I think I asked for three—but no country has
passed anything anywhere near what Dodd-Frank has required?
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Mr. GRUENBERG. Yes. I think it is fair to say I am not aware of
an individual country that has passed the sort of comprehensive
legislation that we have undertaken here, so——

Senator JOHANNS. So if you are—let us say you are an insurance
company and in the effort here to regulate them, and you reach the
conclusion that they present a systemic risk to the U.S. economy,
all of these additional burdens are placed on them, why would they
not just leave? Why would they not locate someplace else where the
rﬁgulgtory atmosphere is better for them? And what would stop
them?

Mr. GRUENBERG. Well, if you are talking about the foreign oper-
ations of a U.S.—of a company here in the United States that is
based in some country that is overseas, there is the balancing issue
raised in terms of the obligations we impose here and how it might
impact foreign companies and their willingness to operate here.

I do believe that the core issues that the Dodd-Frank legislation
tries to address in terms of a set of prudential standards on our
biggest systemically important financial institutions, particularly in
the area of capital, and the expanded authorities relating to resolu-
tion so that we can hold these, effectively, too big to fail companies
accountable to a certain market discipline, I think those are the
core authorities and I think those were important authorities to
enact in the aftermath of what we have been through.

Senator JOHANNS. Let me just wrap up with this, because this
is very important. Not only is it the competitive disadvantage we
have placed the United States in at a time where our economy is
struggling, but second, as a former Secretary, as a former cabinet
member, there is a point at which these regulations become so im-
possible to interpret that you cannot train your employees to the
result you are trying to get, and that is what your employees are
telling me and, I will bet, other Members of this Committee, is how
do we ever train to get to this result, because nobody understands
it, whether it is the Volcker Rule or whatever. And even if we could
get that far, how are we ever going to get the people up to speed
to get the job done?

That is what they are saying. They are saying, how do we train
our people to get there? And I think that is a very serious problem.
That is not even addressing the fact that we do not even have
agreement with our own agencies and departments about what
Dodd-Frank says and does not say. I think it is a serious problem.

Ms. BRAINARD. Can I just jump in to answer his first question?

Chairman JOHNSON. Yes, you may.

Ms. BRAINARD. Thanks. So on resolution, Canada, the UK, Ger-
many have already passed legislation to put in place resolution au-
thorities that they did not have before. Jurisdictions have moved
actually quicker than we have in many cases to promulgate rules
to put in place Basel III new capital requirements. In the case of
Switzerland, they are imposing an additional surcharge, very sub-
stantial, on capital.

So I think, generally, the pattern is that jurisdictions are moving
at different paces on the core reforms, but what, again, is quite re-
markable is that we have heads of State of all the jurisdictions that
are significant in the international financial system committed to
a set of rules that converge to our own and that all of the jurisdic-
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tions, including in Japan, for instance, where they have also moved
forward with legislation, for instance, on derivatives very quickly,
that all of those jurisdictions are actually moving forward on all
the core elements in a way that we have never seen before.

Chairman JOHNSON. Senator Hagan.

Senator HAGAN. Thank you, Mr. Chairman, and I want to thank
311 of our witnesses here for testifying today and for all that you

0.

I just wanted to ask a question on gas prices, because everybody
is—we are all so concerned about the increase and the rise of gas.
And as you know, American companies use derivatives to hedge the
risk inherent in their daily operations. For example, airlines are
using the derivatives contracts to hedge their cost for fuel. And cur-
rently, banking entities are the primary source of commodities
hedging liquidity for our large corporations.

Have you thought about what impact the Volcker Rule will have
on the price of fuel prices for U.S. airlines and U.S. consumers at
the gas pumps? Ms. Mesa, if you could start, and anybody else who
would like to address this issue.

Ms. MEsA. Well, the CFTC is not a price-setting agency, but we
do ensure that the markets are open, transparent, competitive, and
free from fraud and manipulation. Given what is going on currently
in the prices, it is no different from normal practice that we have
heightened surveillance in these markets to make sure that those
things—free from fraud and manipulation—our regular surveil-
lance is going on.

I might not talk about the Volcker Rule and might let Dan
Tarullo do that if he wants to take that one on, but tell you that
on an international scale, on a global scale, we are making sure
that regulation is consistent because oil markets are global. They
trade on not only U.S. exchanges, but other exchanges around the
world. Last year, there was a global consensus on managing posi-
tions in the markets, on having daily large trader reports like the
CFTC does so that we can surveil who is in the market on a daily
basis, and I am making sure all authorities—that the regulators
have all necessary authorities, including attempted manipulation,
to attempted manipulation, and I think that is an important one,
because prior to 2012, European Union Nations did not have at-
tempted manipulation authority and I think that is an important
matter to know.

Mr. TARULLO. Senator, on the overall issue of the impact of both
Vollcker and, I would say, probably the derivatives push-out
rule

Senator HAGAN. Right.

Mr. TARULLO. is where you are probably going to see the ef-
fect here. On the derivatives push-out, I had mentioned earlier that
there was a relatively small proportion of derivatives that would
need to be pushed out of most national banks, but commodities is
one of those areas. And so if we are going to see an effect

Senator HAGAN. Is one of those areas that needs——

Mr. TARULLO. That would have to be pushed out, that is right.
The commodities derivatives would have to be pushed out. So
there, if there is an effect, I think that is probably where you are
going to see it.
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Senator HAGAN. And when you say pushed out——

Mr. TARULLO. The derivative cannot be written within the na-
tional bank. And the reason why that has an effect is that you are
going to need to set up a separate operation for your derivatives
in your nonbank affiliate. The relative amount of cost associated
with that is presumably going to vary from organization to organi-
zation because there may be a holding company that does a lot of
derivatives work already in a nonbank affiliate, and thus for them
the cost would be fairly incremental. But one can imagine, at least,
that there would be an institution which would have to set up a
separate apparatus and thus the cost would be higher.

Senator HAGAN. How much do you think that jobs would be lost
overseas in this scenario?

Mr. TARULLO. I do not think we have the kind of precise data
that would allow us to project that. I think probably from our per-
spective the concern is, are you making what are otherwise safe
and sound transactions more costly than they otherwise would be.
And even if you cannot trace that through to a particular job num-
ber, that is not a circumstance you usually want to have, when you
are just increasing costs where it is not necessary to achieve safety
and soundness.

Senator HAGAN. Well, obviously, we are concerned about safety
and soundness, but I, too, am concerned about jobs in the U.S. on
a daily basis.

Legislation has been proposed that would exempt certain interim
affiliate transactions of swap dealers from meeting margin and
clearing requirements, and if these contracts are classified as sepa-
rate transactions, there is a concern that it will increase cost for
the customers of these products to appropriately manage the busi-
ness risk. Has the CFTC acted to provide this exemption for inter-
affiliate transactions, and if not, if you have not acted in this area,
can you provide an explanation about when you expect the CFTC
to act.

Ms. MEsA. We have not provided such an exemption in this area,
but it is something that the industry has heavily commented to the
agency about and it is something we are considering at a staff level
and the Commission is fully aware that staff is developing some-
thing in this area.

Senator HAGAN. Well, it is my understanding that the SEC may
treat interaffiliate transactions differently than the CFTC, and
does it make sense for market participants to have to comply with
two different sets of rules for similar products.

Ms. MESA. As mandated under Dodd-Frank, we are, of course, co-
ordinating, consulting with the SEC, and we will work with them
as we think through this issue.

Senator HAGAN. I think there are a lot of issues that are arising
because of the two different entities regulating the same trans-
actions.

And then I understand that certain aspects of Basel III with re-
spect to regulatory capital intersect with changing accounting
standards in the U.S. and internationally, and it has been brought
to my attention that if such changes are adopted in the U.S., as
proposed, it may produce several unintended consequences, such as
a narrowing of the investor base for longer-term debt, public debt
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instruments, including our U.S. Treasuries, mortgage-backed secu-
rities, and municipal bonds. Prior to U.S. implementation, do
Treasury, FDIC, and/or the OCC intend to study the issue or to
propose alternatives in light of the above-mentioned concerns? Gov-
ernor Tarullo, do you want to start that one.

Mr. TARULLO. There has been a series of accounting issues that
have an impact on capital. I think our aim—at least the Federal
Reserve’s aim, I will let the other prudential regulators speak for
themselves—has been to maintain substantial if not overwhelming
congruence between the accounting standards that FASB applies
for purposes of investor protection and transparency, on the one
hand, and regulatory capital on the other, the reason for that being
that otherwise you have got different sets of books, in essence, that
investors have to look at.

Having said that, there have been some areas in which I think
the accounting standards do not—have not—or at least some of the
proposals have not well reflected the reality of certain assets. The
proposal that was floating around for a while to insist on fair value
treatment for loans written by a community bank and held to ma-
turity, I think, was sort of a stunning example of that.

So my own sense is that our effort as regulators ought to be to
try to take our observations on what are sensible accounting stand-
ards for all investors and to urge those in appropriate channels on
the FASB, and I think FASB is listening to those kinds of argu-
ments. Our chief accountants from the three agencies frequently
get together to talk about these kinds of issues and then try to
make representations, as appropriate.

Chairman JOHNSON. Neither Senator Shelby nor I have any fur-
ther questions, but does Senator Corker have a concluding ques-
tion?

Senator CORKER. I do. I have several concluding questions.
Thank you.

[Laughter.]

Senator CORKER. And I took a lot less time than most of our
questioners, so thank you for the time now.

Mr. Tarullo, I thought your answer on MSRs was actually a very
good one and I think that we should deal with how much—what
the basis point set-aside should be. That is something that has
nothing to do with you, but I thought that was very good. Some-
times I think they are wrong answers, but it was a very good one.

But let us move to the Treasuries. You were talking about them
playing a very unique role, Treasuries and mortgage-backed securi-
ties, and, therefore, we should treat them differently than other
types of debt instruments, and Volcker does that, of course. Should
we really have a bias in our private banking system toward Gov-
ernment debt, or should all debt not be treated the same? I mean,
is this bias something that is healthy for us in this free enterprise
economy that we have?

Mr. TARULLO. Senator, the special treatment of U.S. Treasuries,
for example, is grounded in substantial part on the risk-free char-
acter of those Treasuries and, thus, they serve as both a capital
and liquidity backstop for firms

Senator CORKER. But they are not risk-free as it relates to inter-
est rate changes.
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Mr. TARULLO. No. No.

Senator CORKER. OK.

Mr. TARULLO. You are absolutely right, and that is why we have
interest rate risk supervision. But I would say, I do not think—so
the argument for a preference, for an identification, I think, is very
strong. But it is not all encompassing.

And so, for example, on liquidity regulation, which basically
looks to make sure that a firm could sustain a major market shock
and keep operating long enough to allow order to be restored—I do
not think we want to rely solely on U.S. Government securities or,
indeed, any Government securities. There, I think we do want to
look to the actual experience. We now have, unfortunately, a real
world experiment, which is to say 2008, 2009, where we can see
how different instruments—the liquidity value of different instru-
ments was realized over that period of time. And in the revision
of the liquidity coverage ratio internationally, that is the position
we have urged, is to look and see how instruments actually per-
formed and give credit where nongovernments are, in fact, liquid,
even in times of stress.

Senator CORKER. Thank you very much.

Mr. Gruenberg, we yesterday spent a good deal of time with
Sheila Bair just talking a little bit about orderly liquidation. I was
on a panel a few weeks ago and there are portions of Title II that
I am really proud of because I was highly involved in, and other
portions, not so much.

But there has been a lot of discussion about the SIFI piece which
precludes that, I think maybe in Title I, and people are concerned
as they look at orderly liquidation. And if you are a SIFI—we have
had numbers of people who deal with financial institutions—their
thinking is that if orderly liquidation occurred with a significantly
important financial institution, then they would be treated dif-
ferently than if they were creditors to a smaller institution, and
their fears are that if an institution starts going bad and it is not
a significantly important institution, that it is going to be like a
run of people away from that institution.

I am not seeing that myself, but we certainly had an hour yester-
day with Sheila talking about that. I am wondering if you have
bumped into that or have any comments in that regard.

Mr. GRUENBERG. Well, you know, it is an important issue, Sen-
ator. I would note that the premise of the legislation is that the or-
derly liquidation authority would be invoked only if, for some rea-
son, there was a judgment that the bankruptcy courts could not
handle the failure without some systemic consequences

Senator CORKER. And on that note, would you urge some changes
in the Bankruptcy Code to make the Bankruptcy Code work even
better for institutions?

Mr. GRUENBERG. Well, I do not know that I have changes to sug-
gest. I think we are certainly open, and we have talked about this
in the past, to engaging with you on that issue.

But just to the point of the treatment of creditors, I think in the
first instance, the effort will be to utilize the bankruptcy process
as it would normally be used. If you had an extraordinary cir-
cumstance where the failure of a company, it would appear, could
not be handled by the bankruptcy process without some larger sys-
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temic consequence, then we have these admittedly extraordinary
authorities under Title II. But even then, the directive in Title II
in terms of the treatment of creditors is to try to follow, as a gen-
eral practice, the practices under the bankruptcy process.

So I think the goal would be to be as consistent with that as we
possibly can and that is certainly the premise of all the planning
we have done in terms of our resolution authority.

Senator CORKER. One of the nuances that I just recently—and I
am embarrassed to say this—have picked up, but orderly liquida-
tion really would only be used in a case where the bulk of the as-
sets were of a banking nature. And if that were not the case, then
if the assets were generally not of a normal depository institution,
you would probably lean toward bankruptcy in those cases instead
of orderly liquidation. Is that the way you understand

Mr. GRUENBERG. I am not sure that is—I think the proviso of the
statute is really a judgment, and it is a joint judgment of the Fed-
eral Reserve and the FDIC making determinations and rec-
ommendations to the Treasury Department, which would then
have to make a judgment in consultation with the President, and
that authority could apply to any financial company, and the key
there is whether the failure of the company would cause significant
disruption to the financial system. So that authority, while, I think,
in the most likely case would apply to a bank holding company,
given the nature of the large and systemically important institu-
tions in our country, it could be applied to a nonbank financial
company, as well.

Senator CORKER. I know the Chairman——

Mr. TARULLO. Is that the question you were asking, Senator? I
thought you were asking about whether the authority was likely to
be applied only to bank holding companies where most of the as-
sets were traditional commercial

Senator CORKER. That is what I was asking.

Mr. TARULLO. Yes. So that is not your intention, right?

Mr. GRUENBERG. Where most of the assets are not in tradi-
tional—whether they were in the bank or not——

Mr. TARULLO. No, I think the Senator was asking whether Title
IT is likely to apply only to bank holding companies where tradi-
tional commercial banking assets are the preponderance——

Senator CORKER. Are the majority of the assets, yes.

Mr. GRUENBERG. I do not think that is necessarily the case.

Senator CORKER. It would still be, in each case, solely—we have
had differing responses to this, but in your mind as the chief liqui-
dator

[Laughter.]

Senator CORKER. our Nation’s “chief liquidator’—that is
quite a title—it would be a judgment call made relative to whether
this institution would create a lot of problems throughout the bank-
ing industry if it went through bankruptcy instead of orderly lig-
uidation.

Mr. GRUENBERG. Yes, sir.

Senator CORKER. Mr. Chairman, thank you for your generosity.
I think the witnesses have been outstanding and I do hope we will
pursue a technical corrections bill at the right time.

Chairman JOHNSON. Senator Merkley.
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Senator MERKLEY. Thank you, Mr. Chair.

I wanted to begin, Ms. Mesa, with following up on Senator
Hagan’s thoughts. Under Dodd-Frank, CFTC was given power to
establish position limits and there has been a lot of frustration
with how slowly the CFTC has moved, and although you have got
the rule done, you still have not implemented it. And we have seen
growth from 30 percent of folks trading in the market not having
an end use, if you will, to 70 percent. In recent months, a lot of
folks seeing the conflict in the Middle East and the conflict regard-
ing Iran have said, well, a lot of other folks are going through the
same thing and they are going to worry about oil and they are all
going to bet, so I will get in and bet, too. So we see this huge surge
in speculation and the CFTC sitting on your hands. Can you ex-
plain why you have been so slow and missed the deadline and at
great cost to American consumers at the pump?

Ms. MEsA. We have, actually, as you noted, passed our final rule
on position limits. The final rule talks about aggregating futures
positions with swaps positions, and in the final rule, we said that
we would collect 1 year of data of swaps positions before the posi-
tion limits would be effective, and so that 1 year has not run yet.
When it does, they will go into effect. So that

Senator MERKLEY. All right. Well, there is a big sense in America
that while CFTC fiddles, the American consumer is getting burned,
and I just want to express that concern because I hear my constitu-
ents on each and every trip

Ms. MEsA. I will take that concern back.

Senator MERKLEY. ——back home. Thank you.

Ms. Walter, I wanted to address a little bit the issue of
crowdfunding. We are going to be voting on it later today. The
House laid out a strategy for folks being able to invest over the
Internet in small dollar amounts that involved no requirements on
companies for information, no accountability for whatever informa-
tion the companies did put out there, full legal permission for com-
panies to hire people to pump their stocks with no consequences,
and it looked to me like a path, really, a paved path to predatory
activity that would damage a lot of folks who are thinking they are
participating in a fair market but would not be. Do you share any
of those concerns about the House legislation?

Ms. WALTER. Well, first, I must say that the Commission itself
has not voted on this, so I am speaking for myself. I welcome add-
ing investor protection provisions to the crowdfunding aspect. I see
some value in crowdfunding itself, but I do think it should be done
with appropriate investor protections attached to it, and those are
terribly important.

Senator MERKLEY. Have you had a chance to look at the bill, the
amendment that Senator Bennet and I have worked on to provide
those investor protections?

Ms. WALTER. Unfortunately, I have not. I have been told about
certain aspects of it, but I have not had the opportunity to read it.

Senator MERKLEY. Well, we are going to be voting—I was going
to get your wisdom before I vote on my own amendment this after-
noon.

Ms. WALTER. And I have missed my opportunity to influence you.

[Laughter.]
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Senator MERKLEY. Well, I do appreciate your general sentiment,
we should add some investor protections, and we do require three
different levels of information, depending on how much a company
is raising. We hold the officers and directors accountable for the ac-
curacy of that information. We set up a streamlined Web portal of
structure so people cannot simply sell without any structure, which
was true in the House bill, and a number of other factors.

But one of the things that we also do is set up a cycle for the
SEC to be right on top of predatory practices that develop and be
able to develop rules to address those predatory practices because
this is a new, uncharted territory, and to make capital formation
work well, it has to be something investors believe that they are
gﬁtting a fair shake on. And so we are going to be counting on you
all.

Ms. WALTER. We will do our best, as always.

Senator MERKLEY. Thank you very much, and Mr. Chair, thank
you for holding the hearing and I appreciate you all’s input on
these very complicated and very important issues for capital across
the planet and the strengthening of our collective economies.

Chairman JOHNSON. Thank you all, all the witnesses for your
testimony and for being here today.

There is no doubt that continued cooperation and harmonization
of financial regulatory reforms is important to the stability of our
global economy. The recent years have highlighted the inter-
connected nature of the global financial system and the importance
of international coordination. I look forward to continuing to work
with all of you and the Members of the Committee to ensure the
successful implementation of these important reforms.

This hearing is adjourned.

[Whereupon, at 11:51 a.m., the hearing was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follow:]
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Chairman Johnson, Ranking Member Shelby, and Members of the Committee,
thank you for the opportunity to discuss our international financial reform agenda.

In the wake of the financial crisis, the United States responded swiftly and ag-
gressively. We took forceful measures to stabilize financial markets, including
through transparent and groundbreaking stress tests. Congress moved rapidly to
enact the Dodd-Frank Act—which provides the most significant set of financial re-
forms in generations. And in parallel we secured unprecedented commitments from
our international partners in the G20 and the Financial Stability Board—the same
commitments from the emerging economies as from the advanced economies.

There is a vigorous debate over the merits of moving slow or fast—of moving first
or last. This is an important debate with direct bearing on the pace and tone of the
recovery, the safety and soundness of our financial system, and the fairness of the
international playing field. The United States moved fast and first to repair and re-
form our financial system, and we believe that strategy is already beginning to dem-
onstrate its effectiveness.

Some argued that strengthening the safety and soundness of our financial institu-
tions should wait until after the recovery is complete. I disagree. A strong and sta-
ble financial system is a precondition for a growing and competitive U.S. economy.
It was important to take action while the urgency of the crisis was still fresh in
our memories. There are substantial lead times built into many of these reforms,
allowing markets time to adapt. Now is not the time to increase uncertainty in the
market by backtracking.

Making Our Financial System Stronger, Safer, and More Transparent

U.S. supervisors responded early and forcefully by compelling U.S. financial insti-
tutions to build capital, reduce leverage, and strengthen liquidity buffers. Far from
disadvantaging U.S. institutions and harming credit, these early actions built great-
er resilience and helped to safeguard credit flows in the face of elevated financial
stress in the second half of 2011.

Because we acted early and fast, U.S. banks built larger and higher-quality cap-
ital buffers. Tier 1 common equity at large bank holding companies increased by
more than $400 billion to $960 billion from the first quarter of 2009 through the
fourth quarter of 2011, a more than 70 percent increase. The ratio of Tier 1 common
equity to risk-weighted assets at these institutions has increased from 6 percent to
over 10 percent during this period.

U.S. financial institutions have strengthened their funding models: short-term
wholesale financial debt has decreased as a share of total financial institution assets
from a peak of 29 percent in 2007 to 17 percent in the fourth quarter of 2011, and
regulatory filings show that short-term wholesale funding at the four largest bank
holding companies has decreased from a peak of 36 percent of total assets to 20 per-
cent over this period. Depository institutions have built a more stable base of fund-
ing. Core deposits as a share of total liabilities at FDIC-insured institutions in-
creased from a low of 44 percent in 2008 to 64 percent in the fourth quarter of 2011.

Risks have diminished outside of the banking sector as well. The size of the U.S.
shadow banking system has fallen substantially, with prime money market funds
shrinking by 32 percent and the triparty repo market shrinking by nearly 40 per-
cent since their peaks in 2008.

And credit availability has improved during this time, even as safety and sound-
ness have materially strengthened. Bank credit to U.S. companies increased by an-
nual rates of 11-12 percent in the third and fourth quarters of 2011.

By contrast, Europe opted to move more slowly on stress test disclosures and
measures to build capital and improve funding. As a result, many euro area banks
were less resilient in the face of shocks last year, putting pressure on funding and
credit and raising financial stress in a negative spiral. Since that time, European
authorities have taken steps to strengthen the capital position of euro area banks.
These actions, and the critically important actions taken by the European Central
Bank to strengthen liquidity, have helped to reduce financial stress.

Far from disadvantaging our firms, the early actions to strengthen bank balance
sheets and improve funding put U.S. banks in a stronger position to withstand fi-
nancial stress relative to many of their international peers, while supporting credit
flows to U.S. households and businesses at a critical time for the recovery.
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International Convergence on Financial Reform

Some argue that by moving first, we have put the United States at a competitive
disadvantage. To the contrary, by moving early, we have been able to lead from a
position of strength in setting the international reform agenda and elevating the
world’s standards to our own. The alternative would have been to follow the reform
standards set by other countries or subject our firms to a divergent set of standards.
Of course, we will need to be vigilant in addressing the inevitable inconsistencies
and lags on implementation. But this should not detract from the remarkable degree
of convergence we are seeing on a comprehensive reform agenda spanning bank cap-
ital and liquidity, resolution, and over-the-counter (OTC) derivatives markets for the
first time. This common, comprehensive set of reform commitments encompasses not
only the established financial centers in advanced economies but also up-and-coming
financial centers in emerging markets. Moving first and ensuring that others enact
reforms consistent with our own are the best ways to reduce opportunities for regu-
latory arbitrage and a race to the bottom, to prevent firms from exploiting gaps in
regulation, to provide a fair and level playing field for U.S. firms, and to protect
our economy from risks emanating beyond our shores.

Going into the crisis, too many financial institutions had too much leverage, too
little liquidity, and inadequate loss absorbing capacity. This led to a downward spi-
ral in confidence among counterparties. Going forward, we have agreed to new glob-
al capital standards that raise the quality and quantity of capital so that banks can
withstand losses of the magnitude seen in the crisis and reduce the risks of financial
system collapse as a result of financial excesses. We have also secured agreement
internationally to strengthen liquidity standards and limit leverage. We have identi-
fied the globally systemically important banks, agreed to a capital surcharge for
these institutions, and developed a comprehensive set of enhanced prudential meas-
ures to address risks from globally active financial institutions.

However, there is much more work that needs to be done. We must remain vigi-
lant against attempts to soften the national application of new capital, liquidity, and
leverage rules. It is essential for banks across the world to measure risk-weighted
assets similarly, to ensure that markets and investors can be confident that the cap-
ital adequacy ratios stated by banks are consistent across borders. The United
States is pursuing comparability by urging greater visibility into supervisors’ scru-
tiny of how banks measure risk-weighted assets. We are pleased that the Basel
Committee has added this important work to its agenda for 2012.

Going into the crisis, few understood the magnitude of aggregate derivatives expo-
sures in the system because derivatives such as credit default swaps (CDS) were
traded over the counter on a bilateral basis and without transparency. Going for-
ward, we have agreed to stronger international standards for the OTC derivatives
markets, including requiring greater transparency, moving their trading onto ex-
changes, and requiring them to be centrally cleared.

Now we must ensure that national authorities continue to coordinate closely to
align implementation; our frameworks for derivatives must be tightly aligned or dif-
ferences could lead firms to move activities to jurisdictions with lower standards,
increasing risks to the global financial system. We must guard against fragmenta-
tion of the global payments infrastructure, ensuring that global infrastructure is
adequately safeguarded, and avoid geographic mandates for clearing. It is critical
thafi o&;hers across the globe follow the U.S. lead and accelerate timetables where
needed.

We must also finalize work on a global standard for posting collateral (or margin)
on uncleared derivatives transactions. To reinforce the push towards central clear-
ing and enhance safety and soundness, the charges associated with uncleared deriv-
ative transactions must exceed those on cleared transactions. Both the United
States and the European Commission are developing margin requirements for OTC
derivatives that are not centrally cleared, and the G20 and the FSB have committed
to developing a global standard.

Going into the crisis, countries lacked tools to resolve systemically important fi-
nancial institutions, effectively rendering them too big to fail. Going forward, we
have reached an important agreement that all major financial jurisdictions should
have the tools to resolve large cross-border firms without the risk of severe disrup-
tion or taxpayer exposure to loss. The FSB is working actively to see that this inter-
national commitment is implemented on a national level to ensure that in addition
to national resolution regimes, regulators and the major global banks develop cross-
border recovery and resolution plans by the end of 2012; develop criteria to improve
the “resolvability” of systemically important institutions; and negotiate institution-
specific cross-border resolution cooperation arrangements.

Strengthening cross-border resolution is a difficult issue given the diverse na-
tional laws and the infeasibility of a single global bankruptcy regime. The UK, Ger-



39

many, and Canada have already passed resolution legislation, and the European
Commission is developing a draft for the second quarter of 2012. We are working
to put in place cross border cooperation agreements; establish cross border crisis
management groups for the largest, most complex institutions; and finalize recovery
and resolution plans by the end of this year.

Going into the crisis, supervisors and market participants did not have adequate
visibility into the buildup of concentrations of risky activities in the financial mar-
kets. Going forward, a global Legal Entity Identifier (LEI) system will uniquely
identify parties to financial transactions, ensuring greater transparency and more
efficient data collection across the global financial system, and enabling better un-
derstanding and management of systemic risk. Working with our international
counterparts and the financial industry, we must finalize the global LEI framework
and the reporting systems to support it by the G20 Leaders Summit in June.

New laws and rules aimed at the home market of any major financial center will
inevitably impact other jurisdictions, given the globalized nature of cross-border
flows. In these circumstances, aligning the substance and timing of reforms across
jurisdictions will be critical. Regulators will have to sort out whose rules apply, how,
and where. We need to figure out sensible ways to apply and enforce rules across
major jurisdictions in consistent ways. The greater the degree of convergence around
high quality standards, the greater the scope for deferring to foreign jurisdictions
that have regulatory regimes as strong as that of the United States.

Regulators are grappling with common issues pertaining to the structure of risk-
taking in their national markets. The Volcker rule, which limits proprietary trading
and hedge fund activities for banks, is a good example of where the United States
has moved ahead of others, continuing in a long tradition of recognizing structural
differences across countries, reflecting national history and laws. The U.S. Federal
depository insurance net—which has served our country well—was not designed to
be extended to the riskiest trading activities of U.S. banks. But even in this in-
stance, while regulators are sifting through the 16,000 comments that were sub-
mitted on the rule, other jurisdictions are grappling with the same issues. In the
UK, the Vickers Commission proposed rules to insulate core financial intermedi-
ation activities from riskier business lines in order to promote financial stability. In
the European Union, Commissioner Barnier has assembled a commission to explore
possible regulations for proprietary trading.

Conclusion

With financial markets that are more globally integrated than ever, we need fi-
nancial reforms that are more globally convergent than ever.

In today’s highly interconnected global financial markets, the risk of regulatory
arbitrage carries real impact. It means the potential loss of jobs if firms seek to
move overseas where regulation is weaker. It means a race to the bottom for stand-
ards and protections. And it may mean a heightened risk of a future financial crisis
if riskier activities migrate to areas with less transparency and laxer supervision.

In cooperation with the regulatory agencies represented here today, Treasury is
intensely focused on ensuring global convergence on regulation and resolution of
large, complex financial institutions and on regulation of derivatives markets—the
three areas with the greatest potential for discrepancies in national regulations to
create disproportionate dislocations in global markets that could negatively impact
our economy and our firms. This is a necessary response to the crisis.

Since the outset of the crisis, the G20 and the FSB have played an increasingly
critical and welcome role, alongside the international standard setting bodies, in
shaping the international regulatory reform agenda and promoting sound regulation
and more resilient financial markets. Recognizing there will be discrepancies when
it comes to implementation at the national level, the Treasury and U.S. regulatory
agencies buttress our cooperation through the G20 and the FSB with extensive bi-
lateral engagement. Each day, we talk with our colleagues in Europe and conduct
ongoing dialogues across the major financial centers. This helps us get the details
right. Additionally, the FSB and the standard-setting bodies have jointly developed
an implementation monitoring framework that will report annually on our collective
progress to the FSB, the G20, and the public.

Undoubtedly, we will not attain perfect alignment and we will not get everything
right. Despite this, nothing could be more costly than backtracking on reforms. We
cannot lose sight of the costs of the last crisis—millions of jobs and trillions of dol-
lars in lost wealth. Nor can we lose sight of the causes—inadequate risk manage-
ment, imprudent-risk taking, opaque instruments whose risks were not understood
or overseen, and failures by our regulators. This is why it is necessary to complete
the work that is underway in the United States and internationally. The system is
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?tronger today and will continue to strengthen in the future as a result of our ef-
orts.

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

MARCH 22, 2012

Chairman Johnson, Ranking Member Shelby, and other Members of the Com-
mittee, thank you for the opportunity to testify on implementation of the Dodd-
Frank Wall Street Reform and Consumer Protection Act of 2010 (Dodd-Frank Act)
and its international implications.

Although banking regulation has long included an important international dimen-
sion, the recent financial crisis has brought renewed attention, both in the United
States and abroad, to the interconnectedness among national financial markets and,
consequently, the importance of international cooperation in safeguarding those
markets. In recognition of the fact that financial distress can quickly and dramati-
cally cross national borders, we seek to protect our own financial system by pro-
moting the global adoption of strong, common regulatory standards and effective su-
pervisory practices. Such common standards and practices should also help prevent
major competitive disadvantages for U.S. firms.

Today I will touch on several aspects of the implementation of the Dodd-Frank
Act that have significant international implications: regulation of systemically im-
portant financial institutions (SIFis), reform of the over-the-counter (OTC) deriva-
tives market, and a number of discrete issues that are arising as we work to imple-
ment the Dodd-Frank Act.

Regulation of SIFIs

The Dodd-Frank Act and postcrisis international regulatory reform efforts both
place great emphasis on containing the systemic risk potentially posed by major fi-
nancial institutions. The most important points of intersection include efforts to
strengthen capital requirements, to develop international quantitative liquidity
standards, and to put in place mechanisms for the orderly resolution of these firms.

Capital Regulation

Strong capital requirements remain the cornerstone of prudential regulation be-
cause capital can provide a buffer against losses at financial firms from any source
or activity. The best way to safeguard against taxpayer-funded bailouts in the future
is for our large financial institutions to have adequate capital buffers, sized to re-
flect their own risk profiles and the damage that would be done to the financial sys-
tem were such institutions to fail. Achievement of this aim requires both improve-
ment of the traditional, firm-based approach to capital regulation and creation of
a more systemic, or macroprudential, component of capital regulation.

With respect to improving the traditional approach to capital regulation, inter-
national work on common, global standards was already quite advanced by the time
the Dodd-Frank Act was enacted in July 2010. The so-called Basel 2.5 agreement,
which strengthened the market risk capital requirements ofBasel II, had already
been finished. Just a few months after the Dodd-Frank Act was enacted, agreement
was reached on the Basel III reforms, which require improvement of the quality of
regulatory capital, an increase in the quantity of minimum required capital, mainte-
nance of a capital conservation buffer, and—for the first time internationally—com-
pliance with a minimum leverage ratio. In the coming months, the banking agencies
will be finalizing regulations to implement Basel 2.5 in the United States and will
be proposing regulations to implement Basel III in the United States.

With respect to macroprudential capital regulation, section 165 of the Dodd-Frank
Act mandated that the Board establish enhanced risk-based capital standards for
large bank holding companies that would be graduated based on the relative sys-
temic importance of those companies. Consistent with this requirement, we es-
poused proposals in the Basel Committee for capital surcharges on the world’s larg-
est, most interconnected banking organizations based on their global systemic im-
portance. Last year, agreement was reached on a framework for such surcharges,
to be implemented during the same transition period applicable to Basel III. The
Board’s aim has been to fashion the enhanced capital requirements of section 165
and the associated international framework in a simultaneous and congruent man-
ner. Both the Dodd-Frank Act provision and the Basel systemic surcharge frame-
work are motivated by the fact that the failure of a systemically important firm
would have dramatically greater negative consequences on the financial system and
the economy than the failure of other firms. Stricter capital requirements on sys-
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temically important firms should also have the benefit of helping offset any funding
advantage these firms derive from their perceived status as too-big-to-fail and pro-
viding an incentive for such firms to reduce their systemic footprint.

If the benefits of all these improvements to existing capital requirements are to
be realized, it is crucial that capital standards be not only agreed upon globally, but
also implemented consistently across jurisdictional boundaries. We have strongly
supported efforts within the Basel Committee to monitor implementation—not only
in the laws and regulations of member countries, but also at the level of individual
large banking organizations, including an assessment of the consistency of risk-
weighting practices by banks. We look forward to the evolution of the Basel Com-
mittee’s new plans for conducting this monitoring exercise, which are considerably
more ambitious than any pursued in the past.

Liquidity Standards

In recognition of the fact that liquidity squeezes at some financial institutions
played a key role in the financial crisis, the Basel III agreements also introduced,
for the first time, quantitative liquidity requirements for application to internation-
ally active banks. One standard, the Liquidity Coverage Ratio (LCR), is designed
to ensure a firm’s ability to withstand short term liquidity shocks through adequate
holdings of highly liquid assets. The other standard, the Net Stable Funding Ratio
(NSFR), is intended to avoid significant maturity mismatches over longer-term hori-
zons. Again, there is a parallel to this international initiative in section 165 of the
Dodd-Frank Act, which calls for enhanced, graduated liquidity standards for large
bank holding companies.

Precisely because this was the first effort on quantitative liquidity regulation by
the Basel Committee, there were some questions about potential unintended con-
sequences, as well as a desire to ensure that the new standards reflected actual ex-
perience with the stability of various funding sources and the relative liquidity of
different financial instruments during the financial crisis. For these reasons, the
Federal Reserve, with support from a number of other central banks and super-
visors, suggested at the time of adoption of Basel III in 2010 a multiyear study pe-
riod before the rules take effect. Since then, the U.S. banking agencies and a Basel
Committee working group have been collecting data, analyzing the potential effects
of the LCR on financial markets and the broader economy, and considering what
amendments might be warranted. The Basel Committee will likely suggest a set of
changes to the LCR later this year, with a goal of introducing the LCR in 2015.
Work on the NSFR is on a considerably slower track; the current plan is for imple-
mentation in 2018.

Resolution of SIFIs

A third core regulatory reform goal of both the Dodd-Frank Act and international
policy makers is to enhance the ability of regulators to resolve failing SIFis. The
Basel Committee and the Financial Stability Board (FSB) have set forth standards
for national resolution regimes that will allow resolution of SIFis in an orderly fash-
ion, without taxpayer exposure to losses through solvency support. Here in the
United States, the Dodd-Frank Act provides for an orderly resolution process to be
administered by the Federal Deposit Insurance Corporation (FDIC), and resolution
planning by SIFis to be overseen by the FDIC and the Federal Reserve. Together
these provisions of the Dodd-Frank Act are fully consistent with the Basel Com-
mittee and FSB standards.

In developing the orderly liquidation authority established by Title II of the Dodd-
Frank Act, the FDIC has recently expressed a preference for resolving a failed SIFI
under a single receivership and internal recapitalization model. Under this model,
the parent company of the failed SIFI is placed into receivership; all, or substan-
tially all, of the assets of the parent company are transferred to a bridge entity; the
parent company and its residual assets are liquidated; and the bridge entity is cap-
italized, in part, by converting the holders of long-term unsecured debt of the parent
company into equity holders in the bridge. Under the single receivership model, the
major subsidiaries of the SIFI continue to operate as going concerns. This approach
holds great promise, but ensuring its viability as a resolution option requires,
among other things, that each SIFI maintain an amount of long-term unsecured
debt that is sufficient to absorb very significant losses at the firm.

Some other jurisdictions have, or are planning to, put in place special resolution
mechanisms that conform to the emerging international standards. But even contin-
ued progress along this path may not solve all the possible problems associated with
failure of a SIFI. The coexistence of internationally active firms with nationally
based insolvency regimes means that there could be important cross-border legal
complications when a home jurisdiction places into receivership a firm with signifi-
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cant assets, subsidiaries, and contractual arrangements in other countries. A com-
prehensive, treaty-like instrument for a global bank resolution regime to address
these issues is surely an unrealistic prospect for the foreseeable future. The Federal
Reserve and the FDIC are working together with counterparts from other countries
to identify opportunities for more limited cooperation agreements, coordinated su-
pervisory work on resolution plans, and other devices to make the orderly resolution
of a large, internationally active firm more feasible.

OTC Derivatives Regulatory Reforms

Another key part of the Dodd-Frank Act that involves significant international
considerations is OTC derivatives reform. In the United States, administrative
agencies are implementing the requirements of the Dodd-Frank Act to strengthen
the infrastructure and regulation of the OTC derivatives market. This task includes
enhancing the role of central counterparties, which can be an important tool for
managing counterparty credit risk in the derivatives market; improving regulation
and supervision of dealers and key market participants; introducing minimum mar-
gin requirements for certain derivatives transactions that are not cleared with a
central counterparty; and increasing transparency.

A roughly parallel international initiative got under way in 2009, when the Group
of Twenty (G20) leaders set out commitments related to reform of the OTC deriva-
tives markets. Since work on the G20 commitments is being pursued in a number
of international groups and foreign jurisdictions, continued attention will be re-
quired to ensure that the global convergence process continues in a timely fashion.
Such attention will be particularly important in areas where international conver-
gence is desirable to avoid a significant fracturing or regionalization of the existing
global structure of the swaps market, or to prevent undue constraints on the ability
of U.S. firms to compete in foreign markets. A good example of this is the introduc-
tion of margin requirements for uncleared derivatives. U.S. and foreign regulators
have formed a joint working group of the Basel Committee and the International
Organization of Securities Commissions (IOSCO) to develop internationally con-
sistent margin standards that appropriately address the risks of uncleared deriva-
tives while ensuring that U.S. and foreign firms compete on a level playing field.

Other key areas of OTC derivatives reform present similar international chal-
lenges and will demand similar levels of international collaboration. These areas in-
clude the creation and regulation of central counterparties, swap execution facilities,
and swap data repositories, including mutual recognition by U.S. and foreign regu-
lators where appropriate. Issues also arise around the treatment of governmental
entities in derivatives reforms in the United States and abroad. For example, title
VII of the Dodd-Frank Act generally exempts from swaps regulation any transaction
to which the Federal Reserve is a party, but does not contain a similar exemption
for transactions to which a foreign central bank is party. Foreign central banks have
expressed concerns that the application of certain parts of title VII may interfere
with the manner in which they conduct their national monetary policies.

In addition to its involvement in specific derivatives reforms related to the Dodd-
Frank Act, the Federal Reserve also participates in a variety of international groups
that serve as broader forums for coordinating policies related to the participants and
the infrastructure of derivatives markets. These forums include the Basel Com-
mittee, which has recently enhanced international capital, leverage, and liquidity
standards for derivatives, as well as the Committee on Payment and Settlement
Systems, which is working with IOSCO to update international standards for sys-
temically important clearing systems, including central counterparties that clear de-
rivatives instruments, and trade repositories. These collaborative exercises are in-
tended to support the development of a consistent international approach to the reg-
ulation and supervision of derivatives products, dealers, and market infrastructures.
Here, as in other international contexts, our aims are to promote the financial sta-
bility of the United States and fair competitive conditions for U.S. financial institu-
tions.

Other Implementation Issues

As noted in the preceding discussion, even where there is broad international con-
sensus to adopt a particular regulatory approach, there can be discrete issues raised
as countries implement that approach in the context of their own legal, financial,
and political systems. This circumstance is hardly unique to the area of financial
regulation; it 1s familiar to anyone who has worked on virtually any regulatory
issues that affect international trade and investment. There are also some elements
of the Dodd-Frank Act that are unlikely to be pursued internationally in any com-
parable form. These areas of U.S.-only regulatory reform can present particular
challenges in implementation, both in terms of the potential impact that they may
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have on the ability of U.S. financial institutions to compete abroad and the extent
to which they may affect the activities of foreign financial institutions in U.S. mar-
kets and with U.S. counterparties. In these instances of regulatory reforms being
pursued only in the United States, there are not likely to be obvious answers to the
resulting international complexities.

For example, there has been considerable recent attention paid to the inter-
national aspects of section 619 of the Dodd-Frank Act, more commonly known as
the “Volcker Rule”. Concerns have been expressed about the Volcker Rule’s potential
international implications in three principal areas. First, because the Volcker Rule
applies to the worldwide operations of U.S. banking entities, but only to the U.S.-
connected operations of foreign banks, concerns have been raised regarding the rel-
ative competitiveness of U.S. firms that have significant operations in overseas mar-
kets. Second, and conversely, because the Volcker Rule also applies to the activities
of foreign banks unless such activities are “solely outside the United States,” several
foreign banks and their supervisors have expressed concern regarding the potential
extraterritorial impact that those restrictions may have on trading or fund activity
of foreign banks that has both U.S. and non-U.S. characteristics. Third, because the
Volcker Rule includes a statutory exemption for proprietary trading in U.S. Govern-
ment debt securities, but not in foreign sovereign debt securities, several constitu-
encies have raised concerns regarding this asymmetry. In each of these areas, U.S.
regulators will need to carefully consider the concerns that have been raised and
the broader international implications of the Volcker Rule as we work to finalize our
implementing rules.

Similarly, the swaps “push-out” requirement in section 716 of the Dodd-Frank Act
also appears unlikely to be pursued internationally. Under section 716, U.S. insured
depository institutions and U.S. branches and agencies of foreign banks will be re-
quired to “push out” certain types of derivatives dealing activities to affiliated enti-
ties. The global effects of the swaps push-out provision are multifaceted. On the one
hand, the provision will require U.S. banking firms to restructure their global de-
rivatives dealing activities in ways that will not be required of foreign banks abroad.
At the same time, the provision may require U.S. branches and agencies of foreign
banks to restructure their derivatives dealing activities in ways that will not be re-
quired of U.S. banks.

Thank you very much for your attention. I would be pleased to answer any ques-
tions you might have.

PREPARED STATEMENT OF ELISSE B. WALTER
MEMBER, SECURITIES AND EXCHANGE COMMISSION

MARCH 22, 2012

Chairman Johnson, Ranking Member Shelby, and Members of the Committee,
thank you for inviting me to testify on behalf of the Securities and Exchange Com-
mission (SEC) about international cooperation in the realm of financial regulation.

Markets are global, and regulators have long been mindful that domestic changes
can have an impact outside their own countries. The impact of regulation across bor-
ders has become ever more important as business has become increasingly global.
As part of our rulemaking efforts to implement the Dodd-Frank Wall Street Reform
and Consumer Protection Act (Dodd-Frank Act), the SEC has been actively engaged
in discussions with our counterparts abroad to encourage international coordination
of regulatory reforms.

Our international efforts include both informal and formal bilateral discussions
and arrangements, and we also work through multilateral organizations, where we
have leadership roles in several task forces and working groups.

My testimony will highlight some of the key areas in which the SEC is working
internationally to identify risks to the global markets, what regulatory responses
might be desirable, and how to best coordinate such cross-border regulatory re-
sponses.

International Coordination Efforts

Since the financial crisis began, the G20 has identified major financial issues it
believes should be addressed by the individual member jurisdictions to mitigate
risks in the global financial system. As an independent agency, the SEC does not
participate directly in G20 Leaders’ or Finance Ministers’ meetings, but we coordi-
nate with our domestic and international counterparts who participate in these
meeﬁings dto identify concerns in the global capital markets that are relevant to the
work we do.
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The G20 often asks other multilateral organizations to conduct in-depth studies
of the concerns that impact the global financial markets, which have taken the form
of surveying various approaches in different jurisdictions and developing broad poli-
cies or principles to guide regulatory authorities as they develop their own rules and
regulations consistent with their unique national mandates.

In recent years, the Financial Stability Board (FSB) has played an increasingly
active role in coordinating international efforts to implement G20 objectives. The
FSB includes officials from banking supervisors and capital markets regulators
around the globe, along with representatives from finance ministries and central
banks and the international financial institutions, and aims to identify and discuss
broad trends affecting the financial system.

Currently, I represent the SEC in the FSB. My colleagues from the Federal Re-
serve Board and the Department of the Treasury, Governor Tarullo and Under Sec-
retary Brainard, respectively, also represent the United States in the FSB. The SEC
staff regularly communicates with staffs of these agencies as well as the staffs of
the Office of the Comptroller of the Currency, the Commodity Futures Trading Com-
mission (CFTC), and the Federal Reserve Bank of New York in order to present uni-
fied positions in FSB policy discussions and working groups.

The G20 and, in turn, the FSB also seek input from other international bodies,
including the International Organization of Securities Commissions (I0OSCO) and
other standard setters. I also serve as the SEC’s Head of Delegation to IOSCO.

Due to the extensive international coordination efforts undertaken by the SEC
and other U.S. financial regulatory agencies within the context of these inter-
national bodies, the recommendations and international standards being developed
by these groups are broadly consistent with the Dodd-Frank Act and the G20 objec-
tives.

The SEC also participates in multilateral discussions with regional authorities,
and the SEC facilitates targeted, multilateral discussions with key jurisdictions on
its highest priority topics. For example, the SEC is active in the Council of Securi-
ties Regulators of the Americas (COSRA) on issues of regional importance in the
Americas.

We also recognize the need and value of holding discussions outside of the FSB
and IOSCO with regulators from other jurisdictions. While bodies such as the G20,
FSB, and IOSCO play an important role in the international policy dialogue, na-
tional regulatory bodies such as the SEC continue to exercise the authority granted
to them in a manner that is necessary and appropriate to carry out their statutory
missions and legislative mandates. International bodies, such as the G20, FSB, and
I0SCO, neither legislate nor write governing rules; rather, mandates for regulation
come from national authorities. In addressing the risks identified by the G20, all
jurisdictions do not necessarily follow the same approach. Additionally, not all juris-
dictions are members of the G20 and FSB. Within IOSCO, market regulators from
around the world participate, but not all entities with the authority to shape rel-
evant rules and regulations are members.

Because of the detailed nature of the discussions required or the country-specific
nature of the issues involved, certain regulatory initiatives have proven to be man-
aged more effectively in smaller forums or on a bilateral basis. To this end, the SEC
has several ongoing bilateral dialogues with regulators in key international regu-
latory jurisdictions, including the United Kingdom, India, China, Korea, Turkey,
and Japan.

These dialogues are intended to facilitate identification and discussion of common
issues of regulatory concern, enhance enforcement cooperation, and, in some cases,
expand on existing training and technical assistance efforts. The dialogues have
taken on increasing importance as regulators around the globe engage in financial
regulatory reform efforts in their respective jurisdictions.

For example, the SEC participates alongside the Department of the Treasury and
the Federal Reserve Board in the Financial Markets Regulatory Dialogue (FMRD)
with the European Union. The FMRD was created in 2002 as a forum to discuss
regulatory initiatives in their early stages with a focus on avoiding unnecessary con-
flicts of law between the United States and the European Union. It has evolved into
a vehicle for in-depth discussion of regulatory issues of mutual concern, enhance-
ment of understanding of each other’s regulatory systems, and exploration of areas
ff regulatory cooperation and convergence in the development of high-quality regu-

ation.

OTC Derivatives

One area where international coordination is particularly important is reform of
the global OTC derivatives markets. After the 2008 financial crisis, Congress recog-
nized the need to bring transparency to these markets, and the G20 Leaders shared
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this concern. At the Pittsburgh Summit in September 2009, the G20 Leaders called
for global improvements in the functioning, transparency and regulatory oversight
of OTC derivatives markets. Specifically, the G20 stated that:

[a]ll standardized OTC derivative contracts should be traded on exchanges
or electronic trading platforms, where appropriate, and cleared through cen-
tral counterparties by end-2012 at the latest. OTC derivative contracts
should be reported to trade repositories. Noncentrally cleared contracts
should be subject to higher capital requirements. We ask the FSB and its
relevant members to assess regularly implementation and whether it is suf-
ficient to improve transparency in the derivatives markets, mitigate sys-
temic risk, and protect against market abuse. !

In subsequent summits, the G20 Leaders have reiterated their commitment to
OTC derivatives regulatory reform and have asked the FSB to monitor OTC deriva-
tives reform progress.

Congress also recognized the need for coordination in this area and directed the
SEC to consult with its foreign counterparts, as appropriate, in several key areas
under Title VII of the Dodd-Frank Act. Specifically, the Dodd-Frank Act states that

in order to promote effective and consistent global regulation of swaps and
security-based swaps, the CFTC, the SEC, and the prudential regulators
. . ., as appropriate, shall consult and coordinate with foreign regulatory
authorities on the establishment of consistent international standards with
respect to the regulation (including fees) of swaps, securities-based swap,
swap entities, and security-based swaps entities and may agree to such in-
formation-sharing agreements as may be deemed to be necessary or appro-
priate in the public interest or for the protection of investors, swap counter-
parties, and securities-based swap counterparties. 2

The SEC and the CFTC have conducted staff studies to assess developments in
OTC derivatives regulation abroad. For example, as directed by Congress in Section
719(c) of the Dodd-Frank Act, 3 on January 31, 2012, the SEC and CFTC jointly sub-
mitted to Congress a “Report on International Swap Regulation” (Swap Report). 4
The Swap Report discusses swap and security-based swap regulation and clearing-
house regulation in the Americas, Asia, and European Union and identifies areas
of regulation that are similar and other areas of regulation that could be har-
monized. The Swap Report also identifies major clearinghouses, clearing members,
and regulators in each geographic area and describes the major contracts (including
clearing volumes and notional values), methods for clearing swaps, and the systems
used for setting margin in each geographic area.? In addition, on April 8, 2011, SEC
and CFTC staff submitted a joint study to Congress on the feasibility of requiring
the derivatives industry to adopt standardized computer-readable algorithmic de-
scriptions which may be used to describe complex and standardized financial deriva-
tives.® In preparing this report, staff coordinated extensively with international fi-
nancial institutions and foreign regulators.

SEC and CFTC staff have also been working on a bilateral basis with counter-
parts from Canada, the European Union, Hong Kong, Japan, and Singapore to co-
ordinate technical issues that are in the interest of leveling the playing field for the
regulation of derivatives transactions. In December, leaders and senior representa-
tives of the authorities responsible for the regulation of the OTC derivatives mar-
kets in these jurisdictions met in Paris to discuss significant cross-border issues re-
lated to the implementation of new legislation and rules governing the OTC deriva-
tives markets, including concerns about possible regulatory gaps, conflicts, arbi-
trage, and duplication. In addition to agreeing to continue staff-level bilateral tech-
nical dialogues, the leaders are planning to meet again as a group this spring.

1G20 Meeting, Pittsburgh, 25 September 2009. Available at http://www.treasury.gov/re-
source-center |international /g7-g20 | Documents / pitts-
burgh summit leaders statement 250909.pdf.

2Dodd-Frank Wall Street Reform and Consumer Protection Act §752 (Pub. L. 111-203, H.R.
4173) (2010).

3D)o(dd—Fr)ank Wall Street Reform and Consumer Protection Act §719(c) (Pub. L. 111-203, H.R.
4173) (2010).

4 Available at http:/ /www.sec.gov [ news [ studies /| 2012 | sec-cftc-intlswapreg.pdf.

5The Swap Report points out that major dealers could not be identified as of the date of the
report because rules requiring swap dealers to register as such had not been adopted yet. Nei-
ther could any major swap exchanges be identified in the report as no exchange was offering
swaps or security-based swaps for trading as of the date of the report.

6 Available at http:/ /www.sec.gov /news /studies /2011 /719b-study.pdf.
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We also have worked through multilateral organizations to facilitate further inter-
national cooperation. SEC staff represents IOSCO as a cochair of the FSB’s OTC
Derivatives Working Group (ODWG). The FSB published a report on implementing
OTC derivatives market reforms in October 2010.7 This report, which was endorsed
by the G20 Leaders, 8 includes 21 recommendations addressing practical issues that
authorities may encounter in implementing the G20 commitments concerning stand-
ardization, central clearing, exchange or electronic platform trading, and reporting
OTC derivatives transactions to trade repositories. The ODWG conducts semi-an-
nual reviews of jurisdictions’ efforts to implement the G20 objectives for OTC de-
rivatives reforms and submits reports on its findings to the G20.

In October 2010, IOSCO formed a Task Force on OTC Derivatives Regulation to
take a leading role in coordinating market regulators’ efforts to work together in the
development of supervisory and oversight structures related to the derivatives mar-
kets. Representatives from the SEC, CFTC, United Kingdom Financial Services Au-
thority (UK FSA), and the Securities and Exchange Board of India (SEBI) serve as
cochairs of this Task Force. The Task Force was formed primarily to assist regu-
lators in coordinating their derivatives legislative and regulatory reform efforts and
in developing consistent regulatory standards, with a focus on derivatives clearing,
trading, trade data collection and reporting, and the oversight of certain derivatives
market participants.

In February 2011, the Task Force published a “Report on Trading of OTC Deriva-
tives” (Report on Trading).® The Report on Trading sets out a framework for inter-
national regulators to consider when implementing the G20 Leaders’ commitment
to trade all standardized OTC derivatives on exchanges or electronic trading plat-
forms, where appropriate, by the end of 2012. The Report on Trading analyzes the
benefits, costs, and challenges associated with increasing exchange and electronic
trading of OTC derivative products and contains recommendations aimed at assist-
ing the transition of the trading of standardized derivatives products from OTC
venues onto exchanges and electronic trading platforms (organized platforms) while
preserving the efficacy of those transactions for counterparties. Following on that
effort, earlier this year, the Task Force completed the “Follow-On Analysis to the
Report on Trading”, which describes the different types of organized platforms cur-
rently available for the execution of OTC derivatives transactions in IOSCO member
jurisdictions and seeks to highlight the different approaches global regulators are
taking or envisage taking to mandate the use of organized platforms for trading
OTC derivatives. 10

The Task Force also collaborated with the Basel-based Committee on Payment
and Settlement Services (CPSS) to publish the “Report on OTC Derivatives Data
Reporting and Aggregation Requirements” earlier this year (Data Report).1! The
Data Report specifies minimum requirements for the reporting of data to trade re-
positories and for trade repositories reporting to regulators, as well as types of ac-
ceptable data formats, and discusses issues relating to authorities’ and reporting en-
tities’ access to data and the dissemination of OTC derivatives data to the public.
The Data Report also describes data aggregation mechanisms and tools needed to
enable authorities to aggregate data in a manner that fulfills their regulatory man-
dates, including methods, rationales and possible tools to implement data aggrega-
tion, such as legal entity identifiers. The Task Force plans to complete its work later
this year when it finalizes reports setting forth international standards for manda-
tory clearing and the oversight of derivative market intermediaries.

Additionally, the SEC is working through IOSCO to review and improve inter-
national standards for financial market infrastructures. This project is a joint effort
of IOSCO and the CPSS. In March 2011, CPSS-IOSCO issued a “Consultation Re-
port on Principles for Financial Market Infrastructures” (FMI Report). 12 The FMI
Report proposes new and more demanding international standards for systemically
important payment systems, central securities depositories, securities and settle-
ment systems, central counterparties and trade repositories (collectively, financial
market infrastructures, or FMIs).

The new standards (referred to as principles) presented in the FMI Report are de-
signed to ensure that the essential payment and settlements infrastructure sup-

7 Available at http:/ /www.financialstabilityboard.org [ publications/r 101025.pdf.

8G20 Leaders’ Meeting, Seoul, Korea, 12 November 2010. Available at Attp://
www.treasury.gov | resource-center | international | Documents |
1%20%20FINAL%20SEOUL%20COMMUNIQUE.pdf.

9 Available at http:/ /www.iosco.org /library | pubdocs | pdf/ IOSCOPD345.pdf.

10 Available at hitp:/ /www.iosco.org /library / pubdocs [ pdf/IOSCOPD368.pdf.

11 Available at http:/ /www.iosco.org | library | pubdocs [ pdf/IOSCOPD366.pdf.

12 Available at http:/ /www.iosco.org /library | pubdocs [ pdf/ IOSCOPD350.pdf.
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porting global financial markets is more robust and better placed to withstand fi-
nancial shocks. The FMI Report contains a comprehensive set of 24 principles de-
signed to apply to all systemically important FMIs and five responsibilities for cen-
tral banks, market regulators, and other relevant authorities. CPSS-IOSCO plans
to publish the final report this spring.

Finally, given the global nature of the derivatives market, the SEC intends to ad-
dress the international implications of its rules arising under Subtitle B of Title VII
in a single proposal in order to give interested parties, including investors, market
participants, and foreign regulators, an opportunity to consider as an integrated
whole our approach to the registration and regulation of foreign entities engaged in
cross-border security-based swap transactions involving U.S. parties. We understand
that our approach to the cross-border application of Title VII must both achieve ef-
fective domestic regulatory oversight and reflect the realities of the global deriva-
tives market. As we do so, the SEC is continuing to actively coordinate with our
counterparts in other jurisdictions to help achieve consistency and compatibility
among approaches to derivatives regulation.

Identification and Mitigation of Systemic Risk

A second area that requires robust international cooperation is the identification
and mitigation of risks that could have cross-border impact on markets. The SEC
has worked to enhance our capability to spot emerging issues and to address
proactively these issues before they have the potential to cause serious harm to the
U.S. financial markets and the global financial system. For example, we have open
lines of communication with our international counterparts to discuss emerging
risks and to promptly react to new developments. In addition, our bilateral efforts
and work in multilateral organizations also give us insight into concerns faced by
other jurisdictions.

The ability to collect and share compatible data is also essential to regulators’ ef-
forts to identify and mitigate systemic risk. An example of this information sharing
is the Commission’s work with other regulators, including the UK FSA and the
Hong Kong Securities and Futures Commission, to develop an internationally
agreed upon template that would form the basis for future data collection efforts to
better understand the hedge fund industry.

We worked through IOSCO first, to survey the role of hedge funds in other mar-
kets and to develop high-level, international general principles for regulation of the
hedge fund sector. The template was published in February 2010 and contains a list
of broad proposed categories of information (with examples of potential data points)
that regulators could collect for general supervisory purposes and to help in the as-
sessment of systemic risk (including, for example, product exposure and asset class
concentration, geographic exposure, liquidity information, extent of borrowing, and
credit counterparty exposure).

After the Dodd-Frank Act was passed, we continued to work closely with the UK
FSA, the EC, and the European Securities and Markets Authority (ESMA) to dis-
cuss cross-border issues that have emerged as we implemented Title IV, including
the development of Form PF. At the same time we were developing Form PF, which
was finalized on October 31, 2011,13 ESMA was developing its data collection form,
which was published on November 11, 2011, as part of ESMA’s formal advice to the
EC on implementation of its Alternative Investment Fund Managers Directive.
Given that each regulator must develop its reporting requirements based on its
unique mandates, policies, and objectives, the forms are understandably not exactly
the same. Nevertheless, due to our extensive coordination efforts, the two forms gen-
erally are compatible and will facilitate international efforts to compare, aggregate,
and learn from the data.

In addition to our bilateral coordination efforts, we have worked in multilateral
organizations to ensure that future efforts to identify and mitigate risk will benefit
from international coordination. For example, early last year, IOSCO published a
discussion paper entitled “Mitigating Systemic Risk—A Role for Securities Regu-
lators” (Systemic Risk Paper), which focused on the role securities regulators play
in addressing systemic risk.14 The Systemic Risk Paper was intended to promote
discussion among securities regulators on the ways in which systemic risk intersects
with their mandates and to provide insight on how IOSCO and its members can bet-
ter identify, monitor, mitigate, and manage systemic risk. We are also playing a
lead role in IOSCO’s new Standing Committee on Risk Research, created to bring
together economists from major market regulators to discuss these issues on a reg-

13Summary and final rule are available at http://www.sec.gov/news/press/2011/2011-
226.htm and hitp:/ /www.sec.gov /rules/final /2011 /ia-3308.pdf.
14 Available at http:/ /www.iosco.org/library / pubdocs /pdf/IOSCOPD347pdf



48

ular basis. We continue to work internationally to facilitate dialogue about systemic
risk among securities regulators as well as with the broader international regu-
latory community.

Volcker Rule

Section 619 of the Dodd-Frank Act, commonly referred to as the Volcker Rule,
may also have international implications. The Volcker Rule generally prohibits a
banking entity from engaging in proprietary trading and having certain interests in,
or relationships with, a hedge fund or private equity fund (covered funds), subject
to certain exemptions. The defined term “banking entity” determines the scope of
entities subject to the Volcker Rule and includes any: (i) insured depository institu-
tion, (i1) company that controls an insured depository institution, (iii) foreign bank
with a branch, agency or subsidiary in the United States, and (iv) affiliates and sub-
sidiaries of the foregoing entities. The Commission proposed a rule jointly with the
Federal banking agencies to implement the Volcker Rule in October 2011 (Proposed
Rule), and the CFTC issued its proposal in January 2012.

In the Proposed Rule, the five regulatory agencies requested and received com-
ment on several international issues. For example, the Proposed Rule, which closely
follows statutory construction, includes an exemption for proprietary trading in cer-
tain U.S. and municipal Government obligations, but does not establish an addi-
tional exemption for proprietary trading in foreign Government obligations. Many
commenters, including some foreign Governments, have requested that such an ex-
emption be adopted and have expressed concerns about the proposed rule’s potential
impact on liquidity in foreign sovereign debt markets. Moreover, consistent with the
statute’s exemptive authority, some of these commenters have suggested ways that
such an exemption would promote and protect the safety and soundness of banking
entities and the financial stability of the United States. However, some commenters
have indicated that such an exemption would not be necessary or would not meet
such standards.

In addition, the proposal also includes the statutory exemptions for foreign bank-
ing entities’ activities conducted “solely outside of the United States.” The Proposed
Rule sets forth certain requirements for these exemptions that are intended to give
effect to the statutory language. Some commenters have stated that the exemption’s
requirements may result in unintended extraterritorial application of the Volcker
Rule’s restrictions on a foreign banking entity’s offshore activity. The proposed defi-
nition of “covered funds” also includes certain non-U.S. funds, and this may have
international implications. In an effort to prevent circumvention of the Volcker
Rule’s general prohibition on covered fund activities by simply relocating covered
fund-related activities offshore, the proposal defined “covered fund” to include cer-
tain types of non-U.S. funds. Some commenters have stated that this definition may
be too broad and could include foreign retail mutual funds or other types of regu-
lated pooled investment vehicles.

Commission staff is reviewing and considering the comment letters that we have
received on this proposal, including comments on the international implications of
the Proposed Rule. I anticipate that staffs of the five regulatory agencies will have
in-depth discussions about these topics as they work together through the next steps
of the rulemaking process.

Market Efficiency and Integrity

A fourth area where we and our foreign counterparts have an interest is market
efficiency and integrity. In early 2010, the SEC issued a Concept Release on Equity
Market Structure to begin an in-depth review to ensure that the U.S. equity mar-
kets remain fair, transparent and efficient in light of new technology and trading
strategies. 15 Not surprisingly, many other jurisdictions face similar challenges. The
rapid developments in trading technologies and trading platforms have had a pro-
found impact on the structure of markets around the world.

As we have considered these issues, the EC also has been reviewing its Markets
in Financial Instruments Directive (MiFID) in light of new technology, and in Octo-
ber 2011, the EC issued proposals to amend MiFID, focusing on developing safe-
guards for algorithmic and high frequency trading activities. Throughout this proc-
ess, we have had ongoing discussions with our international counterparts.

On October 14, 2011, Chairman Schapiro and her regulatory counterparts in Eu-
rope, the Americas, Asia, and Australia spent a full day discussing the impact of
advances in technology, new trading strategies, and the increasing integration and
globalization of markets as part of an international roundtable of regulators that the
SEC cohosted with the UK FSA in London. The discussion focused on sharing views

15 Available at http:/ /www.sec.gov [ rules/concept /2010 /34-61358fr.pdf.
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about automated trading strategies, high frequency trading, market fragmentation,
and dark pools.

Last year, the SEC also adopted a large trader reporting system, providing us
with access to better data to help us assess the impact of high frequency traders
and other major market participants on the quality of our markets, as well as to
assist in our surveillance and enforcement efforts. 16 In addition, we are continuing
to work toward the adoption of a consolidated audit trail system to further help reg-
ulators keep pace with new technology and trading patterns in the markets.17 As
we utilize and develop new tools, we are also coordinating with our international
counterparts to share knowledge and develop complementary strategies that will ul-
timately facilitate the sharing of information for supervisory and enforcement pur-

poses.

To that end, SEC staff also is engaged actively with IOSCO to address the con-
tinuing challenges that technological changes pose for regulators in their market
surveillance, including: the fragmentation of markets and the resulting dispersal of
trading information; the increased speed of trading; and regulators’ ability to gather
and process the increased volume of trading data.

In addition, in the fall of 2010, the G20 Leaders asked IOSCO to develop “rec-
ommendations to promote markets’ integrity and efficiency to mitigate the risks
posed to the financial system by the latest technological developments.” In response,
I0OSCO undertook a review of global perspectives on the impact of technological de-
velopments, including work on trading halts, direct electronic access, dark liquidity,
and high frequency trading. In April 2011, IOSCO published principles to assist reg-
ulators in minimizing the potential adverse effects of the increased use of dark li-
quidity, focusing on transparency and price discovery, market fragmentation, knowl-
edge of trading intentions, fair access, and the ability to assess actual trading vol-
ume in dark pools.

In October, IOSCO published the “Report on Regulatory Issues Raised by the Im-
pact of Technological Changes on Market Integrity and Efficiency” (Technological
Changes Report). 18 The Technological Changes Report analyzes significant techno-
logical developments and related microstructural issues that have arisen in financial
markets in recent years, notably high frequency trading, and their impact on mar-
ket structure, participants’ behavior, price discovery and formation, and the avail-
ability and accessibility of liquidity. In addition, the Technological Changes Report
recognizes the benefits of technology, including facilitating the establishment of
globally competitive markets, enabling market participants to reduce transaction
time, generation of electronic audit trails, enhancement of order and trade trans-
parency, enabling markets and market participants to develop and apply (and regu-
lators to monitor) automated risk controls.

Supervisory Cooperation

Another key priority for the G20 is increasing the effectiveness of global super-
vision of financial institutions and other market participants. In a world with inter-
connected markets and actors with cross-border operations, more effective super-
vision will require increased international supervisory cooperation.

The SEC has long recognized the importance of international cooperation to its
own supervisory mission, especially in our examination program. The SEC staff has
been developing arrangements and, where possible, entering into formal Memoranda
of Understanding (MOUs), to facilitate supervisory cooperation with foreign regu-
lators. These agreements generally establish clear mechanisms for consultation, co-
operation and the exchange of supervisory information. Such mechanisms minimize
the need to address supervisory information sharing on an ad hoc basis and seek
to address new information sharing needs created by globally active firms and cross-
border affiliated markets.

The SEC’s supervisory cooperation agreements can vary in scope and purpose. To
date, the SEC has entered into bilateral MOUs that cover information sharing and
cooperation related to, among other things, firms registered with both the SEC and
a foreign authority; the oversight of markets in the U.S. and a foreign jurisdiction
affiliated through common ownership structure; and the sharing of nonpublic issuer
%peciglc (iinformation relating to the application of International Financial Reporting

tandards.

16 See, Securities Exchange Act Release No. 64976 (July 27, 2011), 76 FR 46960 (August 3,
2011).
17See, Securities Exchange Act Release No. 62174 (May 26, 2010), 75 FR 32556 (June 8,

2010).
18 See, hitp:/ /www.iosco.org /library [ pubdocs / pdf/IOSCOPD361.pdf
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This month, the SEC entered in a supervisory MOU with the Cayman Islands
Monetary Authority (CIMA) Concerning Consultation, Cooperation and the Ex-
change of Information Related to the Supervision of Cross-Border Regulated Entities
(CIMA MOQOU). The CIMA MOU covers those entities that are regulated by the SEC
and the CIMA and operate or provide services across our respective borders. It also
sets forth the terms and conditions for the sharing of information regarding regu-
lated entities, such as broker-dealers and investment advisers. The scope of the
CIMA MOU is broad, allowing our cooperation to evolve and adapt to a changing
regulatory landscape and covers not only regulated entities that currently operate
on a cross-border basis, but also those that may come under our respective jurisdic-
tions in the future.

In September 2011, the SEC entered into an expanded supervisory MOU with its
Canadian counterparts. The Canadian MOU is a comprehensive arrangement that
will help to facilitate the supervision of regulated entities that operate across the
U.S.—Canadian border. The SEC and Canadian provincial securities authorities
have a long history of cooperation, particularly in securities enforcement matters.
The Canadian MOU extends this cooperation beyond enforcement by establishing a
framework for consultation, cooperation, and information sharing related to the day-
to-day supervision and oversight of regulated entities. The supervision of regulated
entities is critical to encouraging compliance with the securities laws, which in turn
helps to protect investors and the securities markets generally.

The SEC is also actively engaging its regulatory counterparts abroad to develop
new supervisory cooperation tools. For example, the SEC and the European Securi-
ties Markets Authority recently concluded an MOU that would allow us to share in-
formation regarding the oversight of credit rating agencies that are registered in
both our markets. The MOU lays out the processes by which we could conduct ex-
aminations of the offices of credit rating agencies located in each other’s jurisdic-
tions. In addition, the MOU provides a clear mechanism by which the SEC and
ESMA staffs can share observations about the compliance cultures of registered
credit rating agencies to better inform both agencies.

The SEC also has comprehensive supervisory MOUs with the securities regulators
in the United Kingdom, Germany, and Australia, as well as several tailored ar-
rangements and protocols for information sharing with other regulators.® Under
these agreements, SEC staff is increasingly able to obtain and exchange documents
and information about cross-border regulated entities and globally active market
participants. SEC staff has also conducted many on-site examinations of SEC reg-
istrants located overseas in cooperation with foreign authorities. These types of ar-
rangements improve our ability to share information at the operational level and
to have frank, open discussions with our counterparts abroad about the entities we
regulate, such as broker-dealers and investment advisers.

To complement our bilateral supervisory cooperation efforts, the SEC worked
within IOSCO to establish a Task Force on Supervisory Cooperation. This SEC-led
task force developed principles for supervisory cooperation and a model MOU that
was endorsed by IOSCO’s Technical Committee and published in 2010.2° The model
MOU was designed to assist securities regulators in building and maintaining cross-
border cooperative relationships with one another and has proven helpful in our on-
going efforts to expand the number of bilateral agreements focused on supervision.

With the SEC’s authority under the Dodd-Frank Act to supervise additional mar-
ket participants such as hedge fund advisers, security-based swaps dealers, and
major security-based swaps participants, SEC staff will seek to expand its coopera-
tive networks with foreign counterparts on supervisory matters. We also anticipate
that the FSB and IOSCO will continue to consider ways to improve international
supervisory cooperation, and we will continue to work in these multilateral forums
to support our bilateral efforts and fulfill our supervisory mission.

In addition to enhancing our ability to oversee registrants that operate cross-bor-
der, SEC staff has assisted other U.S. regulators in carrying out their mandates.
As you know, the SEC also has oversight responsibilities for the Public Company
Accounting Oversight Board (PCAOB), which oversees both foreign and domestic
public accounting firms that audit U.S. public companies. The Commission con-
tinues to work closely with the PCAOB on efforts to achieve meaningful inspection
of PCAOB registered firms overseas.

Unfortunately, at the present time, the PCAOB is unable to conduct inspections
in a number of European countries, as well as the People’s Republic of China. While
the PCAOB continues its efforts to enable inspections of registered firms to be con-

19 See, Cooperative Arrangements With Foreign Regulators at hitp:/ /www.sec.gov /about / of-
fices/oia/oia cooparrangements.shtml.
20 Available at http:/ /www.iosco.org /library | pubdocs [ pdf/IOSCOPD322.pdf.
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ducted in these countries, the Board has taken a number of interim steps to help
protect investors. These steps include regularly publishing information that provides
transparency around the status of firms’ ability to be inspected, such as the jurisdic-
tions that are not allowing PCAOB inspections, the firms that are overdue for in-
spections and are in jurisdictions that will not allow those inspections to go forward,
as well as a list of companies whose audit firms have not been inspected by the
PCAOB. In addition, the PCAOB has reevaluated its approach to considering reg-
istration applications from firms in jurisdictions where the PCAOB is unable to con-
duct inspections. The inability to conduct inspections can and has resulted in the
PCAOB determining to disapprove a registration application. The PCAOB continues
to work, with SEC support and at the urging of the Commission, to achieve the goal
of accomplishing meaningful oversight of registrant firms wherever they may be.

Enforcement Cooperation

Finally, the cornerstone of any effective regulatory regime is its enforcement. In
global markets, bad actors can wreak havoc both at home and abroad, and the pro-
ceeds of their violations can and do move throughout our global marketplace. No
matter how robust and coordinated global regulation and supervision may be, if
those rules are not enforced, or if investors are not confident that the markets are
fair, the global financial system will not function efficiently. The SEC has over 35
bilateral MOUs with its counterparts for information sharing for enforcement pur-
poses. These agreements vary in scope, but generally allow for broad information
sharing, including provisions for assistance with locating individuals of interest and
conducting testimony abroad.

While international enforcement cooperation has long been important to our mis-
sion, and many of our enforcement cooperation agreements are now more than 20
years old, I want to highlight our international enforcement cooperation for two rea-
sons. First, now more than ever, it is essential to the success of our enforcement
program. Last year, nearly 30 percent of the SEC’s enforcement cases had an inter-
national element that required the agency to reach out to foreign authorities. As
just one example, in a major insider trading case where we charged a doctor in
France with tipping a U.S. hedge fund manager about clinical drug trials, the
French Autorite des marchés financiers (AMF) accomplished the important task of
helping us obtain bank records, phone records, and compelled testimony—key evi-
dence crucial to our success in the case. 2!

During fiscal year 2011, the SEC made 772 formal requests to foreign authorities
for enforcement assistance, and frequently conducted informal discussions with our
partners about investigations with cross-border elements. Importantly, our coopera-
tion is not one-way; in the same year, the SEC responded to 492 requests from
abroad. We are less than halfway through FY2012 and are well on track to meet
or exceed these record numbers yet again.

Second, our international enforcement cooperation efforts also illustrate the effi-
cacy of the multifaceted international coordination strategies we employ. In May
2002, IOSCO developed a Multilateral Memorandum of Understanding Concerning
Consultation and Cooperation and the Exchange of Information (MMoU). The
MDMoU is a multilateral enforcement information-sharing and cooperation arrange-
ment. It provides an international benchmark for the types of information securities
regulators should have authority to share as well as the terms under which informa-
tion sharing should occur. The MMoU provides a baseline as to what is expected
of a regulator in order to cooperate fully in global efforts to combat securities fraud.
When a jurisdiction applies to become a signatory, IOSCO conducts a rigorous re-
view to assess the jurisdiction’s ability to fulfill its obligations under the MMoU.

This multilateral effort also has expanded significantly the number of securities
regulators who have the ability to gather information and share information with
the SEC for enforcement investigations and proceedings. The international pressure
on nonsignatory jurisdictions increased after the financial crisis, when IOSCO set
a goal of January 1, 2013, for all of its members to acquire the powers and authori-
ties necessary to become full signatories to the MMoU. As of the 2011 IOSCO An-
nual Meeting, over 80 securities regulatory authorities have become signatories to
the MMoU, and another 30 have made the necessary commitment to seek national
legislative changes to allow them to do so by the 2013 deadline.

Similarly, the FSB is actively encouraging global cooperation in information shar-
ing. In 2010, the FSB launched an initiative to encourage the adherence of all coun-

21SEC v. Yves Benhamou, Lit. Rel. No. 21721 (November 2, 2010), available at hitp://
www.sec.gov | litigation /litreleases /2010 /1r21721.htm; see, also related action SEC v. Joseph
“Chip” Skowron Lit. Rel. No. 22158 (November 17, 2011), available at http:/ /www.sec.gov /liti-
gation /litreleases/2011/1r22158.htm.



52

tries and jurisdictions to international cooperation and information exchange stand-

ards. As part of this initiative, the FSB reviewed the policies and practices of 61

jurisdictions to evaluate and rate compliance with international cooperation and in-

formation exchange standards. This past November, the FSB published the results

of its review, including the names and categories of the evaluated jurisdictions. The

Hnited States was referenced as a jurisdiction demonstrating sufficiently strong ad-
erence.

In addition to participating in multilateral efforts to raise standards for coopera-
tion, the SEC has a long-standing commitment to training foreign regulatory and
law enforcement officials in enforcement strategies and techniques. Every fall, we
hold an International Enforcement Institute (Enforcement Institute), a flagship
event for securities enforcement professionals worldwide that provides an excellent
opportunity to develop important relationships with our counterparts, while serving
to strengthen their capacity to conduct effective enforcement in their respective ju-
risdictions. Similarly, we also host an annual International Institute on Securities
Market Development, which is a key part of our efforts to strengthen global capital
markets and lays a strong foundation for bilateral engagement around the world.
In addition to these successful outreach efforts, we continue to work bilaterally and
regionally to provide technical assistance to regulators around the world in many
topic areas.

Finally, I want to highlight one of the SEC’s major current efforts focused in the
enforcement arena, the Cross-Border Working Group, an interdivisional team that
brings various experiences and expertise to address risks associated with U.S.
issuers whose primary operations are located overseas. This team emerged out of
an SEC proactive risk-based inquiry into U.S. audit firms with a significant number
of issuer clients with primarily foreign operations. That inquiry revealed serious ac-
counting irregularities among certain U.S. issuers based abroad. The efforts of this
group have resulted in a wide array of actions to protect U.S. investors, including
suspending trading in at least 20 foreign-based entities because of deficiencies in in-
formation about the companies, instituting stop orders against foreign-based entities
to prevent further stock sales under materially misleading and deficient offering
documents, revoking the securities registration of at least a dozen foreign-based
issuers, and instituting administrative proceedings to determine whether to suspend
or revoke the registrations of 27 more. The majority of issuers in the United States
whose operations are primarily overseas are located in the PRC region; accordingly,
most of these actions have involved companies based in China. The Cross-Border
Working Group’s endeavors also extend outside of the enforcement area and include
reaching across borders to enhance cooperation with SEC counterparts.

Conclusion

Our ability to develop shared objectives and cooperative relationships with our
counterparts abroad is a critical part of our mission, and increasingly more so every
year. Since the 2008 financial crisis, through the SEC’s work in the FSB and
IOSCO, participation in bilateral dialogues, and discussions with SEC staff who
work on these issues on a day-to-day basis, I have observed a reinvigorated global
commitment to the core objectives shared by securities regulators: protecting inves-
tors; promoting fair, efficient, and transparent markets; and facilitating capital for-
mation to fuel global economic growth. However, shared objectives alone are not suf-
ficient. We must also pursue a shared commitment to work together to identify com-
patible regulatory approaches in pursuit of those objectives. The SEC works tire-
lessly to pursue such commitment through cooperation with counterparts through-
out the international regulatory landscape and will continue to pursue and promote
international cooperation.

Thank you for the opportunity to testify today on this important set of issues. I
am happy to answer any questions you may have.

PREPARED STATEMENT OF MARTIN J. GRUENBERG
ACTING CHAIRMAN, FEDERAL DEPOSIT INSURANCE CORPORATION

MARCH 22, 2012

Good morning Chairman Johnson, Ranking Member Shelby, and Members of the
Committee. Thank you for the opportunity to testify on international harmonization
issues related to Wall Street reform.

The financial crisis of 2008 exposed a number of serious vulnerabilities in the U.S.
financial system and in other financial systems around the world. In the years lead-
ing up to the crisis, misaligned incentives, excessive leverage and risk taking, and
gaps in regulation all contributed to a serious and, at the time, unrecognized in-
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crease in systemic risk. The financial crisis that followed in 200809 led to the most
severe economic downturn since the 1930s.

In the immediate wake of the financial crisis, the Group of Twenty (G20) Nations,
through the Financial Stability Board, jointly resolved to strengthen financial regu-
lation across jurisdictions and enhance cross-border cooperation among financial
regulators.! This broad-based commitment to reform recognized both the highly
interconnected nature of the global financial system and the enormous economic
costs of the financial crisis. The intended result is to reduce the likelihood and se-
verity of future financial crises, and to enhance the effectiveness of the international
regulatory response should crises occur. As implementation of the Dodd-Frank Act
proceeds in the United States, the FDIC continues to work with our international
counterparts to undertake reforms that will be needed for a stronger and more sta-
ble global financial system in the future.

My testimony today will discuss three key areas where the postcrisis implementa-
tion of financial reforms in the United States have an important international com-
ponent: (1) the cross-border resolution of large, systemically important financial in-
stitutions; (2) capital standards; and (3) capital market reforms.

Cross-Border Resolution of Large, Systemically Important Financial Insti-
tutions (SIFIs)

Section 210 of the Dodd-Frank Act requires the FDIC to “coordinate, to the max-
imum extent possible” with appropriate foreign regulatory authorities in the event
of a resolution of a covered financial company with cross-border operations. The
FDIC has been working diligently on both multilateral and bilateral bases with our
foreign counterparts in supervision and resolution to address these crucial cross-bor-
der issues.

The FDIC has participated in the work of the Financial Stability Board through
its membership on the Resolution Steering Group, the Cross-border Crisis Manage-
ment Group and a number of technical working groups. The FDIC also has co-
chaired the Basel Committee’s Cross-border Bank Resolution Group since its incep-
tion in 2007.

Key Attributes

In October 2011, the Financial Stability Board released “Key Attributes of Effec-
tive Resolution Regimes for Financial Institutions”. The Key Attributes build on the
set of recommendations developed by the Cross-border Bank Resolution Group that
were published in March 2010 following its assessment of lessons learned during the
crisis. The Key Attributes set out the parameters of a legal and regulatory regime
that would allow authorities to resolve financial institutions in an orderly manner
without taxpayer exposure to loss while maintaining continuity of vital economic
functions. They address such critical issues as the scope and independence of the
resolution authority, the essential powers and authorities that a resolution author-
ity must possess, and how jurisdictions can facilitate cross-border cooperation in res-
olutions of significant financial institutions. The Key Attributes also provide guide-
lines for how jurisdictions should develop recovery and resolution plans for specific
institutions and for assessing the resolvability of their institutions. The FDIC was
deeply involved in the development of the Key Attributes and many of them parallel
the provisions of the U.S. resolution regime under Title I of the Dodd-Frank Act.
The United States has been recognized for its leadership in developing a credible
resolution process for large nonbank financial companies.

In November 2011, the G20 endorsed the Key Attributes. As a result, financial
regulators from the G20 member Nations are required to move toward a resolution
framework to resolve SIFIs in an orderly manner that protects global financial sta-
bility. A methodology to assess countries’ progress toward implementing the Key At-
tributes is now under development.

Crisis Management Groups

The FDIC and its U.S. and foreign financial regulatory counterparts have formed
Crisis Management Groups under the auspices of the Financial Stability Board for
each of the internationally active SIFIs (termed Global SIFIs or G—SIFIs) identified
by the G20 at their November 4, 2011, meeting. These Crisis Management Groups,
consisting of both home and host country authorities, are intended to enhance insti-
tution-specific planning for possible future resolution. These groups allow regulators

1The G20 is comprised of the finance ministers and central bank governors from 19 countries
(including the United States) and the European Union, with representatives of the International
Monetary Fund and the World Bank. Collectively, the countries represent more than 80 percent
of the global gross national product.
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to identify impediments to a more effective resolution based on the unique charac-
teristics of a particular financial company.

The FDIC has participated in Crisis Management Group meetings hosted by au-
thorities in various foreign jurisdictions. These meetings have focused on crisis man-
agement, recovery and resolution planning, and implementation issues associated
with G-SIFIs from those jurisdictions. The FDIC has also hosted Crisis Manage-
ment Group meetings for the five largest U.S. G=SIFIs and met with specific foreign
regulators to discuss the progress these firms have made on their recovery and reso-
lution plans as well as other related cross-border issues. The Crisis Management
Group meetings have provided opportunities for the exchange of information on res-
olution planning and policy. We expect these meetings to assist the FDIC in devel-
oping and refining its resolution strategies for G-SIFIs and to help regulators in
identifying and overcoming impediments to resolution, particularly with respect to
cross-border issues.

FDIC Bilateral Discussions and Agreements

Since G-SIFIs present complex international legal and operational issues, the
FDIC is also actively reaching out on a bilateral basis to the foreign supervisors and
resolution authorities with jurisdiction over the foreign operations of key U.S. firms.
The goal is to be prepared to address issues regarding cross-border regulatory re-
quirements and to gain an in-depth understanding of cross-border resolution re-
gimes and the concerns that face our international counterparts in approaching the
resolution of these large international organizations. As we evaluate the opportuni-
ties for cooperation in any future resolution, and the ways that such cooperation will
benefit creditors in all countries, we are forging a more collaborative process as well
as laying the foundation for more reliable cooperation based on mutual interests in
national and global financial stability.

It is worth noting that although U.S. SIFIs have foreign operations in dozens of
countries around the world, those operations tend to be concentrated in a relatively
small number of key foreign jurisdictions, particularly the United Kingdom (UK).
While the challenges to cross-border resolution are formidable, they may be more
amenable than is commonly thought to effective management through bilateral co-
operation.

The focus of our bilateral discussions is to: (i) identify impediments to orderly res-
olution that are unique to specific jurisdictions and discuss how to mitigate such im-
pediments through rule changes or bilateral cooperation and (ii) examine possible
resolution strategies and practical issues related to implementation of such strate-
gies with respect to particular jurisdictions. This work entails gaining a clear under-
standing of how U.S. and foreign laws governing cross-border companies will inter-
act in any crisis. Our initial work with foreign authorities has been encouraging.
In particular, the U.S. financial regulatory agencies have made substantial progress
with authorities in the UK in understanding how possible U.S. resolution structures
might be treated under existing UK legal and policy frameworks. We have engaged
in in-depth examinations of potential impediments to efficient resolutions and are,
on a cooperative basis, in the process of exploring methods of resolving them.

To facilitate bilateral discussions and cooperation, the FDIC is negotiating the
terms of memoranda of understanding pertaining to resolutions with regulators in
various countries. These memoranda of understanding will provide a formal basis
for information sharing and cooperation relating to our resolution planning and im-
plementation functions under the legal framework of the Dodd-Frank Act.

Resolution Planning Progress in the United States and Impact on Foreign Banking
Organizations

In the United States, we are far along in the process of implementing the SIFI
resolution provisions of the Dodd-Frank Act. We issued a final rule on our Title II
orderly liquidation authority (OLA) in July 2011, and a joint final rule with the
Board of Governors of the Federal Reserve System (Federal Reserve Board) on Title
I financial company resolution plans in November 2011. These combined provisions
give the FDIC new authorities and responsibilities for planning and implementing
the orderly liquidation of a SIFI.

Since the enactment of the Dodd-Frank Act in 2010, the FDIC has been devel-
oping detailed resolution plans pursuant to our Title II resolution authorities. In ad-
dition, Title I of the Dodd-Frank Act requires SIFIs to submit resolution plans for
review by the FDIC and the Federal Reserve Board. These plans detail how the
firms could be resolved under the U.S. Bankruptcy Code. The FDIC would act under
the Dodd-Frank Title IT orderly liquidation authority only where the necessary par-
ties agree that resolution under the Bankruptcy Code would have serious adverse
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effects on U.S. financial stability. If the firms are successful in their resolution plan-
ning, the likelihood of such action would be greatly reduced.

Similar to its application to U.S. based G—SIFIs, Section 165(d) of the Dodd-Frank
Act requires foreign banking organizations (FBOs) with $50 billion or more in total
consolidated assets to submit resolution plans. However, the plans submitted by the
FBOs and any other specified foreign-based covered companies will focus their infor-
mation and strategic analysis upon the firms’ U.S. operations.

Submission of resolution plans will be staggered based on the asset size of a cov-
ered financial company’s U.S. operations. Financial companies with $250 billion or
more in U.S. nonbank assets must submit plans on or before July 1, 2012. All of
the SIFIs in this initial group have been designated G-SIFIs by the Financial Sta-
bility Board. Companies with $100 to $250 billion in total U.S. nonbank assets must
submit plans on or before July 1, 2013; and all other covered financial companies
must submit plans on or before December 31, 2013. A company’s plan is required
to be updated annually or as directed by the FDIC and the Federal Reserve Board.

As with U.S. G-SIFIs, FBOs are to submit their plans in phases according to the
size of their U.S. nonbank assets. Thus, FBOs with a U.S. footprint of $250 billion
or more in U.S. nonbank assets will be required to submit plans by July 1, 2012.
Those having $100 billion or more in U.S. nonbank assets will be required to submit
plans by July 1, 2013, and the remaining covered FBOs will submit their plans by
December 31, 2013.

If a resolution plan does not meet the statutory standards, after affording the cov-
ered company an opportunity to remedy its deficiencies, the agencies may jointly de-
cide to impose more stringent regulatory requirements—such as increased liquidity
requirements or limits on credit exposures—on the covered company. Further, after
2 years following the imposition of the more stringent standards, if the resolution
plan still does not meet the statutory standards, the FDIC and the Federal Reserve
Board may—in consultation with the Financial Stability Oversight Council
(FSOC)—direct a covered financial company to divest certain assets or operations.

In addition, in January 2012, the FDIC issued a final rule requiring any FDIC-
insured depository institution with assets of $50 billion or more to develop, main-
tain, and periodically submit contingency plans outlining how depository institutions
could be resolved under the FDIC’s traditional authority in the Federal Deposit In-
surance Act. While not required by the Dodd-Frank Act, this complements the joint
final rule on resolution plans for SIFIs.

These two resolution plan requirements are designed to ensure comprehensive
and coordinated resolution planning for the insured depository institution, its hold-
ing company and any affiliates in the event that an orderly liquidation is required.
Both of these requirements will improve efficiencies, risk management and contin-
gency planning at the institutions themselves. The process of developing resolution
plans also provides the FDIC important information for the refinement of our poten-
tial resolution strategies for SIFIs under the OLA.

FSOC Joint Rulemaking and Guidance on SIFI Designations

While all bank holding companies with more than $50 billion in assets are auto-
matically designated as SIFIs by the Dodd-Frank Act, the Act also authorized the
FSOC to determine whether a nonbank financial company is systemically important.
The FDIC has been working with the other FSOC members to finalize the rule and
interpretative guidance to implement this authority. When the rule and guidance
are finalized, which is expected in the near future, the FSOC will begin the process
of evaluating nonbank financial companies to determine whether material financial
distress at one or more of them would pose a threat to the financial stability of the
United States. The nonbank designation rule applies to U.S. nonbank financial com-
panies and to foreign nonbank financial companies operating in the United States.
Once designated as a SIFI, a nonbank financial company will be subject to all the
supervisory and resolution requirements that apply to systemically important bank
holding companies.

Improvements in Capital Standards

In the aftermath of the financial crisis, there has been an intensive international
effort to strengthen bank capital standards. The result of these efforts is the Basel
IIT capital agreement. In broad terms, the Basel III capital standards aim to im-
prove the quality and increase the level of bank capital. Collectively, Basel III and
other standards published by the Basel Committee address a number of features of
capital regulation that allowed for an excessive use of leverage in the years leading
up to the crisis. There are a number of such issues that are being addressed by
Basel IIT and in a complementary way by the Dodd-Frank Act.
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One of the lessons of the crisis was that high quality, loss-absorbing capital is es-
sential to ensuring the safety and soundness of financial institutions. Basel III ad-
dresses this by establishing regulatory capital as “common equity tier 1.” This re-
sults in a measure that is much closer to pure tangible common equity than the
present tier 1 definition. Meeting regulatory requirements for common equity tier
1 capital will provide a much more realistic and meaningful assurance of a bank’s
ability to absorb losses.

In addition to the definition and quality of capital, Basel III also addresses the
level of capital. At the beginning of the crisis, as today, the minimum tier 1 risk-
based capital requirement was 4 percent of risk-weighted assets. Tier 1 capital was
required to be “predominantly” equity. Thus, equity could comprise as little as 2
percent of risk-weighted assets.

Basel III increases the numerical minimum risk-based capital ratios. For the new
concept of common equity tier 1, the Basel III minimum ratio is 4.5 percent of risk-
weighted assets. For tier 1 and total capital the Basel III minimums are 6 percent
and 8 percent, respectively. Capital buffers comprising common equity equal to 2.5
percent of risk-weighted assets are added to each of these minimums to enable
banks to absorb losses during a stressed period while remaining above their regu-
latory minimum ratios.

Basel III also includes a “countercyclical buffer” intended to act as a stabilizer
against significant asset bubbles as they develop. Specifically, regulators could in-
crease the capital buffers by up to an additional 2.5 percent if they deem the econ-
omy to be in a period of excessive credit creation.

Basel III establishes, for the first time, an international leverage ratio. The Basel
IIT leverage ratio is an important tool to ensure that capital exists to cover losses
that the risk-based rules may categorize as minimal, but that can sometimes mate-
rialize anyway. The Basel Committee has also agreed that the largest internation-
ally active banks should be subject to additional capital charges ranging from 1 per-
cent to 2.5 percent of riskweighted assets to account for the additional risk they
pose to the financial system should they experience difficulties. 2

In addition, to strengthen capital standards for trading book risk, the U.S. bank-
ing agencies issued a Notice of Proposed Rulemaking (NPR) in January 2011, to im-
plement important reforms agreed to by the Basel Committee. These reforms will
increase capital requirements to levels more appropriate for trading book assets. A
second Market Risk NPR was issued in December 2011 to respond to section 939A
of the Dodd-Frank Act. This NPR provides an alternative to credit ratings in com-
puting trading book capital requirements. We are committed to working with our
fellow regulators to finalize the important reforms to trading book capital require-
ments as soon as possible upon reviewing and appropriately addressing the public
comments we receive.

The Basel Committee agreed that Basel III would be phased-in over a 5-year pe-
riod starting in 2013, and the banking agencies are drafting an NPR to implement
Basel III in the United States. We believe that most U.S. banks currently hold suffi-
cient capital to meet the Basel III capital standards. Banks that need more time
by and large appear well positioned to meet the standards far ahead of the Basel
timeline and mostly with retained earnings. Now that agreement has been reached
on a more robust international capital standard, it is vital that the standard be im-
plemented in a uniform manner. A comprehensive monitoring framework will be co-
ordinated by the Basel Committee’s Standards Implementation Group and will rely
on peer reviews. It entails a review of members’ domestic adoption and implementa-
tion timelines for the Basel regulatory capital framework.

Capital Market Reforms in the Dodd-Frank Act

Beyond the development of an effective resolution regime for SIFIs, and the cap-
ital reforms of Basel III, two provisions of the Dodd-Frank Act with potential inter-
national implications are Section 619, relating to proprietary trading, and the mar-
gin and capital requirements for over-the-counter derivatives found in Title VII.

The Volcker Rule

Section 619 of the Dodd-Frank Act, known as the Volcker Rule, is designed to
strengthen the financial system and constrain the level of risk undertaken by firms
that benefit, either directly or indirectly, from the Federal safety net provided by
Federal deposit insurance or access to the Federal Reserve’s discount window. The
Volcker Rule prohibits proprietary trading by banking organizations and limits in-
vestments in hedge funds and private equity funds that they organize and offer,

2The Basel Committee also established an “empty bucket” with a 3.5 percent additional cap-
ital charge designed to discourage banks from becoming more systemic.
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subject to certain exemptions for such permissible banking activities as under-
writing, market making, and risk-mitigating hedging.

The challenge for regulators in implementing the Volcker Rule is to prohibit the
types of proprietary trading and investment activity that Congress intended to limit,
allowing banking organizations to provide legitimate intermediation in the capital
markets and maintain market liquidity.

Last November, the FDIC, jointly with the Federal Reserve Board, the Office of
the Comptroller of the Currency (OCC), and the Securities and Exchange Commis-
sion (SEC), published an NPR requesting public comment on a proposed regulation
implementing the Volcker Rule requirements. On December 23, 2011, the agencies
extended the comment period for an additional 30 days until February 13, 2012. The
comment period was extended as part of an interagency effort to allow interested
persons more time to analyze the issues and prepare their comments, and to facili-
tate coordination of the rulemaking among the responsible agencies.

The agencies have received a significant number of comments from international
banking organizations and foreign financial services regulators regarding concerns
about the potential extraterritorial reach of the Volcker Rule and the proposed regu-
lations. Commentators have raised concerns about the proposed regulation’s poten-
tial effects on foreign sovereign debt markets, the ability of foreign organizations to
continue to utilize U.S. market infrastructure, and the difficulties associated with
properly distinguishing permissible foreign funds from impermissible funds. The
agencies are in the process of reviewing and carefully considering all of the com-
ments received as we work toward the development of a final regulation.

As of February 13, 2012, the agencies had received approximately 17,500 com-
ment letters from a wide variety of stakeholders. The FDIC is committed to devel-
oping a final rule that meets the objectives of the statute while preserving the abil-
ity of banking entities to perform important underwriting and market-making func-
tions, including the ability to effectively carry out these functions in less-liquid mar-
kets.

Margin and Capital Requirements for Covered Swap Entities

In June 2010, the G20 leaders reaffirmed a global commitment to clearing stand-
ardized OTC derivatives through a clearinghouse, and this commitment was incor-
porated into the Dodd-Frank Act. For derivatives that lack sufficient standardiza-
tion for clearing, the Dodd-Frank Act requires dealers and major participants in
such transactions to register with the Commodities Futures Trading Commission or
SEC, as applicable. The Dodd-Frank Act also requires the prudential regulators—
the FDIC, the Federal Reserve Board, the OCC, the Farm Credit Administration,
and the Federal Housing Finance Agency—to jointly adopt margin requirements for
uncleared OTC derivatives entered into by entities they regulate that also fall with-
in the Dodd-Frank Act’s dealer and major participant terms. In May 2011, the pru-
dential regulators published an NPR proposing these margin requirements and have
received numerous comments that are being carefully considered.

Since the issuance of the NPR, the Federal Reserve Board has initiated an effort
to develop an international convergence in margin requirements for uncleared OTC
derivatives and has asked the Basel Committee, in conjunction with the Inter-
national Organization of Securities Commissions, to develop a consultation docu-
ment by June 2012. Staffs from the FDIC and the other banking agencies are ac-
tively participating in the Working Group on Margin Requirements initiative. In
order to reduce competitive concerns, the agencies intend to take into consideration,
to the extent possible, the margin recommendations in the consultative document
in the development of a final uncleared OTC derivative margin rule.

Conclusion

Today’s testimony highlights the work of the FDIC, in conjunction with other U.S.
regulators and our international counterparts, to improve resolution and regulatory
regimes for the global financial system. As the global reach of the financial crisis
made clear, cross-border cooperation and harmonization are essential for effective
implementation of reforms. The FDIC is committed to working with our fellow Fed-
eral agencies as well as our foreign counterparts to achieve this important goal.

Thank you. I would be glad to respond to your questions.
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Chairman Johnson, Ranking Member Shelby, and Members of the Committee, I
appreciate the opportunity to provide the Committee with the Office of the Comp-
troller of the Currency’s (OCC) perspectives on the international implications of the
Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act) and
on efforts currently underway to harmonize U.S. regulatory requirements with
international standards and frameworks for the financial services sector.* In par-
ticular, the Committee’s letter of invitation requests that I testify about areas of re-
form that have international implications, such as orderly liquidation authority, de-
rivatives oversight, and the prohibitions on proprietary trading and private equity
and hedge fund investments commonly known as the Volcker Rule.

Since the 2008 financial crisis, the international regulatory community has taken
many steps to strengthen the global financial system. In particular, the G20 Gov-
ernments, the Financial Stability Board, the Basel Committee on Banking Super-
vision, and other international regulatory bodies embarked upon an ambitious series
of reforms. Standards have been developed and are being introduced to increase cap-
ital and liquidity, create better mechanisms for resolving large financial institutions,
centralize derivatives clearing, and strengthen supervision in a number of other
areas. National implementation of this reform agenda is underway in all the G20
countries.

The Dodd-Frank Act encompasses the U.S. response to the crisis and implements
important parts of the international reform agenda. It seeks to enhance the resil-
iency of the U.S. financial system, among other ways, by requiring higher capital
and liquidity standards for large U.S. financial institutions. In the event that a
bank failure were to occur, the Dodd-Frank Act imposes steps to preclude future
taxpayer bailouts and abolish “too big to fail” by requiring orderly resolution re-
gimes for such institutions. The Dodd-Frank Act also seeks to strengthen operations
and safeguards pertaining to derivatives activities through a variety of mechanisms,
including enhanced transparency through increased reporting and reduced
counterparty credit risks through centralized clearing arrangements and higher
margin for over-the-counter swap transactions.

Given the intersection of U.S. and international efforts, many of the Dodd-Frank
Act mandates in these areas complement work underway by regulators internation-
ally to enhance the resilience of the global financial system. While most of these ef-
forts are still works in progress, I believe paths are available for international har-
monization in many of these areas. However, even when broad consensus on inter-
national standards is reached, there will be areas of difference where policy makers
in individual countries have chosen to tailor standards to their country and institu-
tions rather than adopt the totality of the international approach. This is the case
in the U.S., for example, where the Dodd-Frank Act has established certain stand-
ards—such as the prohibition on the use of credit ratings in our regulations—that
will cause our implementation of the international capital standards to differ in
some aspects from those of other countries.

Other provisions of the Dodd-Frank Act that impose structural and operational
requirements for conducting certain financial activities have no equivalent in inter-
national workstreams or efforts to harmonize approaches. The most notable, in
terms of potential international effects, is the Volcker Rule prohibitions on propri-
etary trading and private equity and hedge fund investments. The lack of a parallel
international workstream and the resulting implications for both U.S. and foreign
firms are areas of concern that have been raised in comment letters that the OCC
and other agencies have received on our proposed rulemaking.

My testimony today will describe in greater detail the intersection of Dodd-Frank
and international efforts in five key areas: capital standards, liquidity requirements,
ordlerly resolution of large and complex firms, derivatives activities, and the Volcker
Rule.

I. Capital Standards

Since the 1980s, the Federal banking agencies have worked with their inter-
national counterparts through the Basel Committee on Banking Supervision (Basel
Committee or BCBS) to develop and implement regulatory capital requirements. In
1989, the Federal banking agencies first implemented minimum risk-based capital

* Statement Required by 12 U.S.C. §250: The views expressed herein are those of the Office
of the Comptroller of the Currency and do not necessarily represent the views of the President.
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requirements for U.S. banking organizations based on the “International Conver-
gence of Capital Measurement and Capital Standards” (Basel I), which was pub-
lished by the Basel Committee in 1988.1

In 1997, the OCC, FDIC, and Federal Reserve Board implemented revisions to
their risk-based capital rules, consistent with revisions to Basel I published the pre-
vious year by the Basel Committee. These provisions added a market risk frame-
work requiring banks to address exposures to market risk associated with foreign
exchange and commodity positions and positions located in the trading account.

On December 7, 2007, the Federal banking agencies implemented the advanced
approaches risk-based capital rules for the largest internationally active banks
based on a new international capital adequacy framework (Basel II).2 The advanced
approaches rules were intended to promote improved risk measurement and man-
agement processes and better align minimum risk-based capital requirements with
risk by incorporating certain Basel II approaches (advanced internal ratings-based
ap{){roach for credit risk and the advanced measurement approaches for operational
risk).

These longstanding international cooperative efforts were stepped up in response
to the financial crisis, resulting in a broad consensus across jurisdictions that it was
necessary to further enhance the quality and quantity of bank capital. The OCC has
been an active participant in these efforts and is working with the other Federal
banking regulators to implement regulations domestically.

In 2009 and 2010, the Basel Committee published revisions to both the market
risk framework and the treatment of certain securitization exposures (collectively,
these revisions are referred to as Basel I1.5),3 and in December 2010, the Basel
Committee published Basel III, which represents the collective work of numerous
country participants to develop new capital standards for promoting a more resilient
banking sector.4 As I will describe, many of the key provisions and objectives of
Basel III complement key capital provisions of the Dodd-Frank Act.

Among the more significant changes in Basel III is the introduction of a new com-
mon equity tier 1 minimum risk-based capital ratio that will require banks to hold
a minimum amount of common equity to total assets. The financial crisis dem-
onstrated that common equity is superior to other capital instruments in its ability
to absorb losses. Therefore, this new requirement should enhance banks’ ability to
withstand periods of financial stress. As envisioned, common equity capital require-
ments will increase substantially from levels preceding the financial crisis.

The existing tier 1 and total risk-based capital requirements also will become
more rigorous due to a narrower definition of regulatory capital that excludes funds
raised through hybrid capital instruments, such as trust preferred securities, that
generally do not absorb losses to the same extent as common equity. This provision
is broadly consistent with section 171(b) of the Dodd-Frank Act that directs the Fed-
eral banking agencies to remove these types of instruments from the definition of
regulatory capital. Basel III also places strict limits on the amounts of mortgage
servicing assets and deferred tax assets that may count as regulatory capital.

The amount of capital that a bank is required to hold also is a key feature of the
Basel III reforms, and implementation is to be achieved, in part, through substan-
tial increases to a bank’s overall minimum required risk-based capital ratios. The
Basel III reforms set higher capital requirements that essentially will move the
common equity tier 1 ratio from a minimum of roughly 2 percent under current
rules to 4.5 percent. These increases are to be supplemented by two regulatory cap-
ital “buffers”—a capital conservation buffer of 2.5 percent common equity tier 1
(bringing the minimum common equity tier 1 requirement to 7 percent), which a
bank would be expected to draw down during times of economic stress, and a coun-
tercyclical buffer, which banking supervisors can activate to curb excessive credit
growth. As a bank’s capital levels near the minimum requirements and dip into the
buffers, the bank will face progressively more stringent restrictions on its ability to
make capital distributions (including dividends) and to make discretionary bonus

1BCBS, International Convergence of Capital Measurement and Capital Standards (July
1988), available at: http:/ /www.bis.org [ publ/bcbs04a.htm.

2BCBS, “International Convergence of Capital Measurement and Capital Standards: A Re-
vised Framework”, (June 2006), available at: htip:/ /www.bis.org /publ/bcbs128.him.

3The Basel Committee published the revisions in two documents in 2009 and then updated
them in June 2010. The 2009 documents included: Revisions to the Basel II Market Risk Frame-
work, Guidelines for Computing Capital for Incremental Risk in the Trading Book, and En-
hancements to the Basel II Framework. The June 2010 revisions are available at: htip://
bis.org /press/p100618/annex.pdf.

4Bank for International Settlements, Basel Committee on Banking Supervision, Basel III: A
global regulatory framework for more resilient banks and banking systems (December 2010, re-
vised June 2011).
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payments. The largest U.S. banks have already made meaningful progress in reach-
ing the higher thresholds under Basel III as evidenced by the recently announced
stress test results.

In the U.S., the leverage ratio has always been a key component in assessing a
bank’s capital adequacy, acting as a back-stop to the risk-based capital require-
ments. Basel III also adds an international leverage ratio requirement for the first
time. The international requirement is broader than the current U.S. requirement
because it will include certain off-balance sheet exposures. During the recent finan-
cial crisis it became apparent that some banks had built-up excessive on- and off-
balance sheet leverage while continuing to present strong risk-based capital ratios.
In fact, some of the largest financial institutions significantly increased their off-bal-
ance sheet exposures, which were not captured in the U.S. leverage ratio calcula-
tion. This led to a build-up of leverage that moved onto banks’ balance sheets and,
in the most critical periods of the crisis, banks were forced by the markets to reduce
their leverage in a manner that significantly increased downward pressure on asset
prices, exacerbating losses and leading to a reduction in capital levels and a contrac-
tion in credit availability. The scope of the Basel III leverage ratio is broadly con-
sistent with the provisions in section 165 of the Dodd-Frank Act that directs that
off-balance-sheet activities be included in the regulatory capital calculation for bank
{wlding companies with total consolidated assets equal to or greater than $50 bil-
ion.

Another way in which the capital framework was strengthened in response to the
crisis is reflected in section 171 of the Dodd-Frank Act, the “Collins Amendment,”
which requires bank holding companies to be subject to strict bank-level capital re-
quirements. In the lead up to the crisis, capital requirements applicable to banks
were more rigorous in certain respects than those applied to bank holding compa-
nies. The Dodd-Frank Act requires the application of the same requirements to both
banks and bank holding companies. This is important because even though banks
were generally well capitalized leading up the financial crisis, their holding compa-
nies suffered substantial losses, and it is the bank holding companies that were the
primary focus of efforts to shore up the financial system at that time and of the
Dodd-Frank Act’s new enhanced resolution framework.

Finally, the financial crisis focused attention on the risk that large internationally
interconnected firms present to global financial stability. Both Basel III and the
Dodd-Frank Act address this concern, but they take different approaches. Basel III
calls for adopting a capital surcharge that would apply only to the 29 largest global,
systemically important banks, 7 of which are U.S. entities. Section 165 of the Dodd-
Frank Act requires the Federal Reserve Board to consult with the other Federal
banking regulators and implement heightened prudential standards, including cap-
ital requirements, for the 34 U.S. bank holding companies with total consolidated
assets of $50 billion or more.

The Federal banking agencies have been working diligently to assess the key fea-
tures of Basel III and to translate them into a workable and effective set of capital
standards for U.S. financial institutions. While there are many common elements
between Basel III and the capital provisions of the Dodd-Frank Act, the Dodd-Frank
Act introduces several capital related provisions unique to U.S. financial institutions
and, therefore, the U.S. capital standards necessarily will deviate from the inter-
national standards in several significant respects.

The Collins Amendment, as previously noted, requires the Federal banking agen-
cies to apply the same generally applicable minimum capital requirements to all
banks and bank holding companies. But in addition, in a statutory requirement
unique to the U.S., the Collins Amendment provides that any regulatory capital re-
quirement that the Federal banking agencies apply to any subset of banks (such as
the advanced approaches rules, which are required only for large internationally ac-
tive banks) is permitted to increase the capital requirements relative to the gen-
erally applicable minimum capital requirements, but is not permitted to decrease
them. Additionally, the Collins Amendment requires that the generally applicable
minimum capital requirements may never be “quantitatively lower” than the cur-
rent Basel I-based minimum capital requirements.

Thus, for large internationally active U.S. banks, the simpler generally applicable
minimum capital rules will still govern even though they are undertaking the com-
plex and costly task of implementing the more risk-sensitive advanced approaches
risk-based capital framework. Without the risk sensitivity of the advanced ap-
proaches, banks will have less incentive to pursue safer loans or lower risk securi-
ties because they will not obtain the capital benefit of doing so. And a foreign bank
pursuing the same strategy and operating without the floor would enjoy a market
advantage over their U.S. counterparts.
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Another divergence from Basel III arises from section 939A of the Dodd-Frank
Act, which requires all Federal agencies to remove references to, and requirements
of reliance on, credit ratings from their regulations and to replace them with appro-
priate alternatives for evaluating creditworthiness. Basel III, in contrast, continues
to rely on credit ratings in many areas, making it difficult to implement those provi-
sions domestically.

On December 29, 2011, the Federal banking agencies published a notice of pro-
posed rulemaking to revise their market risk capital rule consistent with enhance-
ments made by the Basel Committee and with section 939A of the Dodd-Frank Act.
This proposal, which built on a proposal that the agencies published in January
2011, was the Federal banking agencies’ first proposal to replace references to credit
ratings in their risk-based capital regulations. The Federal banking agencies are re-
viewing the comments received on the December 2011 proposal and are considering
how best to implement the market risk rule in final form. The agencies also expect
to prﬁpose to replace references to credit ratings more generally in the coming
months.

A common set of standards or rules is only one aspect of international harmoni-
zation. Equally important is how those standards or rules are implemented in prac-
tice. As I have highlighted in previous testimony, different countries have imple-
mented the advanced approaches qualification requirements with varying degrees of
rigor.> While many international regulators permitted large banks in their jurisdic-
tions to move to the advanced approaches framework several years ago, the Federal
banking agencies have held U.S. banks to more stringent standards and have yet
to approve a single U.S. bank to apply the advanced approaches.

To address the inconsistent application of its standards across jurisdictions, the
Basel Committee has initiated a peer review process to monitor, on an ongoing
basis, the status of members’ adoption of the Basel rules, including the Basel III
agreement. Under this process, teams of banking supervisors from different jurisdic-
tions will review the compliance of members’ domestic rules or regulations with the
international minimum standards and identify differences that could raise pruden-
tial or level playing field concerns.

The OCC is participating in this initiative and supports its objectives. Effective
implementation of the Basel standards should be a top priority and to that end, the
OCC has committed staff and resources necessary to participate in the peer review
process to the fullest extent possible.

II. Liquidity Requirements

During the early phase of the financial crisis, many banks, despite adequate cap-
ital levels, still experienced difficulties because of inadequate liquidity. Con-
sequently, the Basel Committee and the Dodd-Frank Act, through enhanced super-
vision and heightened prudential standards, sought to mitigate these concerns by
focusing on the importance of effective liquidity management to the proper func-
tioning of financial markets and the banking sector.

Basel III introduces two explicit quantitative minimum liquidity ratios to assist
a bank in maintaining sufficient liquidity during periods of financial stress: the Li-
quidity Coverage Ratio and the Net Stable Funding Ratio. These ratios are designed
to achieve two separate but complementary objectives. The Liquidity Coverage
Ratio, with a one-month time horizon, addresses short-term resilience by ensuring
that a bank has sufficient high quality liquid resources to offset cash outflows under
acute short-term stresses. The Net Stable Funding Ratio is targeted toward pro-
moting longer-term resilience by creating additional incentives for a bank to fund
its ongoing activities with stable sources of funding. Its goal is to limit over-reliance
on short-term wholesale funding during times of robust market liquidity and encour-
age better assessment of liquidity risk across all on- and off-balance sheet items.

The Basel Committee included a lengthy implementation timeline for both ratios
to provide regulators the opportunity to conduct further analysis and to make
changes as necessary. The Federal banking agencies currently are working together,
and with the Basel Committee, to develop and recommend changes to the Liquidity
Coverage Ratio to ensure that it will produce appropriate requirements and incen-
tives, especially during economic downturns, and to otherwise limit potential unin-
tended consequences.

As mentioned previously, the Dodd-Frank Act’s heightened prudential standards
are intended to address risks to the financial stability of the U.S. that may arise
from large, interconnected financial institutions and includes the establishment of

5Testimony of John Walsh, Acting Comptroller of the Currency, before the Committee on Fi-
nancial Services, United States House of Representatives (June 16, 2011), available at: htip://
www.oce.gov | news-issuances [ congressional-testimony /2011 / pub-test-2011-73-written.pdf.
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liquidity requirements to address some of those concerns. Section 165 of the Act re-
quires the Federal Reserve Board to establish prudential liquidity requirements for
nonbank financial companies supervised by the Board and bank holding companies
with total consolidated assets equal to or greater than $50 billion. The Federal Re-
serve Board has issued a proposal that builds on the 2010 Interagency Policy State-
ment on Funding and Liquidity Risk Management issued by the Federal banking
agencies and the Conference of State Bank Supervisors and includes, among other
things, projected cash flows, stress testing, and contingency funding plan require-
ments as well as provisions addressing board of director and senior management re-
sponsibilities for overseeing and implementing a company’s liquidity program. The
proposed standards also would require affected firms to maintain liquidity buffers
of highly liquid assets and to establish limits on funding concentrations and matu-
rities—concepts that are broadly consistent with the goals of the Basel III liquidity
ratios.

Under the proposal, the liquidity requirements would increase in stringency based
on the systemic risk of a covered institution. Thus, a covered company would take
into consideration its capital structure, risk profile, complexity, activities, size, and
other appropriate risk-related factors in implementing the proposed liquidity re-
quirements. Furthermore, the proposal would permit the Federal Reserve Board to
subject a covered company to additional or further enhanced liquidity prudential
standards where the Board determines that compliance with the proposed rule does
not sufficiently mitigate the risks to U.S. financial stability posed by the failure or
material financial distress of the covered company.

While the OCC supports the more rigorous liquidity standards that the Basel
Committee and the Federal Reserve Board’s proposals would establish, we believe
it is essential to calibrate these standards appropriately and to harmonize to the
fullest extent possible the definitions and data upon which they are based. The OCC
has stressed the need to ensure that the Dodd-Frank Act and Basel III liquidity
standards being developed reflect empirical analysis and are carried out in a coordi-
nated manner so as to enhance the safety and soundness of the U.S. and global
banking systems, while not unduly restricting access to credit.

III. Cross-Border Resolutions

A key objective of the Dodd-Frank Act is ending the perception that a firm is “too
big to fail” by requiring, among other things, more robust resolution planning re-
gimes. The orderly resolution of large, complex financial institutions also is a key
objective of the international supervisory community. The international efforts have
focused, in large part, on the establishment of cooperative structures, including cri-
sis management groups working alongside supervisory colleges, as a way to provide
meaningful planning and timely exchange of information.

Supervisory colleges are international working groups that assist supervisors to
develop a better understanding of the risk profile of an international banking group.
They are not formal decision-making bodies, but rather provide a forum to discuss
broader issues such as the planning of supervisory assessments and the sharing of
information and perspectives by home country and host country participants relat-
ing to the risk assessment of an international banking group. Colleges facilitate ef-
fective crisis management by assisting in planning the crisis management meeting,
encouraging the banking group to produce appropriate information for crisis man-
agement, and serving as a conduit for information sharing.

In November 2011, the G20 endorsed a new standard (Financial Stability Board’s
Key Attributes of Effective Resolution Regimes) as an internationally agreed model
for reform of national resolution regimes.® Rather than creating a single, global
legal framework for the resolution of cross-border financial institutions, the Key At-
tributes set out the responsibilities, instruments, and powers that all national reso-
lution regimes should have to enable authorities to resolve failing financial firms in
an orderly manner. The Key Attributes include requirements for crisis management
groups, resolvability assessments, and recovery and resolution planning for global
systemically important financial institutions (G-SIFIs), and for the development of
institution-specific cross-border cooperation agreements so that home and host au-
thorities of G=SIFIs are better prepared for dealing with crises.

The current U.S. legal framework, as enhanced by Title II of the Dodd-Frank Act,
establishes a resolution regime that conforms with the Key Attributes in that it ap-
plies in a clear and transparent way to financial institutions whose failure could be
systemically significant or critical. It also authorizes U.S. regulatory agencies to re-
quire domestically incorporated global systemically important financial companies to

6“Key Attributes of Effective Resolution Regimes for Financial Institutions”, Nov. 4, 2011,
available at: http:/ /www.financialstabilityboard.org [ publications /r 111104cc.pdf.
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develop recovery and resolution plans, including a group resolution plan. U.S. regu-
latory agencies can require regular resolvability assessments for these companies
and enter institution-specific cross-border cooperation agreements. Similarly, certain
large insured depository institutions are required to provide plans for their resolu-
tion.

The current U.S. legal framework is also consistent with the Key Attributes provi-
sions concerning conditions for cross-border cooperation. U.S. law generally permits
U.S. resolution authorities to cooperate with resolution measures by foreign home
resolution authorities. Similarly, the Dodd-Frank Act directs the Financial Stability
Oversight Council (FSOC), the Federal Reserve Board, and the Secretary of the
Treasury to consult with other international regulatory authorities on matters re-
lated to systemic risk and supervision of financial institutions. The Dodd-Frank Act
also directs the FDIC, as receiver for a systemically important financial company,
to coordinate, to the maximum extent possible, with appropriate foreign financial
authorities regarding the orderly liquidation of a systemically important financial
company that has assets or operations in a country other than the U.S. The Dodd-
Frank Act empowers the FDIC, for purposes of carrying out liquidation and receiv-
ership authorities under the Dodd-Frank Act, to request assistance from a foreign
financial authority or to assist any foreign financial authority in conducting any in-
vestigation, examination, or enforcement action.

Consistent, harmonized implementation is critical to the effectiveness of the
model Key Attributes. Legislative changes will be required in many jurisdictions to
implement the Key Attributes and to strengthen supervisory mandates and capabili-
ties. Other requirements will demand a high degree of active cooperation among au-
thorities and reviews by firms of their structures and operations. The Cross-Border
Crisis Management Working Group (CBCM) of the Financial Stability Board (FSB)
is conducting surveys to assess the status of work in the various jurisdictions relat-
ing to Crisis Management Groups (CMGs), recovery and resolution planning, and
resolvability assessments. In addition, the FSB, with the involvement of the Inter-
national Monetary Fund, the World Bank, and the standard setters, is also drawing
up a methodology to assess implementation of the Key Attributes standards, and
the OCC is participating in the development of the methodology. Supervisory col-
leges and CMGs can also complement these wider peer review processes by pro-
moting a coherent, cross-jurisdictional approach to the consistent and effective im-
plementation of the Key Attributes.

IV. Derivatives Regulation

In 2009, G20 leaders committed to reforming over-the-counter (OTC) derivatives
markets by year-end 2012, to require clearing of standardized contracts through
central counterparties, and to improve transparency of noncleared derivatives and
subject them to additional capital requirements. In Title VII of the Dodd-Frank Act,
the U.S. established the legislative infrastructure for these and other reforms in our
derivatives markets. As the U.S. makes orderly progress through the implementa-
tion of Title VII, we also face questions about the progress of other G20 Nations.

Effective restructuring of the derivatives market, in the manner envisioned in
Title VII, will be difficult to achieve if traders have the option to conduct their deriv-
ative transactions in other, less heavily regulated jurisdictions. If international ef-
forts are successful in implementing robust restrictions in all significant market ju-
risdictions, we will protect U.S. institutions and markets from exposure to systemic
risk in the form of market contagion from under-supervised large traders. Even with
such broad harmonization, the goals of Title VII may be affected by smaller dif-
ferences with other countries.

The G20 leaders have charged the FSB with regularly monitoring the progress of
implementation by G20 Nations towards the 2009 commitments on OTC derivatives.
The FSB, through the OTC Derivatives Working Group, is currently in the process
of wrapping up its information-collection activities antecedent to publishing its
fourth progress report. While the reports thus far show that the U.S. and some
other major market jurisdictions have established the legislative infrastructure nec-
essary to meet the 2012 commitment, many other jurisdictions have not yet under-
taken this important step.

On the positive front, international regulators are making important progress in
establishing ground rules that will support a global approach to central clearing on
a cross-border basis through recognized counterparties. This has the potential to fa-
cilitate greater standardization and liquidity in derivatives, increasing the propor-
tion of contracts that can be cleared. In November of 2011, an international working
group was established to address this issue and, more broadly, coordinate other
international workstreams on OTC derivatives. Other established international su-
pervisory coordinating bodies, such as the Basel Committee, the Committee on Pay-
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ment and Settlement Systems, and the International Organization of Securities
Commissions (IOSCO) are preparing standards, consultative documents, and study
papers on international derivatives implementation issues falling within their re-
spective jurisdictions. The Securities and Exchange Commission (SEC) and the
Commodity Futures Trading Commission also have been coordinating with inter-
national counterparts in several major jurisdictions to coordinate implementation
issues with cross-border impact.

Notwithstanding these preliminary moves, U.S. regulators have been hampered in
their work with regulators in other jurisdictions that have not yet established a leg-
islative framework for OTC market restructuring. While it is understandable that
these jurisdictions, which currently have smaller levels of OTC market activity,
might wish to “wait and see” how the U.S. and European regulators complete their
approach before proceeding with their own measures, the “wait and see” approach
also creates the risk of regulatory arbitrage, and slows the pace of international co-
ordination.

Important progress also is being made on the implementation of margin require-
ments backing noncleared derivatives. The OCC, along with the other U.S. banking,
commodities, and securities regulators, are participating in an international super-
visors’ working group, established in the fall of 2011 under the auspices of the
BCBS and IOSCO, to address this topic. U.S. banking and commodities regulators
were the first to issue specific proposed margin requirements, in the spring of 2011.
The banking agencies’ proposal requested public comment on the international ap-
plication of U.S. margin requirements to noncleared derivatives executed by foreign
branches and subsidiaries of U.S. banks that are swaps dealers or major swap par-
ticipants. Commenters expressed concerns that U.S. and foreign regulators must co-
ordinate as to the level and effective dates of their respective margin requirements,
and anticipated that unilateral U.S. implementation of margin rules would elimi-
nate U.S. banks’ ability to continue competing in foreign markets that are behind
the U.S. in formulating margin rules for their own dealers. We anticipate the
BCBS-IOSCO working group will be in a position to issue a consultative paper on
international margin standards by this summer.

To summarize, in the key aspects of OTC derivatives market restructuring, the
G20 leaders have committed to core changes, channels of communication between
supervisors have been established, and the parties are working toward convergence,
though the final outcome remains to be seen. Given our commitment to convergence
with international standards, our primary concern with the ongoing efforts to re-
form OTC derivatives markets is one of timing. If the U.S. is unable to implement
market reforms in a coordinated and contemporaneous fashion with all significant
derivatives market jurisdictions, we face the risk that trades will move to an un-
regulated market. This would thwart the intended result of Title VII reforms, and
negatively affect the ability of U.S. financial institutions to compete for inter-
national market share.

In addition, there is one particular aspect of Title VII for which there appears to
be no equivalent policy among our foreign counterparts: the “push out” provisions
of section 716, which dictates where in a U.S. bank holding company certain aspects
of derivatives dealing business can be conducted. The language of the section is am-
biguous in important respects, but the U.S. appears to be alone in espousing the
basic approach in section 716 of limiting the flexibility of holding companies to con-
duct some aspects of their derivatives dealing business within depository institu-
tions.

V. Volcker Rule

The Dodd-Frank Act contains certain provisions, like section 619 (the “Volcker
Rule”), that have no foreign equivalent and, unlike capital and liquidity require-
ments, currently are not the subject of international harmonization efforts. Section
619 generally prohibits a banking entity, which includes a U.S. banking entity and
a foreign bank with certain U.S. operations,? from engaging in proprietary trading
and from making investments in, and having certain relationships with, a hedge
fund or private equity fund. The statute excepts from these prohibitions certain ac-
tivities, including market-making related activities, underwriting, risk-mitigating
hedging, trading in U.S. Government obligations, and activities conducted by quali-
fying foreign banking entities “solely outside of the United States.”

7Section 619 applies to any foreign bank that “is treated as a bank holding company for pur-
poses of section 8 of the International Banking Act of 1978” and its affiliates worldwide.
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On November 7, the Federal banking agencies and the SEC issued a notice of pro-
posed rulemaking to implement the Volcker Rule (the Proposal).® The public com-
ment period on the Proposal closed on February 13, and the agencies are now con-
sidering the over 16,000 comment letters received. These include comment letters
from both U.S. and foreign banking entities, trade associations, and governmental
authorities, including the Governments of Canada, the European Union, France,
Germany, Mexico, Japan, and the United Kingdom.

It is clear from these comment letters and meetings with our foreign counterparts
that the U.S. restrictions on banking entities’ high-risk trading and investment ac-
tivities are unique. As our foreign counterparts have pointed out, the G20 did not
endorse regulation of proprietary trading and hedge and private equity fund invest-
ments as an area of the financial system requiring reform and, to our knowledge,
other countries have not adopted such measures.

Instead, other countries have chosen different measures to guard against the fi-
nancial and operational risks banking entities may face from businesses perceived
as high risk. Most countries are relying primarily on enhanced capital and liquidity
requirements and new resolution frameworks for globally systemic banks to address
such risks. The United Kingdom has proposed additional measures (known as the
“Vickers Proposal”) to restructure its banks: its so-called “retail ring-fencing” meas-
ures would require banks to conduct retail and investment banking services in sepa-
rate subsidiaries, thereby limiting capital and liquidity transfers from the retail arm
of the banking group to the wholesale side of the business. The Vickers Proposal,
in contrast to the Volcker Rule, would not prohibit proprietary trading in a banking
organization, but rather require that it be conducted outside of the retail bank.

These comment letters also raise significant issues relating to the international
implications of the Proposal by addressing the potential impact of the Proposal on
competitiveness and on the extraterritorial reach of U.S. laws. Some of these issues
flow from the provisions of the statute, while others are the result of how the agen-
cies have proposed to implement the statute. For example, U.S. banking entities
have expressed concern that they will be at a competitive disadvantage internation-
ally when they conform their worldwide operations to the requirements of the Pro-
posal because foreign banking entities not covered by the Volcker Rule would be
permitted to engage in proprietary trading and make hedge fund and private equity
investments, subject only to applicable foreign laws. In addition, foreign banking en-
tities covered by the Volcker Rule may engage in proprietary trading and make
hedge fund and private equity investments “solely outside of the United States” by
the terms of the statute. U.S. banking entities have pointed out that this difference
in treatment could result in regulatory arbitrage, regulatory uncertainty, and unfair
competition and could affect the competitiveness of all U.S. companies that depend
on U.S. markets for liquidity and capital formation. They have noted that reduced
liquidity, on a macroeconomic level, could restrain economic development, job cre-
ation, and the international competitiveness of U.S. businesses. Many of these com-
plaints are about the basic policy contained in the statute, but we are carefully con-
sidering these concerns to determine the extent to which they are exacerbated by
the Proposal.

Foreign Governments and foreign banking entities have expressed concern about
the extraterritorial impact of the Proposal, including the agencies’ approach to im-
plementing the statutory exception which permits qualifying foreign banking enti-
ties to engage in prohibited trading and covered fund activities “solely outside of the
United States.” Commenters have asserted that the Proposal construes this excep-
tion too narrowly, and, as a result, foreign banking entities will need to rely on
other exceptions in the Proposal in order to engage in activities outside of the U.S.
Commenters have maintained that these exceptions impose U.S. legal requirements
on foreign banking entities operating outside of the U.S., which may conflict with
applicable foreign laws and may be inconsistent with the regulatory approach adopt-
ed by foreign regulators.

Commenters also have criticized the application of the statutory backstops and
the proposed compliance and reporting requirements to operations of foreign bank-
ing entities outside of the U.S. The backstops provide that a banking entity may
not engage in any permitted activity that would involve or result in a material con-
flict of interest or a material exposure to a high-risk asset or trading strategy or
threaten the safety and soundness of the banking entity or the financial stability
of the U.S. Section 619 requires the agencies to issue rules regarding internal con-
trols and record keeping to ensure compliance with the statute. The Proposal im-

8The CFTC published a notice of proposed rulemaking implementing section 619 on February
14, 2012. The CFTC proposal, which adopts the same rule text as the Proposal, is open for com-
ment through April 16, 2012.
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poses the statutory backstops, a detailed compliance program, and extensive report-
ing requirements on all banking entities subject to section 619, including foreign
banking entities. Commenters have urged the agencies to limit the scope of these
requirements to foreign banking entities’ U.S. operations.

Finally, commenters have objected to the preferential treatment afforded to U.S.
Government obligations as compared to obligations issued by foreign Governments.
They have urged the agencies to treat foreign sovereign bonds like U.S. Government
obligations by creating an exception for trading in foreign sovereign debt. Com-
menters have argued that foreign sovereigns are used as collateral and for asset li-
ability management purposes and that disrupting their trading will jeopardize
banking entities’ safety and soundness. In addition, they have noted that making
sovereign debt harder to trade, especially by primary dealers, will make the market
for that debt less liquid. This could hinder central monetary operations and thereby
decrease financial stability. Moreover, the commenters have suggested that pro-
viding preferential treatment to U.S. sovereign debt may result in retaliatory efforts
by other countries.

We plan to carefully consider all comments received in implementing the regula-
tion. In particular, we plan to consider both the extraterritorial reach of the Pro-
posal and the potential for regulatory overlaps and inconsistencies the Proposal may
create for banking entities’ worldwide operations.

Conclusion

The OCC is committed to effective implementation of international financial regu-
latory agreements and the Dodd-Frank Act. As we move forward with Dodd-Frank
Act implementation and toward convergence with international standards, we must
be mindful of the need to strike an appropriate balance between enhanced regula-
tion, better supervision, and market restrictions.

Achieving a level playing field for internationally active institutions is an impor-
tant objective, but it is never fully achieved, and sometimes national policy choices,
like a number of those I have noted in the Dodd-Frank Act, place other national
objectives above competitive equity. Still, it is important to appropriately reconcile
the enhanced U.S. requirements with the enhanced international standards wher-
ever possible, or run the risk of placing U.S. banks at a competitive disadvantage
that may drive important elements of financial services and financial intermediation
out of the banking system or out of the United States.

Thank you for the opportunity to discuss the international implications of the
Dodd-Frank Act and to update the Committee on the efforts currently underway to
harmonize U.S. regulatory requirements with international standards and frame-
works. I am happy to answer your questions.

PREPARED STATEMENT OF JACQUELINE H. MESA

DIRECTOR OF THE OFFICE OF INTERNATIONAL AFFAIRS, COMMODITY FUTURES
TRADING COMMISSION

MARCH 22, 2012

Good morning Chairman Johnson, Ranking Member Shelby, and Members of the
Committee. I am Jacqueline Mesa, the Director of the Office of International Affairs
at the Commodity Futures Trading Commission. Thank you for the opportunity to
testify today regarding international aspects of the Dodd-Frank Wall Street Reform
and Consumer Protection Act (Dodd-Frank Act). This morning, I will provide an
overview of global commitments for over-the-counter (OTC) derivatives reform, an
update on Dodd-Frank Act implementation efforts at the Commodity Futures Trad-
ing Commission (CFTC or Commission), global initiatives to bring financial reform
to OTC derivatives, and coordination with international regulators in regulating the
swaps market.

G20 Commitment for OTC Derivatives Reform

The financial crisis generated international consensus on the need to strengthen
financial regulation by improving transparency, mitigating systemic risk, and pro-
tecting against market abuse. As a result of the widespread recognition that trans-
actions in the OTC derivatives market increased risk and uncertainty in the econ-
omy and became a significant contributor to the financial crisis, a series of policy
initiatives were undertaken to better regulate the financial markets.

In September 2009, leaders of the Group of 20 (G20)—whose membership includes
the European Union (EU), the United States, and 18 other countries—agreed that:
(1) OTC derivatives contracts should be reported to trade repositories; (2) all stand-
ardized OTC derivatives contracts should be cleared through central counterparties
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and traded on exchanges or electronic trading platforms, where appropriate, by the
end of 2012; and (3) noncentrally cleared contracts should be subject to higher cap-
ital requirements. In addition, the Financial Stability Board (FSB) issued a report
in October 2010 that set forth a detailed set of assignments to financial standard-
setting bodies in order to meet the G20 directives, and the FSB continues to publish
semi-annual reports concerning progress by major market jurisdictions to meet the
G20 mandates by the end-2012 deadline.

Dodd-Frank Act Implementation

In 2010, less than 1 year following the G20 commitment to lower risk and in-
crease transparency in the OTC derivatives market, Congress broadened the CFTC’s
jurisdiction to include oversight of the previously unregulated swaps marketplace
and also broadened the jurisdiction of the Securities and Exchange Commission
(SEC) to cover security-based swaps. With respect to the CFTC, Title VII of the
Dodd-Frank Act: (1) provides for the registration and comprehensive regulation of
swap dealers and major swap participants; (2) imposes clearing and trade execution
requirements on standardized swaps, subject to certain exceptions; (3) creates record
keeping and real-time reporting regimes; and (4) enhances the CFTC’s rulemaking
and enforcement authorities with respect to certain products, entities, and inter-
mediaries subject to the Commission’s oversight.

The CFTC 1s developing regulations to implement the Dodd-Frank Act and to es-
tablish a regulatory framework for overseeing the swaps market, which is seven
times the size of the futures market and far more complex. Last summer, the CFTC
moved forward from the proposal phase for rulemaking to finalizing its regulations.
The Commission has completed 29 final rulemakings, with approximately 20 regula-
tions remaining.

Section 712 of the Dodd-Frank Act calls on the CFTC to consult and coordinate
with the SEC and the prudential regulators for purposes of assuring regulatory con-
sistency and comparability of rulemakings under the legislation. The SEC has juris-
diction over security-based swaps, and the CFTC is working closely with the SEC
in developing regulations. In certain areas, the CFTC and SEC are issuing joint reg-
ulations. The Commission also is working closely with the prudential regulators,
which are charged with developing capital, margin, and other requirements for
banking entities.

One example where we are coordinating with our sister agencies is the procedure
to implement the Volcker Rule, where there is a specific requirement in the Dodd-
Frank Act mandating consultation and coordination between the banking regulators
and the CFTC and the SEC. Section 619 of the Dodd-Frank Act prohibits certain
banking entities from engaging in proprietary trading, yet also permits certain ac-
tivities such as market making and risk-mitigating hedging. The Office of the Comp-
troller of the Currency, Federal Reserve Board, Federal Deposit Insurance Corpora-
tion, and SEC published proposed regulations last November to implement this stat-
utory provision. The CFTC is charged with promulgating rules to implement Volcker
Rule requirements for CFTC-registered affiliates and subsidiaries of banking enti-
ties. The Commission issued proposed regulations in January, with a comment pe-
riod that closes on April 16th. U.S. regulators are working together to coordinate
their approaches.

As CFTC rulemakings have progressed, one issue that has arisen is how Dodd-
Frank Act requirements might apply to swaps activities occurring on a cross-border
basis. In connection with the CFTC’s and SEC’s joint proposed regulation to further
define the term “swap dealer,” for example, public input has been received in con-
nection with a range of concerns related to the application of Title VII and the Com-
mission’s regulations to transactions in which a foreign swap dealer is transacting
with U.S. persons or to certain activities of a U.S. swap dealer operating from a for-
eign location.

The CFTC recognizes that swaps business currently flows across national borders,
with agreements negotiated and executed between counterparties in different juris-
dictions and individual transactions often booked and risk-managed in other juris-
dictions. CFTC and SEC staff held a public roundtable last August to discuss inter-
national issues related to implementation of Title VII. The roundtable agenda in-
cluded cross-border transactions, global entities, and market infrastructure. As re-
quired by Section 719(c) of the Dodd-Frank Act, CFTC and SEC staff conducted a
study and released a report in January that examined international swap regulation
and set forth several issues for further monitoring across jurisdictions.

In addressing cross-border issues, the CFTC 1s charged with implementing Sec-
tion 722(d) of the Dodd-Frank Act, which amended the Commodity Exchange Act
(CEA) to provide that Title VII provisions “shall not apply to activities outside the
United States unless those activities: (1) have a direct and significant connection
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with activities in, or effect on, commerce of the United States; or (2) contravene such
rules or regulations as the Commission may prescribe or promulgate as are nec-
essary or appropriate to prevent the evasion of any provision of [the CEA] that was
enacted by the [Dodd-Frank Act]”. The CFTC plans to provide guidance regarding
the application of Title VII and the Commission’s regulations to non-U.S. entities
and to swaps activities occurring on a cross-border basis, seeking public input on
that guidance.

Another issue that has arisen involves the indemnification requirement for reg-
istered swap data repositories in Section 21(d) of the CEA. Some foreign regulators
have raised concerns regarding their ability to directly access information main-
tained in such repositories due to the indemnification requirement. The CFTC is
working to ensure that both domestic and international regulators have access to
swap data to support their regulatory mandates, and the Commission continues to
review the indemnification provisions of the CEA. Recently, the Chairman directed
Commission staff to draft, for the Commission’s consideration, proposed interpreta-
tive guidance stating the Commission’s view that access to swap data reported to
a trade repository that is registered with the CFTC will not be subject to the CEA’s
indemnification provisions if such trade repository is regulated pursuant to foreign
law and the applicable requested data is reported to the trade repository pursuant
to foreign law. Subject to the Commission’s approval, this proposed interpretative
guidance would be published for public comment.

Global Reform in the OTC Derivatives Market

In line with the G20 commitment, efforts to regulate OTC derivatives are under
way not only in the United States but also abroad. Japan has passed reform legisla-
tion, and the EU is finalizing the European Market Infrastructure Regulation
(EMIR) that includes mandatory clearing, reporting, and risk mitigation for OTC de-
rivatives. Last October, the European Commission published two draft proposals,
the Markets in Financial Instruments Directive (MiFID) and the Markets in Finan-
cial Instruments Regulation (MiFIR), that provide for additional requirements for
swaps that will further align U.S. and EU swaps reform. Others, such as Canada,
Hong Kong, and Singapore, have published consultation documents to gather public
comment on the appropriate regulation of OTC derivatives. CFTC staff will continue
to monitor international developments and to work with the foreign regulators to
establish consistent standards for OTC derivatives regulation.

International Coordination

The global and interconnected nature of the swaps market makes it imperative
that the United States consult and coordinate with foreign regulators. Market par-
ticipants domiciled both inside and outside of the United States regularly enter into
swaps transactions with one another and engage in cross-border swap activities that
could be subject to U.S. and non-U.S. regulatory oversight.

The fact that all major market jurisdictions are developing their OTC require-
ments at the same time and in a coordinated fashion pursuant to the G20 directives
also provides an opportunity to create a consistent framework. Congress directed the
CFTC, SEC, and prudential regulators in Section 752(a) of the Dodd-Frank Act to
“as appropriate . . . consult and coordinate with foreign regulatory authorities on
the establishment of consistent international standards with respect to the regula-
tion . . . of swaps, security-based swaps, swap entities, and security-based swap en-
tities” in order to “promote effective and consistent global regulation of swaps and
security-based swaps.” The CFTC is fulfilling this statutory mandate by reaching
out internationally—in a comprehensive approach and on an ongoing basis—to pro-
mote robust and consistent standards and to avoid conflicting requirements wher-
ever possible.

The CFTC has considered international standards and principles in developing
regulations, and staff has consulted and coordinated with international counterparts
throughout the rulemaking process. Commission staff has shared comment sum-
maries and drafts of proposed and final regulations with the international commu-
nity, and has carefully considered the constructive feedback we have received. As
the Commission moves forward in finalizing regulations, we will continue to do so.

CFTC Chairman Gary Gensler and Commissioners have met with foreign regu-
lators to discuss financial reform in the United States and abroad. Commissioner
Jill Sommers, as Chair of the CFTC’s Global Markets Advisory Committee and the
Commission’s representative to the International Organization of Securities Com-
missions (IOSCO), has organized advisory meetings to discuss international coordi-
nation of financial reform. In addition, Chairman Gensler, SEC Chairman Mary
Schapiro, and senior representatives of the CFTC and SEC met with regulators
from Canada, the EU, Hong Kong, Japan, and Singapore last December to discuss
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cross-border issues related to OTC derivatives, and an even broader group of regu-
lators will meet again in May. Last week, the CFTC hosted a meeting with 28 for-
eign regulators on access to swaps trade repository data, regulation of the OTC de-
rivatives market and participants, and customer fund protection.

At the staff level, ongoing bilateral discussions and technical dialogues with for-
eign regulators are designed to increase the understanding of our respective regu-
latory approaches and to coordinate regulatory proposals to the greatest extent pos-
sible. CFTC and SEC staffs have been holding an unprecedented number of dia-
logues with counterparts in Canada, the EU, Hong Kong, Japan, and Singapore.
These staff discussions will continue as Dodd-Frank Act implementation progresses
and as other jurisdictions develop their own regulatory requirements for OTC de-
rivatives.

CFTC staff is participating in the FSB OTC Derivatives Working Group, which
monitors progress being made in implementing OTC derivatives market reforms.
The CFTC also cochairs the IOSCO Task Force on OTC Derivatives, which recently
completed work on three reports and currently is developing a report relating to the
oversight of OTC derivatives market intermediaries. The published reports address
mandatory clearing, exchange and electronic platform trading, and reporting to
trade repositories.

CFTC staff also is engaged in several other international projects related to OTC
derivatives. For example, the Committee on Payment and Settlement Systems and
IOSCO are developing principles for financial market infrastructures, including de-
rivatives central counterparties and trade repositories, which are expected to be
published next month. In addition, IOSCO and others have established a working
group on international standards regarding margin requirements for noncentrally
cleared derivatives, with a consultative report expected in June.

Regulators also are coordinating internationally with regard to limits on specula-
tive positions. Last September, IOSCO adopted a commodity markets report that
embraces a position management regime. The report also includes recommendations
for more transparency, similar to aggregated position reports (Commitments of
Traders) that are published weekly by the CFTC, and enhanced enforcement author-
ity to pursue attempted manipulation.

Conclusion

The CFTC is working with foreign regulators in an effective way to coordinate
regulatory approaches and requirements to the greatest extent possible. On a num-
ber of different issues, the CFTC already has used the process of international con-
sultation to highlight possible differences and to work out a solution that addresses
the concerns of each jurisdiction involved in the discussion. We are committed to
working closely with our international counterparts in this effort.

Thank you, and I would be happy to answer questions.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR HAGAN
FROM LAEL BRAINARD

Q.1. Primary dealers serve as trading counterparties of the New
York Fed in its implementation of monetary policy set by the Fed-
eral Open Market Committee. These dealers distribute debt issued
by the U.S. Treasury in exchange for revenue generated through
the appreciation of financial positions they take on at weekly auc-
tions.

It is common for primary dealers to enter into derivative trans-
actions to hedge the risks that arise from participation in an auc-
tion; however the nature of an auction makes it difficult for dealers
to perfectly predict the specific risks that they will hold following
the auction.

The Volcker Rule limits the ability of primary dealers to trade
in derivatives on Government obligations and the ability of primary
dealers to hedge risks in advance of a U.S. Treasury auction.

Is the Treasury Department concerned that the inability of pri-

mary dealers to use derivatives on Government obligations could
lead to lower bids and higher yields at auctions?
A.1. Primary dealers play an important role in the auction process
and market for U.S. Treasury obligations, including through their
underwriting and market making activities. In addition to the
Volcker Rule’s exemption for trading in obligations of the United
States, the Volcker Rule also explicitly permits market making, un-
derwriting, and risk-mitigating hedging. Regulators are in the proc-
ess of analyzing public comments, including comments from pri-
mary dealers, and Treasury is working to coordinate the inter-
agency effort to develop a final rule that includes appropriate ex-
emptions that protects deep and liquid markets for U.S. Govern-
ment obligations.

Q.2. The list of primary dealers includes both banking entities sub-
ject to the Volcker Rule and broker dealers that are not subject to
the rule. How would the implementation of the Volcker Rule, as
currently drafted, impact the competitive landscape among primary
dealers?

A.2. A primary dealer will generally be subject to the Volcker Rule
if it is, or is an affiliate or subsidiary of, an insured depository in-
stitution, a company that controls an insured depository institu-
tion, or a foreign company treated as a bank holding company. In
addition, nonbank financial companies supervised by the Board of
Governors of the Federal Reserve System are subject to certain pro-
visions of the Volcker Rule. Thus, the rule provides regulators the
ability to regulate banking entities and certain nonbank financial
companies in a similar manner.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR TOOMEY
FROM LAEL BRAINARD

Q.1. Do you anticipate a situation where a U.S. company is not
designated a SIFI by FSOC but is designated a G—SIFI by the Fi-
nancial Stability Board? If that would occur, how would you regu-
late that institution?
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A.1. U.S. financial institutions will be regulated in accordance with
U.S. laws and regulations. Through active participation in the G20
and FSB, Treasury and U.S. regulators work to ensure that inter-
national standards of the highest quality are aligned with our na-
tional framework. For example, the FSB tasked the International
Association of Insurance Supervisors (IAIS) with proposing the cri-
teria and methodology for identifying globally systemically impor-
tant insurers (G—SIIs). Through its membership on both the Finan-
cial Stability Oversight Council (Council) and IAIS committees in-
volved with development of the criteria and methodology, Treas-
ury’s Federal Insurance Office (FIO) is pursuing an international
consensus that aligns the IAIS criteria, methodology, and timing
with the Council.

Q.2. Do property-casualty insurers regulated in the business of in-
surance pose a systemic risk? If not, have you made those argu-
ments to the Financial Stability Board and what has been their re-
sponse?

A.2. The example of AIG illustrates that nontraditional activities
undertaken within an insurance group can expose an insurance af-
filiate to harm and pose a threat to the broader financial system.
Rather than exempt an entire industry, the FSB has tasked the in-
surance sector regulators, through the IAIS, with proposing the cri-
teria and methodology for identifying G—SIIs. It would be inappro-
priate to prejudge the work of the IAIS, especially prior to the pub-
lic consultation period through which the IAIS will obtain input
from interested parties. Through FIO, Treasury is participating in
the TAIS process and working to align the criteria, methodology,
and timing of the IAIS approach with that of the Council. To the
extent that the IAIS proposes a criteria and methodology incon-
sistent with Treasury’s expectations, then, working with other FSB
members, Treasury will modify or force reconsideration of the IAIS
proposal.

Q.3. The proposed Volcker Rule applies to all companies that own
an insured depository, and all subsidiaries and affiliates. In addi-
tion to traditional banks and bank holding companies, the rule
seems to fully cover commercial companies that own a thrift or an
industrial loan company, as well as all of the companies in which
these covered entities may have a significant investment that
makes the recipient of the investment an “affiliate.” (Under the
Bank Holding Company Act, investments as low as 5 percent can
trigger affiliate status.) The so-called goal of the Volcker Rule was
designed to limit risks at insured depositories so that banks
wouldn’t be using Government insured deposit funds to “gamble”
through proprietary trading or fund investing. But it seems that in
reality, the rule will cover all sorts of industrial and commercial
companies just because they are in some way “affiliated” with a de-
pository. Similarly, the rule would cover a company that makes a
large investment in another company that controls a depository,
dissuading these types of strategic investments for fear of the in-
vestor becoming “infected” with the Volcker Rule.

Does it make any sense to apply the full restrictions and regu-
latory requirements to nonfinancial companies?
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A.3. Congress amended the Bank Holding Company Act to include
the Volcker Rule. The statute defines “banking entities,” which are
subject to the Volcker Rule, to include any affiliate or subsidiary
of an insured depository institution or of a company that controls
an insured depository institution. The proposed rule reflects this
statutory mandate.

Q.4. What can your agencies do in the regulations, particularly re-
garding your standards for determining what is an “affiliated” com-
pany, to make sure that the Volcker Rule does not burden non-
financial companies in a way that was completely unintended by
Congress?

A.4. While the Secretary of the Treasury, as Chairperson of the Fi-
nancial Stability Oversight Council, is coordinating the regulations
to be issued under the Volcker Rule, Congress did not provide the
Treasury Department with rulemaking authority for the Volcker
Rule. The rulemaking agencies—the Board of Governors of the Fed-
eral Reserve System, the Office of the Comptroller of the Currency,
the Federal Deposit Insurance Corporation, the Commodity Fu-
tures Trading Commission, and the Securities and Exchange Com-
mission—have rulemaking authority to implement the Volcker
Rule, including with respect to the definition of terms and any ad-
ditional exemptions.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR TOOMEY
FROM DANIEL K. TARULLO

Q.1. Do you anticipate a situation where a U.S. company is not
designated a SIFI by FSOC but is designated a G-SIFI by the Fi-
nancial Stability Board? If that would occur, how would you regu-
late that institution?

A.1. In considering whether to determine that a nonbank financial
company could pose a threat to U.S. financial stability and subject
the company to Federal Reserve Board (Board) supervision and
prudential standards, the Financial Stability Oversight Council
(FSOC) is required by statute to consider various factors set forth
in the statute that could result in a different determination (either
including or excluding a firm) by the FSOC under the Dodd-Frank
Wall Street Reform and Consumer Protection Act (Dodd-Frank Act)
than a determination that may be made by the Financial Stability
Board (FSB). For instance, one factor that the FSOC must consider
is the degree to which a firm is already regulated by another finan-
cial regulatory agency.

The Board and the FSOC are working with the FSB on a number
of initiatives, including the process for identifying globally system-
ically important financial institutions and financial market infra-
structures. Furthermore, the Board and the FSOC are working to
ensure the consistency of the approaches used by the FSB and the
FSOC for assessing whether a nonbanking company is systemically
important and to better understand the potential for different de-
terminations.

Systemically important nonbank firms designated by the FSOC
and bank holding companies with total consolidated assets greater
than $50 billion will be subject to enhanced prudential standards
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established by the Board. By contrast, firms that are not des-
ignated by the FSOC and are not bank holding companies with
total assets greater than $50 billion that are designated as G-SIFis
bydthe FSB would be subject to internationally agreed-upon stand-
ards.

Q.2. Do property-casualty insurers regulated in the business of in-
surance pose a systemic risk? If not, have you made those argu-
ments to the Financial Stability Board and what has been their re-
sponse?

A.2. Section 113 of the Dodd-Frank Act authorizes the FSOC to
subject a nonbank financial company to supervision by the Board
and prudential standards if either the company’s material financial
distress, or the company’s activities, could pose a threat to the fi-
nancial stability of the United States. The statute requires the
FSOC to consider the potential threat to U.S. financial stability
posed by an individual nonbank financial company rather than by
a particular financial industry.

When the FSOC issued its final rule and interpretive guidance
earlier this year regarding nonbank financial company designa-
tions, the FSOC noted that many commenters on the FSOC’s pro-
posed rule and guidance suggested that nonbank financial compa-
nies operating in particular financial industries do not pose a
threat to U.S. financial stability and should not generally be sub-
ject to FSOC designation. In response to these comments, the
FSOC stated that any designation of a nonbank financial company
will be based on an evaluation of whether the nonbank financial
company meets the statutory standards, taking into account the
statutory considerations set forth in section 113 of the Dodd-Frank
Act. The FSOC has not made any determinations under section 113
of the Dodd-Frank Act but is continuing to consider whether any
nonbank financial company could pose a threat to U.S. financial
stability.

Q.3. Federal Reserve Chairman Bernanke indicated in an appear-
ance before the House Financial Services Committee last month
that the final rules implementing Section 619 of the Dodd-Frank
Act, commonly known as the “Volcker Rule,” would not be ready by
July 21, 2012. However, this section of the Dodd-Frank Act is self-
executing and has an effective date of July 21, irrespective of
whether or not the final rules are in place. This creates a great
deal of confusion and legal uncertainty among companies that are
impacted by the Volcker Rule or that may be impacted by the
Volcker Rule.

How do you plan to deal with this circumstance and do you an-
ticipate that the Fed and other prudential regulators will make a
formal announcement delaying enforcement of the Volcker Rule
until the final rules are published?

A.3. Section 619 required the Federal Reserve to adopt rules gov-
erning the conformance periods for activities and investments re-
stricted by section 619, which the Federal Reserve did on February
9, 2011. The conformance rules may be found at Atip://
www.federalreserve.gov | newsevents [ press/bcreg /2011 0209a.htm.
In its final rule establishing the conformance periods, the Federal
Reserve explained that it would revisit the conformance period rule
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in light of the requirements of the final rule implementing the sub-
stantive provisions of the Volcker Rule. Subsequently, the Federal
Reserve received a number of requests for clarification of the man-
ner in which this conformance period would apply and how the pro-
hibitions would be enforced. On April 19, 2012, the Federal Reserve
announced its approval of a statement clarifying that an entity cov-
ered by section 619 has the full 2-year period provided by statute
to fully conform its activities and investments to the requirements
of section 619 and any implementing rules adopted in final under
that section, unless the Board extends that conformance period. All
of the Federal agencies charged with implementing and enforcing
the provisions of section 619 (i.e., the Federal Reserve, OCC, FDIC,
SEC, and CFTC) announced that they plan to administer their
oversight of banking entities under their respective jurisdictions in
accordance with the Federal Reserve’s conformance rule and the
April statement.

Q.4. At a Dodd-Frank anniversary hearing held at the Committee
last summer, Chairman Bernanke indicated that if European and
other regulators did not impose comparable margin requirements
for uncleared swaps, U.S.-domiciled financial institutions would be
placed at a significant competitive disadvantage. Chairman
Bernanke suggested that the best solution was a global agreement.

What progress has been made towards such a global agreement?

A4, In October of 2011, an international group of regulators was
constituted to reach an international agreement on margin require-
ments for uncleared swaps. The proposal by the Basel Committee
on Banking Supervision (BCBS) and the International Organiza-
tion of Securities Commissions (I0OSCO) was developed in consulta-
tion with, and with the active participation of, the Committee on
Payment and Settlement Systems (CPSS) and the Committee on
the Global Financial System (CGFS). This group has been meeting
regularly since October to formulate a global proposal for margin
requirements on uncleared derivatives.

The BCBS/IOSCO issued its proposal in July 2012. The proposal
is articulated through a set of key principles that primarily seeks
to ensure that appropriate margining practices will be established
for all noncentrally cleared OTC derivative transactions. These
principles will apply to all transactions that involve either financial
firms or systemically important nonfinancial entities. The BCBS/
IOSCO requested comments on the proposal by September and ex-
pects to finalize the proposal later this year.

Q.5. The proposed Volcker Rule applies to all companies that own
an insured depository [institution], and all subsidiaries and affili-
ates. In addition to traditional banks and bank holding companies,
the rule seems to fully cover commercial companies that own a
thrift or an industrial loan company, as well as all of the compa-
nies in which these covered entities may have a significant invest-
ment that makes the recipient of the investment an “affiliate.”
(Under the Bank Holding Company Act, investments as low as 5
percent can trigger affiliate status.) The so-called goal of the
Volcker Rule was designed to limit risks at insured depositories so
that banks wouldn’t be using Government insured deposit funds to
“gamble” through proprietary trading or fund investing. But it
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seems that in reality, the rule will cover all sorts of industrial and
commercial companies just because they are in some way “affili-
ated” with a depository. Similarly, the rule would cover a company
that makes a large investment in another company that controls a
depository, dissuading these type of strategic investments for fear
of the investor becoming “infected” with the Volcker Rule.

Does it make any sense to apply the full restrictions and regu-
latory requirements to nonfinancial companies?

What can your agencies do in the regulations, particularly re-
garding your standards for determining what is an “affiliated” com-
pany, to make sure that the Volcker Rule does not burden non-
financial companies in a way that was completely unintended by
Congress?

A.5. Section 619 by its terms applies to any affiliate or subsidiary
of any company that controls an insured depository institution. See
12 U.S.C. 1851(h)(1). In formulating the proposed rule, the Agencies
sought to limit the potential impact of the proposed rule on bank-
ing entities that engage in little or no activity prohibited by the
Volcker Rule provisions of the Dodd-Frank Act, including non-
financial companies that meet the definition of banking entity. In
particular, the Agencies proposed to reduce the effect of the pro-
posed rule on these banking entities by limiting the application of
the reporting, record keeping, and the compliance program require-
ments of the proposed rule, to those banking entities that engage
in little or no covered trading activities or covered fund activities
and investments. The Agencies also requested comment on whether
an alternative definition of banking entity would be more effective
in light of the language and purpose of the statute, the costs and
burdens associated with the proposal, and any significant alter-
natives that would minimize the impact of the proposal on smaller,
less-complex banking entities. The Federal Reserve will carefully
consider the public comments received on these points and take
those comments into account in crafting a final rule consistent with
the statute.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR HAGAN
FROM ELISSE B. WALTER

Q.1. Companies form joint ventures and wholly owned subsidiaries
in order to engage in ordinary course investing and lending—in-
cluding making extensions of credit, providing internal funding
within an organization, and hedging risks. Such transactions
should not be disallowed simply because they are made through a
subsidiary that relies on the exclusion contained in section 3(c)(1)
or 3(c)(7) of the Investment Company Act.

Corporate subsidiaries allow these normal corporate activities to
be properly overseen within the larger corporate structure, allow
nonaffiliated companies to partner to spread risk beyond a single
entity, and help reduce risk.

The proposed rule provides some recognition that banking enti-
ties form joint ventures and wholly owned subsidiaries in order to
engage in ordinary course investing and lending and acknowledges
that forcing companies to divest of these entities would not achieve
any reduction in risk.
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I appreciated that in our December 6, 2011, Dodd-Frank Over-
sight hearing, Chairman Schapiro acknowledged that the agencies
sought to create exemptions there for joint ventures that are “oper-
ating companies or vehicles that are used to merge an entity with
or into a banking entity or its affiliates.” However, the proposed
rule still appears to leave certain questions:

A. The Volcker rule was clearly not intended to disrupt ordinary
course investing and lending activities without an offsetting reduc-
tion in risk to taxpayers and depositors.

e Why should these activities be disallowed or significantly im-
paired simply because they are made through a corporate sub-
sidiary?

e It seems indisputable that conducting these transactions
through a corporate subsidiary permits proper oversight,
spreads risk beyond a single entity and reduces the risk to the
larger corporate entity by any individual transaction. Accord-
ingly, is it possible that the elimination of these structures
could increase risk at the institutions the rule is intended to
protect?

B. The proposed rule provides exceptions for on-balance sheet,
wholly owned subsidiaries that provide liquidity management serv-
ices. Is it correct that this exception covers a small fraction of the
wholly owned subsidiaries that would suffer disruption under the
rule?

C. The proposed rule makes exceptions to the prohibitions con-
tained in the Volcker rule instead of simply removing these cor-
porate structures from the definition of “covered funds.” This ap-
proach leaves these entities subject to the prohibition on “covered
transactions,” as defined in Section 23A of the Federal Reserve Act,
without incorporating any of the provisions in Section 23A that
provide exemptions from the prohibitions in that section for certain
types of covered transactions.

e Wouldn’t this approach, as a practical matter, render the ex-
cepted entities largely useless, in effect allowing the mainte-
nance of the entity but prohibiting the entity from conducting
business transactions within the larger corporate structure?

o Wouldn’t the better approach be for the agencies to determine
that these corporate vehicles—which look and act nothing like
a hedge fund or private equity fund—simply are not “covered
funds” in the first place?

A.1. The proposed definition of covered fund adheres closely to the
statutory text and includes vehicles that rely solely on the exclu-
sion in section 3(c)(1) or (7) of the Investment Company Act. To the
extent that a corporate vehicle relies solely on one of these exclu-
sions, it would be a covered fund under the proposed rule.

The proposed rule recognizes that banking entities may engage
in traditional banking activities through the use of vehicles that
rely on the exclusions in sections 3(c)(1) and (7), but that do not
raise the safety and soundness concerns the statute was intended
to address. Therefore, the proposal permits a banking entity to in-
vest in or sponsor certain wholly owned subsidiaries, joint ventures
and acquisition vehicles. However, as you point out, transactions
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between the banking entity and these structures would be subject
to Section 23A of the Federal Reserve Act—a consequence of the
agencies’ decision to closely track the statute.

The questions you have raised also were identified by com-
menters on the proposed rule. The SEC will carefully consider
these comments before moving forward with implementation of the
Volcker Rule.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR TOOMEY
FROM ELISSE B. WALTER

Q.1. The proposed Volcker Rule applies to all companies that own
an insured depository, and all subsidiaries and affiliates. In addi-
tion to traditional banks and bank holding companies, the rule
seems to fully cover commercial companies that own a thrift or an
industrial loan company, as well as all of the companies in which
these covered entities may have a significant investment that
makes the recipient of the investment an “affiliate.” (Under the
Bank Holding Company Act, investments as low as 5 percent can
trigger affiliate status.) The so-called goal of the Volcker Rule was
designed to limit risks at insured depositories so that banks
wouldn’t be using Government insured deposit funds to “gamble”
through proprietary trading or fund investing. But it seems that in
reality, the rule will cover all sorts of industrial and commercial
companies just because they are in some way “affiliated” with a de-
pository. Similarly, the rule would cover a company that makes a
large investment in another company that controls a depository,
dissuading these types of strategic investments for fear of the in-
vestor becoming “infected” with the Volcker Rule.

Does it make any sense to apply the full restrictions and regu-
latory requirements to nonfinancial companies?

What can your agencies do in the regulations, particularly re-
garding your standards for determining what is an “affiliated” com-
pany, to make sure that the Volcker Rule does not burden non-
financial companies in a way that was completely unintended by
Congress?

A.1. As you know, section 13 of the Bank Holding Company Act
(BHC Act), commonly referred to as the “Volcker Rule,” applies to
any “banking entity.” The term “banking entity” is defined in sec-
tion 13(h)(1) of the BHC Act to include any: (i) insured depository
institution (other than certain limited purpose trust institutions),
(i1) company that controls an insured depository institution, (iii)
company that is treated as a bank holding company for purposes
of section 8 of the International Banking Act of 1978, and (iv) affil-
iate or subsidiary of any of the foregoing entities. Section 13 of the
BHC Act does not separately define the terms “affiliate” or “sub-
sidiary,” but the BHC Act includes definitions of these terms in
section 2 of the Act. The agencies proposed to incorporate these ex-
istinlg definitions of “affiliate” and “subsidiary” in the Volcker pro-
posal.

The SEC has rule-writing authority for the types of “banking en-
tities” for which we are the “primary financial regulatory agency,”
as defined in section 2(12)(B) of the Dodd-Frank Act, which in-
cludes SEC-registered broker-dealers, SEC-registered investment
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advisers, and SEC-registered security-based swap dealers. Thus,
the SEC’s proposed rule would not cover commercial companies
that own a thrift or an industrial loan company.

That said, the Commission and staff appreciate the many de-
tailed comment letters we have received concerning these impor-
tant issues and will continue to carefully review and analyze the
comment letters as we consider further action on the proposal.
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LETTER SUBMITTED BY SENATOR MERKLEY FROM THIERRY
PHILIPONNAT, SECRETARY GENERAL, FINANCE WATCH

Finance Watch

Making finance serve society

Brussels, 22 March 2012

Hon. Tim Johnson, Chairman

Committee on Banking, Housing and Urban Affairs
United States Senate

Washington, DC 20510

US.A.

Hon. Richard Shelby, Ranking Member
Committee on Banking, Housing and Urban Affairs
United States Senate

Washington, DC 20510

US.A.

Dear Chairman Johnson and Ranking Member Shelby,

| write on the occasion of your Committee’s hearing on “International
Harmonization of Wall Street Reform: Orderly Liquidation, Derivatives, and
the Volcker Rule.” This is an important matter and | am pleased that your
Committee is attending to it carefully. | respectfully ask that this letter be
noted during your hearing and entered into the official Committee record.

As the Secretary General of Finance Watch, the leading financial reform
advocacy organization in Europe, | wish to offer several observations
regarding how American efforts on financial reform are viewed here in Europe
and how European financial reform efforts are affected by what you do in the
United States.

In the simplest terms, let me assure you that European financial regulators
and national governments are fully committed to adopting the critical
elements of the financial reform agenda set out under your leadership in the
Dodd-Frank Wall Street Reform and Consumer Protection Act. These include
higher capital requirements across the banking system; mandatory clearing,
transparent trading, and margin and capital for derivatives; regulation of
hedge funds and private pools of capital; orderly resolution for failing firms;
reform of credit rating agencies; shadow banking; retail investment products;
and possibly structural reform depending on the conclusions that will emerge
from the work done by the High-level Expert Group on structural reform of the

Finance Waich — AISBL | Headquarlers: Rue Washington 40, 1050 Brussels ! Mail address: Square de Meeus 38, 1000 Brussels
Tel: +32 (0)2 401 87 07 | www.linance-watch.org
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E.U. banking sector recently appointed by Commissioner Barnier and led by
Erkki Liikanen. American determination to move these issues forward has
been fundamental, and the Dodd-Frank Act began building the foundation for
a safer, more stable financial system. It is essential that you press forward
with these urgent reforms.

It is true that as we move toward a more modern regulatory regime, some
segments of the industry will have to change. Certainly, those who must
change have been vocal in letting legislators and regulators know of their
concerns. They have done so in Europe as well as the United States, and
their arguments have been the same in both places. In the U.S., they say the
Europeans are not following your lead and U.S. rules will put U.S. firms at a
disadvantage. In the E.U., we hear that the U.S. did not adopt Basel Il and
will not finalize their other rules and that Basle Il will put European banks at a
competitive disadvantage as it favors the “American banking model”. You
know as well as | that these arguments do not stand — unless industry
succeeds in convincing regulators and legislators on both sides of the Atlantic
to slow down or stop needed reform. | strongly urge you not to let that
happen.

Certain banks in the U.S. augment their arguments with a threat of flight to
Europe or even Asia, where supposedly lower standards and bigger
opportunities for risk-taking would make for a more attractive banking
environment.  These threats fool only the uninformed for a number of
different reasons: firstly, certainly for Europe, the assertion of lower regulatory
standards is not founded; secondly, major banks take on a national
characteristic, and their ability to pick up and flee to a foreign capital is highly
limited; finally, it is ironic to also hear the very same argument put forward by
banks to European authorities when they threaten to leave the E.U. to
operate exclusively from the U.S. or Asia. Despite their public threats, big
banks simply cannot extract themselves from their national backers.

Let me also emphasize that the E.U. and the U.S. can be on the same page
without reading exactly the same lines. Our two jurisdictions have long had
somewhat different approaches to regulating a range of financial activities —
the most notable example being the period during the Glass-Steagall Act
enforced separation of investment banking from commercial banking.
Academic research suggests this separation actually helped make U.S.
investment banks more competitive. So those who would argue that certain
differences in approaches to regulation will make one nation’s banks less
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competitive (whether it be the U.S. from the Volcker Rule, Switzerland from
much higher capital requirements and contingent capital, or the U.K. with
Vickers Commission ring fencing) should carefully consider historical
precedent. Moreover, we are convinced that the enormous economic and
social cost of financial crises, and therefore the benefit of financial stability,
should also be considered.

Indeed, industry’s arguments continue to overlook the competitive
advantages arising from a sound banking sector. If market disclosure is
properly robust, well-capitalized banks that avoid high-risk activities and
conflicts of interest will attract more demand from investors, customers, and
depositors. Corporate treasurers will think twice before putting large deposits
with banks that take high risks, and investors will think twice before
conducting trades with institutions that bet against them.

The recent failure of MF Global helped remind us of the grave dangers that
highly-leveraged bets can pose to a firm. Fortunately, because MF Global
was a small non-bank of little significance to the broader financial system, the
consequences of its mistakes did not ripple far. If, however, the U.S. were to
not press forward with implementation of the Volcker Rule, these very same
activities would continue eating away at the integrity of the global banking
system, endangering not only your large firms and threatening much more
dire consequences for the broader economy, but also putting intense
pressure on European regulators not to address the issue of structural reform
of the E.U. banking sector.

From my work with European regulators, | am convinced that Europe has no
intention of becoming a safe haven for banks that engage in unwise and
inefficient risk-taking. On the contrary, provisions such as the Volcker Rule
offer a useful model for us to build on as Europe, tco, seeks to strengthen its
banks and safeguard its economies. Indeed, despite what you may hear from
some banks, there is now a real push in Europe to join the United States in
structurally reforming our financial system. As clearly stated in its mission
statement, the High-level Expert Group on structural reform of the E.U.
banking sector will be carefully studying the work you are doing in the U.S. on
the Volcker Rule and similar efforts in the U.K. and will be making
recommendations on reforms of E.U. banking structures that could contribute
to the objective of establishing a safe, stable and efficient banking system
serving the needs of citizens and of the E.U. economy. This is a topic that
Finance Watch will be following very closely.
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The legislative and regulatory process in Europe has sometimes been
described as being slower than in the U.S.. The reality is that, due to a
different institutional and legal environment, it takes a different form. | would
also note that nearly two years since the passage of the Dodd-Frank Act,
many of your most critical reforms are yet to be finalized by the regulatory
agencies when the E.U. has already adopted a number of important
legislations. | should hope that Europe does not beat America to the finish
line as it did with Basel [l. In conclusion, | would like to make mine the advice
delivered by Commissioner Barnier during a speech in Washington in 2011: “I
have heard calls here in the United States that the Dodd-Frank
implementation should be postponed or weakened.... Delay is not the
answer. Europe is committed. We will deliver. And | call on the United States
to do the same.”

Best regards,

wﬂfyrﬁf-%f*

Thierry Philipponnat
Secretary General
Finance Watch

cc:  Members of the Senate Banking Committee
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