AUTHENTICATED
U.S. GOVERNMENT
INFORMATION

GPO

THE ANNUAL REPORT OF THE FINANCIAL
STABILITY OVERSIGHT COUNCIL

HEARING

BEFORE THE

COMMITTEE ON FINANCIAL SERVICES
U.S. HOUSE OF REPRESENTATIVES

ONE HUNDRED TWELFTH CONGRESS
FIRST SESSION

OCTOBER 6, 2011

Printed for the use of the Committee on Financial Services

Serial No. 112-70

&

U.S. GOVERNMENT PRINTING OFFICE
72-611 PDF WASHINGTON : 2012

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001



HOUSE COMMITTEE ON FINANCIAL SERVICES
SPENCER BACHUS, Alabama, Chairman

JEB HENSARLING, Texas, Vice Chairman
PETER T. KING, New York

EDWARD R. ROYCE, California

FRANK D. LUCAS, Oklahoma

RON PAUL, Texas

DONALD A. MANZULLO, Illinois
WALTER B. JONES, North Carolina
JUDY BIGGERT, Illinois

GARY G. MILLER, California

SHELLEY MOORE CAPITO, West Virginia
SCOTT GARRETT, New Jersey

RANDY NEUGEBAUER, Texas
PATRICK T. McCHENRY, North Carolina
JOHN CAMPBELL, California
MICHELE BACHMANN, Minnesota
THADDEUS G. McCOTTER, Michigan
KEVIN McCARTHY, California

STEVAN PEARCE, New Mexico

BILL POSEY, Florida

MICHAEL G. FITZPATRICK, Pennsylvania
LYNN A. WESTMORELAND, Georgia
BLAINE LUETKEMEYER, Missouri
BILL HUIZENGA, Michigan

SEAN P. DUFFY, Wisconsin

NAN A. S. HAYWORTH, New York
JAMES B. RENACCI, Ohio

ROBERT HURT, Virginia

ROBERT J. DOLD, Illinois

DAVID SCHWEIKERT, Arizona
MICHAEL G. GRIMM, New York
FRANCISCO “QUICO” CANSECO, Texas
STEVE STIVERS, Ohio

STEPHEN LEE FINCHER, Tennessee

BARNEY FRANK, Massachusetts, Ranking
Member

MAXINE WATERS, California

CAROLYN B. MALONEY, New York

LUIS V. GUTIERREZ, Illinois

NYDIA M. VELAZQUEZ, New York

MELVIN L. WATT, North Carolina

GARY L. ACKERMAN, New York

BRAD SHERMAN, California

GREGORY W. MEEKS, New York

MICHAEL E. CAPUANO, Massachusetts

RUBEN HINOJOSA, Texas

WM. LACY CLAY, Missouri

CAROLYN McCARTHY, New York

JOE BACA, California

STEPHEN F. LYNCH, Massachusetts

BRAD MILLER, North Carolina

DAVID SCOTT, Georgia

AL GREEN, Texas

EMANUEL CLEAVER, Missouri

GWEN MOORE, Wisconsin

KEITH ELLISON, Minnesota

ED PERLMUTTER, Colorado

JOE DONNELLY, Indiana

ANDRE CARSON, Indiana

JAMES A. HIMES, Connecticut

GARY C. PETERS, Michigan

JOHN C. CARNEY, JR., Delaware

LARRY C. LAVENDER, Chief of Staff

1)



CONTENTS

Page
Hearing held on:
OCtober 6, 2011 ....ouoiiiiieeieeieeeee et et e e e e e et e e e e e e earrr e e e e e e enarraaaeae s 1
Appendix:
OCtober 6, 2011 ...ooooiiieiiiieeeciee ettt e et e e et e e et e e eetae e eearae e e nreeeas 39
WITNESSES
THURSDAY, OCTOBER 6, 2011
Geithner, Hon. Timothy F., Secretary, U.S. Department of the Treasury ......... 3
APPENDIX
Prepared statements:
Paul, HON. RONL oo ettt et 40
Geithner, Hon. Timothy F. ...cccooiiiiiiiieeee e 42
ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD
Geithner, Hon. Timothy F. :
Financial Stability Oversight Council, 2011 Annual Report .........ccccceenee. 46
Written responses to questions submitted by Representative Posey ........... 226

(I1D)






THE ANNUAL REPORT OF THE
FINANCIAL STABILITY
OVERSIGHT COUNCIL

Thursday, October 6, 2011

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The committee met, pursuant to notice, at 12:47 p.m., in room
2128, Rayburn House Office Building, Hon. Spencer Bachus [chair-
man of the committee] presiding.

Members present: Representatives Bachus, Hensarling, Royce,
Biggert, Capito, Garrett, Neugebauer, McHenry, McCotter, Posey,
Westmoreland, Luetkemeyer, Huizenga, Hayworth, Renacci, Hurt,
Dold, Schweikert, Grimm, Canseco, Stivers, Fincher; Frank,
Waters, Maloney, Gutierrez, Velazquez, Watt, Meeks, Capuano,
Hinojosa, McCarthy of New York, Baca, Lynch, Scott, Green,
Cleaver, Donnelly, Himes, Peters, and Carney.

Chairman BACHUS. The hearing will come to order. Without ob-
jection, all Members’ written statements will be made a part of the
record. The Chair recognizes himself for an opening statement.

Mr. Secretary, this morning you were quoted as saying that the
biggest risk we face is financial institutions not taking enough risk.
Secretary Geithner, with all due respect, I am not sure you have
a clear picture of reality as it relates to not only the thousands of
pages of restricting regulations that have been imposed on finan-
cial institutions, but also the daily drumbeat of the FDIC and other
agencies directing the banks not to take risks. If you want a dose
of reality, sit in my office or the offices of other members of this
committee and listen to the stories related to them by Main Street
bankers talking about the restrictive regulations imposed.

Who do you think has the responsibility to encourage the banks
to make more loans? Isn’t it the regulators? Isn’t it the regulators
who are part of the Financial Stability Oversight Council (FSOC)?
If those regulators who make up FSOC want to consider who is cre-
ating systemic risk, they need to look in the mirror. If in fact you
are correct and banks are not taking enough risk, I would submit
to you that the problem doesn’t lie with the loan officers in the
community and regional banks, it lies in the regulatory approach
of the very members of FSOC.

We have all been saddened by the news of Steve Jobs’ death. His
life should remind all of us that it is entrepreneurship and the pri-
vate sector and innovation within the private sector that creates
jobs. He worked to make his company the most profitable it could
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be, and by doing so enriched the lives of people around the world
through his company’s innovative products. Without those profits,
Steve Jobs would not have made Pixar a success, and could not
have vastly improved the cell phone, the iPod or the tablet com-
puter. That is why many of us were disturbed to hear President
Obama questioning whether businesses have a right to earn a prof-
it. Mr. Secretary, I hope you don’t agree with the President on this
point.

There is a very real and palatable concern among many Ameri-
cans that the increasing size and cost of government, and especially
the expansion of the regulatory state, makes it harder and harder
for the next Steve Jobs to come along, and that more and more reg-
ulation stifles innovation and productivity. Many of us on this com-
mittee have expressed that same concern to you. Mr. Secretary,
more regulations from Washington and higher taxes do not encour-
age risk- taking, business development, and growth.

Another successful entrepreneur, Charles Schwab, said recently
about our economic problems, “We can’t spend our way out of this.
We can’t tax our way out of this. We can’t artificially stimulate our
way out of this. We cannot regulate our way out of this. What we
can do and absolutely must do is knock down all the hurdles that
create disincentives for investment in business.” Mr. Secretary, I
agree with this statement. I hope you do, too.

I thank you for being here and I look forward to the discussion
we will be having today.

At this time I recognize the ranking member, Mr. Frank, for an
opening statement.

Mr. FrRANK. I note that in the chairman’s statement, while he
discusses his objection to regulation in general, he cites no regula-
tion in specific to which he objects, and that is because I think the
basis of the argument that something in the legislation that we
adopted prevents community banks from lending is fallacious. I
wait for someone to show me anything in there.

Now, I do agree we have had a problem with the loan officers
perhaps being shell-shocked, perhaps being too restrictive. But
there is absolutely nothing in the legislation that restricts them. In
fact, there are several things in the legislation that empower com-
munity banks; that in fact raise the deposit level to $250,000; that
with regard to the FDIC deposit insurance, gives them a break vis-
a-vis the large banks.

But let’s talk about these regulations which are so demonized in
general. Is it the fact that we are now regulating swaps and deriva-
tives? Apparently my colleagues would like to go back to the days
of AIG, when the loan arrangers could ride again roughshod over
any kind of rules.

Yes, we do regulate derivatives. That was a great mistake this
government made 11 years ago in saying they wouldn’t be regu-
lated. Yes, we do say that those who are advising people on invest-
ments should have a fiduciary responsibility. The chairman comes
from a community that has had a serious problem because they
were advised to get into a financial investment that was a disaster,
and we put into the legislation a new regulation. The regulation is
that people in the future who are advising Jefferson County or any-
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place elsewhere would have a fiduciary responsibility to that entity.
And I am very proud of that. I think that is a good thing.

So, again, I would like someone to tell me, what regulation is it
that keeps community banks from lending? And do people want to
deregulate or re-regulate derivatives? Do they want to dismantle
3n independent consumer agency? I take it back. I know that they

0.

The chairman had said the regulators are there to serve the
banks. He said that was not exactly what he meant, but we did
have a situation where the bank regulators were the arbiters of
consumer issues, and they tended to be very pro-bank. And we said
no, no, that it will no longer be the case. There will be an inde-
pendent consumer regulator. There is a fundamental difference
here.

By the way, there were not new regulations in that legislation
over banks. There are new regulations over the competitors with
banks that is another thing we do for the community banks, is to
give them some protection against competitors who are not regu-
lated and put pressure on them to do things that would be irre-
sponsible. That is another area where we have regulated.

In that law, we do what some of us had tried to do earlier, in-
cluding the chairman, and he was I think not able to get his party
leadership to agree with him—we put severe restrictions on the
kind of mortgage lending that got us into trouble.

Yes, we regulate mortgages in there. There are mortgages of the
sort that people should not have been granted and they had trouble
repaying that led to this problem, and we put that in there. We
also regulated the notion of securitization. It used to be that you
could make bad loans without any real restriction and you could
then sell them, count on the credit rating agencies to overrate them
and contribute to the problem. Now, there will have to be some risk
retention. That is a new regulation. You cannot make loans with-
out money that you have, sell them to other people based on inap-
propriate credit ratings, and then have those cascade through the
economy in a negative way.

So, yes, we regulate derivatives. We put fiduciary responsibility
on people who are advising municipalities. We say you can’t make
those loans without any kind of repayment. And I am very proud
of those. If the Members think those are somehow choking off le-
gitimate activity, they ought to be explicit about it.

Chairman BacHUS. I thank the ranking member.

Mr. Secretary, you are recognized. Without objection, your writ-
ten statement will be made a part of the record, and you are recog-
nized at this time to summarize your testimony.

STATEMENT OF THE HONORABLE TIMOTHY F. GEITHNER,
SECRETARY, U.S. DEPARTMENT OF THE TREASURY

Secretary GEITHNER. Thank you. Mr. Chairman, Ranking Mem-
ber Frank, and members of the committee, thanks for giving me a
chance to talk about the Council’s work.

In setting up this Council, the Financial Stability Oversight
Council, you asked us to provide each year a comprehensive view
of financial market developments and potential threats to our fi-
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nancial system, so I am going to give you a broad overview of our
conclusions and recommendations.

In early 2011, the world economy, still healing from crisis, was
hit by a series of very severe additional challenges: higher oil
prices; the disaster in Japan; the ongoing crisis in Europe. And on
top of that, we had this very damaging debate in the U.S. Congress
in the summer about whether we as a country should meet our ob-
ligations, and that debate caused a lot of damage to the basic fabric
of confidence among businesses and consumers across the country.

If you, as I did, talked to businesses in that period, July and Au-
gust, they would say to me, why would I make a new investment
today, why would I hire somebody new, if I don’t know whether
Congress is going to allow the Administration, the Executive
Branch to pay our bills?

Some of these factors have eased in recent months: oil prices
have fallen; and Japan is coming back a bit. But the cumulative
effect of these pressures has resulted in slower growth in the
United States and around the world and much slower expectations,
significantly lower expectations for growth over the next 18 months
or 2 years.

The crisis in Europe presents a very significant risk to global re-
covery, and we are working very closely alongside the IMF to en-
courage European leaders to move more forcefully to put in place
a comprehensive strategy to stabilize that crisis. And the critical
imperative for them is to ensure that governments, the govern-
ments in the financial systems that are under pressure, have ac-
cess to a more powerful financial backstop that is conditioned on
policy reforms, policy actions that can address the underlying cause
of the problem. In the face of the situation in Europe and the gen-
eral slowdown in growth, the most important thing we can do, Con-
gress can do, is to take strong steps to strengthen our economy at
home, and we think the most effective strategy for doing that is to
enact steps now that would accelerate economic growth tied to
long-term reforms to restore fiscal sustainability.

The American Jobs Act provides a very substantial package of
tax cuts and investments that according to estimates by inde-
pendent economists would raise economic growth by 1 to 2 percent-
age points and help create one to two million new jobs. In the
President’s proposal to the Joint Committee, we outline a com-
prehensive package of reforms to both spending programs and to
our tax system that if enacted would bring our deficits down to the
level where our overall debt burden would fall, begin to fall as a
share of our economy.

This Council, established under the law, is composed of each of
the agencies responsible for oversight of the financial system and
the firms and markets that comprise this system and it is the judg-
ment of this Council that the U.S. financial system is in a signifi-
cantly stronger position today to withstand the new risks we face
in the global economy.

Because of the actions we took in the early stage of the crisis to
repair and reform our system, the weakest parts of our financial
system, the ones that took the most leverage, no longer exist today;
they were significantly restructured. The 19 largest banks in the
country have increased their common equity—this is the most im-
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ortant financial cushion we have for financial stability—by over
5300 billion since early 2009, and these institutions and the system
as a whole are funding themselves much more conservatively,
maintaining much larger cushions of safe and liquid financial as-
sets.

These are very significant improvements and together they rep-
resent progress on the path to a more resilient, more stable finan-
cial system than has been achieved in the other major economies
that were caught up in this crisis.

U.S. financial institutions, including our major banks and the
money market funds, have substantially reduced their exposure to
the economies of Europe that are under the most pressure. Our di-
rect financial exposure to those governments and their financial in-
stitutions is quite small. Europe as a whole is so large and so close-
ly integrated with the U.S. and the world economies that a severe
crisis in Europe would cause significant damage to growth here
and around the world, but the largest parts of Europe are strong
enough to manage the problems faced across the continent.

These pressures we are facing from Europe make it even more
important that Congress act to strengthen growth now and act to
put our fiscal position on a more sustainable path.

The economic and financial elements we have seen since the re-
lease of the report I think reinforce the importance of the rec-
ommendations we have presented to Congress. Let me just summa-
rize those very quickly.

First, the Council emphasizes the importance, as it always will,
of making sure that the core parts of the U.S. financial system are
moving to strengthen their financial position, their financial resil-
ience. We want the largest institutions to manage their businesses
so they have the ability to withstand future economic environments
that are much more challenging without government assistance in
crisis, and towards this objective, the regulators will gradually
phase in over a period of several years the much tougher standards
for capital and liquidity that we have negotiated with the other
major financial systems around the world.

Second, the Council recommends reforms to strengthen a number
of the key funding markets in the United States, markets that
were a critical source of vulnerability in the crisis. The most impor-
tant of these recommendations targets the tri-party repurchase
markets and the money market funds, and the essence of the
Council’s recommendations in these areas is to make the tri-party
repo markets and the money funds less vulnerable to the classic
dynamic you see in crises in which an abrupt rush for the exits
forces a damaging spiral of asset sales, deleveraging and broader
contagion. We have made substantial progress toward this objective
but we have some more work ahead of us.

Third, the Council recommends a comprehensive set of reforms
to the housing finance system, which I would be happy to talk
about.

Finally, the Council emphasizes the importance of much closer
coordination and cooperation in the implementation of financial re-
form, both here in the United States, but also around the world.
This is important, of course, because if we allow large gaps to
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emerge, as we did in the years before the crisis, risks will migrate
to those gaps, leaving all of us more vulnerable to another crisis.

The most important challenge we face in building a more level
playing field is in the design and enforcement of these new capital
standards and the new reforms to the derivatives markets.

Although our system is much stronger than it was before the cri-
sis, we have more work to do on reform. But we are going to do
this in a balanced way, weighing the benefits of regulation against
the costs of excess restraint. We need to move at a pace that fully
recognizes the fragility of the global economic recovery, phasing in
these reforms over time so that we limit the risks to economic
growth.

I want to thank the members of the Council and their staff for
all the hard work they have done in building this institution for co-
operation and for producing this report. And I want to emphasize,
as I always do, that I look forward to continuing to work with this
committee and the Congress as a whole to build on the substantial
progress we have already made in creating a stronger financial sys-
tem here in the United States.

Thank you, Mr. Chairman.

[The prepared statement of Secretary Geithner can be found on
page 42 of the appendix.]

Chairman BacHuS. I thank the Secretary.

Secretary Geithner, earlier this week President Obama said that
banks don’t have some inherent right just to get a certain amount
of profit if your customers are being mistreated. It appears as if he
is equating profits with mistreating people.

Does it bother you that he connects the idea of profits with mis-
treating people? Is there anything inherently evil about profits?

Secretary GEITHNER. I don’t think he did that. The President be-
lieves, as I believe, that it is not the role of government to deter-
mine how profitable firms are. But we also learn, and we learned
with tragic consequences for this country, that if you don’t put in
place basic protections for consumers and investors, apply those
across the market, don’t prevent firms from taking the kinds of risk
that could imperil the economy as a whole, then you leave all of
us much more vulnerable. And so what we are trying to do is build
a system with better protections, give consumers better choice,
more transparency, and the basic protections against fraud and
abuse and predation and risk that were so damaging to us.

Chairman BACHUS. Mr. Secretary, can you tell us some practice
that the financial institutions are engaging in, how they are mis-
treaging people today, that you don’t have the power presently to
stop?

Secretary GEITHNER. Thank you for asking me that. There is an
excellent example, and I will just give you one.

Chairman BACHUS. Okay.

Secretary GEITHNER. The reforms Congress enacted lay out a
much more comprehensive system of protection for consumers so
that we have rules that apply not just to banks, but to all of the
other institutions that are in the business of consumer finance,
from payday lenders to basic loan companies across the country.
And although the authority is there in the law, until there is a Di-
rector confirmed for the new Consumer Financial Protection Bu-



7

reau, we do not have the authority to apply those protections to
non-bank financial institutions. And that makes no sense.

Chairman BACHUS. I would agree with that. But we are talking
about our banks, our regulated institutions, those that are pres-
ently regulated. Now, are there practices going on, any widespread
practices which are mistreating customers?

Secretary GEITHNER. I think the most compelling example today
of behavior by the largest banks in the country that we all worry
about, and we are all living with and your constituencies, is the
mortgage servicing business. Just look at what is happening in the
foreclosure process or the mortgage servicing business across the
country. You have people who still cannot get somebody on the
phone who they can talk to about how to figure out how they can
stay in their house if they have income, transition to better housing
options, make a catchup payment. And I think that is an example
today where because we don’t yet have in place authority that al-
lows us to enforce national servicing standards, and because the
basic infrastructure of servicing is still so inadequate relative to
the scale of the crisis, we see systematic problems still.

Chairman BAcHUS. I think what we found is that there were
legal requirements that weren’t complied with on many occasions.
Is that not true?

Secretary GEITHNER. You have seen some evidence of that, but
I think the problem is much bigger than that.

Chairman BAcHUS. I will acknowledge that there have been
problems. But let me ask you about the charges for debit cards.
That is the one the President picked out as an example of—actu-
ally I think in his terminology, he represented that it is almost a
greedy reach. But do you think that Dodd-Frank and particularly
the Durbin Amendment had anything to do with the banks charg-
ing for their services?

Secretary GEITHNER. Mr. Chairman, I am not going to comment
on any particular bank practice in the areas of fees, but I will tell
you what we are trying to do.

Chairman BAcCHUS. Do you think it was wise for the President
to do that?

Secretary GEITHNER. I am not going to speak to that question,
but I will tell you what he said about this, which is very important,
that what the law does is try to make sure we move this system
to a place where there is much more transparency and clarity
about the fees Americans have to pay to access a basic banking
service or to borrow.

Chairman BACHUS. And I absolutely agree with that, Mr. Sec-
retary. But that $5 disclosure was a pretty honest up-front disclo-
sure.

Secretary GEITHNER. And I think you are seeing some improve-
ments in transparency and clarity. But remember, you all do bank-
ing, you all do banking services. Look at your disclosure statements
that come with the returns, and ask yourself how good those look
today. We have some work to do.

Chairman BACHUS. But we are talking about a $5 disclosed fee
on debit cards, which I think if you will be forthright, you will say
is a result of the Durbin Amendment. That is what restricted their
ability to recover the costs.
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Secretary GEITHNER. No, I didn’t say that, and I don’t think you
can justify that judgment. What you are seeing is—

Chairman BACHUS. You don’t think there is a connection between
the charges the banks are now making and the reduction in their
revenues based on Durbin?

Secretary GEITHNER. I will tell you what I think is happening.
We are, and we need to, we are trying to fundamentally improve
the quality of consumer protection, clarity, transparency, disclo-
sure, and we are doing things that change fundamentally, because
we are putting tougher rules on institutions, how they manage risk
and how they meet the needs of their customers, and that is chang-
ing practice across the system, changing how banks charge and pay
for basic services. And there is much more change ahead of us, and
that is necessary for us to do. Because, again, we are still living
with the scars of the damage caused by the failures.

Chairman BacHUS. Thank you, Mr. Secretary. And I agree with
that. I just don’t understand how there is anything misleading
about a $5 charge. I am not defending it, but it appears to be very
transparent.

The ranking member is recognized.

Mr. FRANK. To begin, Mr. Chairman, as I heard you talk about
the President’s quote, I think you misrepresented it very substan-
tially. He didn’t say he was against them making a profit. There
was an “if” in there. As you read it, there was no right to make
a profit if there is mistreatment of the customers. And that is say-
ing not that there is no right to make a profit, in fact it is clearly
suggesting that there is, but that if the profit came from mis-
treating the customers, there is no right.

Now, I am not commenting on this particular controversy here,
because, as we all remember, the swipe fee thing was a present to
America from the United States Senate. It was never in our bill,
and I believe you and I talked, Mr. Chairman, if the Senate had
passed the Tester Amendment, which I strongly supported, we
would have put it through the House very quickly. And I do not
think consumers, I don’t think that when they go into the 7-Eleven
the slushy is going to be any cheaper when they don’t do it. But
that is not what the President said. He said if, that there was no
right to mistreat.

Let me go on to a couple of points I wanted to ask the Secretary.
One of the issues that people were concerned about legitimately
with regard to the financial reform bill was the possibility that we
would put our financial institutions at a competitive disadvantage,
and obviously we don’t want to do that. Money is pretty fungible.
It moves pretty quickly.

What has been the experience so far with regard to, and I know
there have been serious negotiations, I have had them and others
with the European Union, with England, with Japan, with Canada,
what does it look like so far in terms of not having any competitive
disadvantage as a result of the implementation?

Secretary GEITHNER. I would say that we are reasonably encour-
aged so far; that having set the standards for our system here, that
the world is going to move to those standards. And based on what
we have seen so far on capital and on liquidity and even on deriva-
tives, the most complicated area for making sure there is a level
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playing field, we are very encouraged by what the Europeans are
saying and what they are doing. And, of course, we are not focused
just on Europe, but we are looking at Asia, too, where you see very
rapid growth in financial activities.

So I would say we are modestly encouraged so far, but this is
going to be a real change challenge and we have a lot of work to

0.

Mr. FRANK. Let me say, we put into the bill very specifically, as
you know, we consulted, a mandate to you and to the Federal Re-
serve if there are countries that are taking advantage of a gap, if
they are deliberately underprotecting the public interest here, they
are to be excluded from our financial system.

So, yes, it is important to work together. And I know sometimes
the Administration is reluctant ever to take action against any-
body, and I am for the China currency bill. But in this case I think
it is very important, and I don’t think it will come from the EU or
Japan or the major entities, but if there are some small countries
that try to do that, we would expect you to use that authority.

I want to turn to the other area that the chairman talked about
which was the regulation. And, again, I am waiting for people to
tell me which regulation they want to get rid of. I will say this, and
I agree with the chairman, we certainly want to see productive ac-
tivity. One of the problems I think is that a good deal of the finan-
cial activity that we were seeing that we tried to give people the
authority to regulate contributed very little to the real economy.

The role of the financial institutions is they are intermediaries,
that is, they are the connector of people with money to invest and
people who will take that money and use it to produce goods and
services in a productive way. That is a fundamental role, and I
think the bill did nothing to impinge on that. I did think when AIG
was playing credit default swap games with other financial institu-
tions, when we had collateralized debt obligations squared, that we
were not helping the real economy. I think some of those things
had as much relationship to the real economy as fantasy football
does to what happens on Sunday afternoon. So I would hope we
would go at that.

In that regard, I was pleased to hear you say that—and we don’t
want to just be looking at the past problems. One of the things we
tried to do in the legislation was to give the regulatory authority
the ability to go into new things.

You talked about some things that have people worried now that
weren’t there before. First of all, repos. But, secondly, and even
more in the newness, the technologically produced ones, exchange
traded funds; very, very, very rapid trading. Where are we on
those? Because there is I think a legitimate concern that there are
dangers in those. And I am pleased to say that we did I think give
the regulators appropriate authority to look at those.

What is the status now of looking at what the impact could be
going forward on exchange traded funds and on the very rapid
trading, for example, on the questions of stability?

Secretary GEITHNER. Mary Schapiro is taking a lead in the Coun-
cil and examining developments in both of the two areas you re-
ferred to, and she has a process under way not just here but
around the world where there is much more rapid growth in ex-
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change traded funds to examine the risks in those. But she is also
looking at the market structure issues and the high-frequency trad-
ing. I don’t recall precisely when she expects to come back to us
and talk about it, but she is all over it.

You are right to emphasize again that one of the jobs of the
Council is to try to look at areas where we are seeing very, very
rapid growth and innovation, untested by the kind of stress you
need to kind of test these kinds of things to make sure we can
move a little more quickly than the system moved in the past to
try to contain these things.

Mr. Chairman, could I very briefly respond to one thing you said
in the beginning in your opening comments?

Mr. FRANK. If the chairman allows it. I am over my time.

Chairman BACHUS. Yes.

Secretary GEITHNER. Mr. Chairman, you quoted something
slightly off from what I said this morning in the Senate—

Mr. FRANK. I assume by “Mr. Chairman,” that was a cultural lag
and you meant me. Okay.

Secretary GEITHNER. I said this morning in the Senate that one
of the big challenges for the economy as a whole, and I mean the
economy as a whole now, is the risk that after a period where peo-
ple took too much risk in a real crisis, people aren’t going to take
enough risk. And I wasn’t commenting beyond that. But I think it
is true. The natural thing you see after a crisis is you see a period
of people pulling back, too much excess caution, and that tends to
make growth weaker than it is, and we have to be worried a little
bit as we go through this.

So I was just making a general observation that we want people
to take responsible risks, and that will be helpful as we recover.
There is still a lot to be worried about, a lot of challenges out there.
But as I also said, we have been very careful to make sure that
as we design these tougher rules, and they are much tougher rules
for our system, that we are designing them sensibly and that we
are phasing them in over time so that we don’t hurt the recovery.

Chairman BAcHUS. Thank you. Mr. Secretary, what you are say-
ing is the quote, if you look at the U.S. economy today I would say
the biggest risk we face is institutions not taking enough risk.

Secretary GEITHNER. Think about it this way: Consumers still
have too much debt. They are bringing down debt. They are raising
savings rates, they are being more cautious. Supervisors, you said
it, examiners, having been a little burned, are being tough now.
You see banks being cautious, too. And I was making a sensible ob-
servation that those things tend to work against growth in this
case and you want to make sure people aren’t overdoing it, you
ilon’t want to see too much tightness following too much looseness,
axity.

Chairman BACHUS. No, and I acknowledge that, but I believe the
fault lies mainly with the regulators who are restraining the banks
and actually questioning many of their loans.

Mr. FRANK. Will the chairman yield briefly, because I tend to
agree with that, although not with the top regulators. I think we
have had—the problem is a lot with the people in the field. But I
have asked people to point to anything in the statute that we
adopted that does that. I don’t think that is compelled or even in-
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fluenced by the statute. I do agree that there is a mindset among
some of the people in the field that has been problematic.

Chairman BAcHUS. I think we are all three agreeing with that.

Mr. Royce?

Mr. RoYCE. Thank you, Mr. Chairman.

Secretary Geithner, you and I agree about the need for higher
capital standards as part of the solution to the problem. We have
talked about that in the past and agree on regulating derivatives
for transparency, Hernando De Soto’s arguments, the importance of
that in terms of being a component of the equation.

I think my concern, as I have expressed to you before, is that we
are taking our eye off the ball and instead pursuing this course of
micromanaging the financial sector without the international com-
munity really buying into the approach that we have laid out. And
you are right to say that the regulatory community in Europe says
that they will buy into the approach. But that is not what is hap-
pening in this country.

I think the concerning comments by the CEO of the large foreign
bank who called the U.S. approach to derivatives a terrific oppor-
tunity, he said it is one of the biggest own-goals in financial market
history. And he says that the Asians don’t need to do anything to
gain an advantage. This is the type of press, if you pick up The Fi-
nancial Times, the kinds of advertisements basically that are being
made. Then when you think about the Fed Chairman’s own com-
ment on this point, he says portions of the proposed derivatives
rules, I think he is talking about extraterritoriality here, could cre-
ate a significant significant competitive disadvantage for U.S.-
based institutions.

So the further we get from passage of Dodd-Frank, the less likely
it seems that Europe is going to blindly follow us. And I don’t see
that on Asia’s part. They have already flat out rejected many of the
reforms that we have instituted.

What I want to ask you is, will Treasury commit to ensuring that
if we can’t get that concurrence, we hit the pause button on some
of this micromanagement until we bring them online so that every-
body is on the same playing field and we don’t have to worry about
that competitiveness issue that the Fed Chairman is bringing up?

Secretary GEITHNER. Let me just say, the Fed Chairman is right
to point out there are provisions of the law that because of how
they treat the foreign operations of U.S. affiliates, could cause that
problem that we are worried about. But I would say in general,
based on what our counterparts around the world are saying, I am
more encouraged than I thought I would be at this point. It is not
just what they are saying, but how they are drafting their rules.

I will just give you one example. We have had 3 decades or 4 dec-
ades of experience with global capital standards, not an excellent
experience, frankly, they were set too low, but we started 30 years
ago designing a global standard for capital. No such regime existed
on derivatives. But we proposed after regulation was passed that
we negotiate a global regime on margin for derivatives, and we
found very strong support not just from the European systems but
from the Asians too to the same basic principle.

So we are going to keep working on it, and we are making sure
that we try to sequence and design the rules in the United States
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so we are not in the position of landing ours before we are con-
fident that the others are going to land theirs in a sensible place.
We are not going to do this on trust. We are going to verify and
make sure we are all over it.

Mr. ROYCE. I think I am going to lay out another argument here
that I think would give you and I both pause because I think we
agree on this both, too. It is no surprise that the international com-
munity really is pushing back on this because they look at us and
they say it eludes the United States, they can’t even get their inter-
national coordination right between the CFTC and the SEC, right?
So there are wildly divergent views here.

Secretary GEITHNER. No, I wouldn’t say it quite that way. But 1
would say you are right and I will reinforce your point. We left in
place in the American financial system a very complicated set of
independent agencies with overlapping jurisdictions and different
responsibilities, and that makes the coordination challenge much
harder, but much more important, because you are right to say if
we don’t—

Mr. ROYCE. It was a mistake.

Secretary GEITHNER. I am not sure it was a mistake, but you
guys decided to do it. If you don’t have alignment among them,
then you are right to say how are we going to convince the rest of
the world—

Mr. RoYCE. Right. And we are out of alignment on 50 different
items at the moment.

Secretary GEITHNER. No, that overstates it. But we want them,
where Congress—where the statute permits it, we want them to be
fully aligned.

Mr. ROYCE. And we are not there.

Secretary GEITHNER. We are not there yet.

Mr. ROYCE. And until we get there, it is going to be hard to fig-
ure out how you get the Europeans there. And that is why you
have to be very cautious here. There is a competitiveness problem,
to quote a former Fed Chairman, if the capital markets march off
to London. That is the problem when you reading the Times.

Secretary GEITHNER. You are right. We are not going to let that
happen. I am reasonably encouraged at this point that we are
going to be able to prevent that. But we are working very hard at
it. And again, part of that is making sure that where we can, we
have alignment here at home. And you are exactly right to point
out that if we are sort of off a little bit here, it is harder to get
the world to come to a common standard. But you are right to em-
phasize that we care about it as much as you do, and we are, and
the SEC and the CFTC and the Fed are working to the same objec-
tive.

Mr. RoyCE. Thank you, Secretary Geithner.

Chairman BacHUS. Thank you, Mr. Royce.

Ms. Waters?

Ms. WATERS. Thank you very much.

Mr. Geithner, we are delighted to have you with us again today.
I would like to draw your attention to something that is going on
in this country that I think is extremely important and needs to
be addressed or recognized.
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There is an occupation on Wall Street in New York that is taking
place by protestors and the protestors are growing every day.
Today, here in Washington, D.C., we have an organized protest. In
Los Angeles, they have set up camps on city hall steps. And in
many other cities across the country.

They are basically reciting their concerns. They are very con-
cerned that 1 percent of rich Americans do not pay their fair share
of taxes. They are really angry about the banks that we bailed out,
the too-big-to-fail banks that were bailed out and they are not rein-
vesting in this economy with small businesses, they are not giving
mortgages, and they are not modifying loans, these mortgages.

In addition to that, they talk about the $1 trillion that the Feds
used to bail out banks and other well-connected businesses and in-
stitutions. They are really agitated about the Bank of America an-
nouncing that they are going to charge a $5 monthly fee for these
deficit cards. Citibank has announced that it is going to charge up
to $20 a month for checking accounts. They are saying no one has
gone to jail as a result of causing the financial crisis.

What do you say? Have you said anything about the protestors?
Do you support them? Do you recognize them? Do they have a real
beef here? You are the treasurer. They are angry at all of us. And
I am not just saying they are angry at you. But, you represent the
money systems of our government. So what have you said about
the protests? Do you support them?

Secretary GEITHNER. I have been asked this several times over
the last couple of days when I was in New York on, I think it was
Tuesday, and I will tell you what I said in response to those ques-
tions, which is I think you see reflected there, like you see reflected
across the country, a deep sense of concern about the fact that we
have 9 million Americans out of work. We have seen a huge in-
crease in inequality, a huge rise in poverty. I don’t know if many
people know this, but I think 40 percent of Americans born in the
United States today, children born this day, are born to families el-
igible for Medicaid. I think one in eight Americans are eligible for
food stamps today. You have seen a dramatic change, deterioration,
in people’s basic confidence in the ability of this political system to
do a better job of meeting the needs of middle-class families. We
are still living with the scars of the worst financial crisis in genera-
tions. So that is what I say to them.

I think that is why it is important, so important that we are
working to improve confidence, not just in the quality of public in-
stitutions, but in the safeguards we provide, protections we provide
Americans in the financial system, but also that we can find a way
to get Congress to demonstrate that we can do things to help the
economy now. And if Congress does not act this fall to do things
to help growth, help get more Americans back to work, then you
are going to be causing much more damage to an economy al-
ready—

Ms. WATERS. I don’t want to interrupt you, but some of us have
been wondering for a long time what you are saying about prin-
cipal writedown? That is a big issue in this debate. What can you
do to get the banks and the financial institutions that caused the
subprime meltdown to do something about keeping people in their
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homes? That is a big issue. Where do you stand on principal
writedown, Mr. Geithner?

Secretary GEITHNER. That is a very good question, and thank you
for asking about that. The programs we put in place in the housing
system have helped directly and indirectly about 4 million Ameri-
cans get their mortgages restructured and their payments reduced
significantly. As part of our programs, we have also created a tar-
geted program for principal reduction, which, to be frank, has had
very little take-up to date, in part because we don’t have the power
to compel the biggest parts of the mortgage market. FHA is prohib-
ited by law, and Fannie Mae and Freddie Mac, we can’t compel
them to do it, and they have been unwilling to move in that direc-
tion to support targeted principal reduction where it makes sense.
But we have been supportive of it. We have put a fair amount of
care and effort and resources into it, but we don’t have the author-
ity now to compel the largest parts of the system to move.

Ms. WATERS. I don’t want to interrupt you. My time is up. Would
you like to send a message to the protestors while you have na-
tional attention right now?

Secretary GEITHNER. I would just say what I said, which is
that—

Ms. WATERS. You support them.

Secretary GEITHNER. We all need to do a better job of dem-
onstrating that the responsible bodies in the United States, and for
the economy today it requires Congress, are able to act to do more
things to help get the economy stronger today. And without that,
you are going to be living with more pain, more poverty, more fear,
and more insecurity about the future.

Chairman BAcHUS. Thank you. Congresswoman Waters and Sec-
retary Geithner, I do agree with you that the demonstrators prob-
ably ought to be demonstrating in front of Congress and the White
House and the Secretary over at Treasury. Maybe they misdirected
their protests at the wrong city.

Secretary GEITHNER. I didn’t imply that.

Mr. FRANK. But I am sure the banks will appreciate it.

Chairman BAcHUS. I was talking about all these job-killing regu-
lations.

Mr. Hensarling?

Mr. HENSARLING. Thank you, Mr. Chairman.

Good morning, Mr. Secretary. I noticed in your testimony you
work in a reference to the President’s latest economic plan where
you speak about the tax relief. I do think it is important from one
perspective. According to the job creators I speak to in the Fifth
Congressional District of Texas, number one, when you combine
temporary tax relief with permanent tax increases on the other end
you are unlikely to create too many jobs. And at the same time I
would point out that the payroll tax relief in the President’s plan,
although perhaps it could be meritorious in a certain context, with-
out a simultaneous plan to deal with the insolvency of Medicare
and Social Security by borrowing from the payroll tax for this pro-
gram, you are frankly hastening the bankruptcy of programs that
we already know are going bankrupt for our seniors.

But the question I have is, you assert in your testimony that the
President’s economic plan, according to outside economists, would
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raise economic growth by 1 to 2 percentage points and help create
one to two million new jobs. My question is, are these the same
outside economists who told us the President’s original economic
plan would ensure that unemployment never went past 8 percent
and that it would create three to four million jobs?

Secretary GEITHNER. Congressman, it is always a pleasure to de-
bate these deep questions about tax policy and economic policy.

Mr. HENSARLING. I knew you looked forward to the opportunity.

Secretary GEITHNER. I was looking forward to it. Let me respond
this way, and I will make some arguments that many on your side
have been making for some time. If Congress does not act on the
tax front now or on investment, what happens? What happens is
the taxes every person with a job in this country pays go up by
roughly $1,000 at the end of this year. The taxes every business
pays will go up. Now, what we propose to do is to extend and ex-
pand those tax cuts and to tie them to long-term reforms that give
people confidence that we are going to go back to living within our
means.

Mr. HENSARLING. But, Mr. Secretary, if I could, I am really curi-
ous, because I haven’t seen the estimates of these outside econo-
mists, if you would be able to share them with me.

Secretary GEITHNER. Oh, they are in the public domain, but I
would be happy to do it. If you look at the broad range of views,
and there is a range of views, economists disagree on everything,
but the broad consensus is in that direction. They are not our esti-
mates, they are their estimates.

Mr. HENSARLING. If I could, because unfortunately, the time is
running out here, and specifically I was trying to figure out about
which economists were saying this. At least when I speak to a
number of people, small business people, and I think you mention
it in your testimony, there does seem to be a lot of uncertainty,
frankly, a lack of confidence, part of this does have to do with regu-
latory uncertainty, and I do know that there has been a dizzying
array of rulemakings that have to take place of which FSOC cer-
tainly has some, frankly a fair amount of oversight.

As I understand it, 64 new rules have been finalized, and 126
deadlines have been missed. And, believe it or not, I am not actu-
ally trying to ascribe blame, I would rather it get done right than
get down quickly, and we still have another 210 rules to come, as
I understand it. I guess the question I have is that there still ap-
pears to be so much lack of specificity and certainty within a lot
of the community financial institutions I speak to, what is it that
FSOC can do to move this particular process forward? Because I
believe, again, it is the uncertainty of the rulemaking process and
frankly the certainty of bad rules that is inhibiting a lot of our job
creators today.

Secretary GEITHNER. I disagree with you on that, but I will re-
spond in the following way, and I just want to repeat some of the
comments made earlier, if you talk to community bankers across
the country as I do, most of them will say the following: They will
say they recognize that they were largely and almost completely
left out of, if not privileged and advantaged in the Dodd-Frank Act,
but they are concerned, some of them, that they are under too



16

much pressure from examiners to tighten standards beyond what
they think is necessary.

It is hard to know how much of that is true, but that is what
they say. They don’t complain about the regulatory framework. As
you know, the people who represent community banks supported
the bill and they were very successful in convincing you to carve
them out of most of the protections, and they are privileged in
many ways. But they say they are concerned they get a lot of heat
from examiners that they think goes beyond what is necessary. It
is hard to justify that. Examiners are trying to do their job.

Mr. HENSARLING. Mr. Secretary, I see I am running out of time.
I would just say it is clear that we are speaking to a different uni-
verse of community bankers. But I appreciate your testimony.

I yield back.

Chairman BACHUS. I thank the gentleman.

Mrs. Maloney is recognized for 5 minutes.

Mrs. MALONEY. Thank you.

First of all, I would like to say thank you, Mr. Secretary, for your
service. You probably understand more than anyone how close we
came to a total collapse in 2008, and your leadership has been a
great part of helping us to dig out of that challenge.

I also want to join the comments of our ranking member who
said the swipes was a gift from the other body. But a gift from this
committee and this Congress on this side of the aisle was the
CARD Act, the Credit Cardholders’ Bill of Rights. In that, they had
many of the principles of Dodd-Frank, of transparency, a level play-
ing field, and really making life better for the working men and
women in our country. It stopped many of the most abusive prac-
tices, such as raising rates any time, for any reason, retroactively
on balances.

I want to note that many issuers were not following these unfair
deceptive practices as prescribed by the Fed, but others were. A re-
port that came out recently from the Pew Foundation said that this
bill alone saved consumers over $10 billion last year. So this is an
effort that the President signed into law, that you championed and
many members of this committee on both sides of the aisle cham-
pioned, and I want to say thank you for that.

Yesterday, I was in New York, and I met with some of the
protestors. They were very angry, and I can understand their
anger. They were angry about what has happened to them finan-
cially, about their prospects for the future. So my question to you
is, what would you say to the protestors if they were camped out
in this room today about what has happened to them, what have
we done to change their prospects for the future, what has this
FSOC report said to the possibilities of the future? Certainly, stabi-
lizing our markets, bringing in balanced and fair regulation that
protects their deposits, that protects their work in the future is
something that is really important.

I want to share with my colleagues, many of whom treat Dodd-
Frank like it was a horrible thing, I call that mentality, let’s forget
that the financial crisis ever happened.

When President Obama came to Wall Street and spoke to Wall
Street, it was the day after the Senate vote and he pulled out a
press clipping and he said, I want to read this to you. And he said,
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it passed out of the Senate yesterday. And many leaders in the fi-
nancial industry were aghast. They thought this was going to be
the ending of the capitalist system, of the opportunity to grow and
expand capital and jobs. He went on and on. And then he said, this
came out in 1929, 1930, after we created the FDIC, which per-
formed, I think, so brilliantly in helping us confront this financial
crisis.

So I would like to hear what the FSOC report says about what
Americans can hope for and plan for a more stable future finan-
cially, and thank you for your service.

Secretary GEITHNER. I don’t think I can improve on how you said
it. What the financial reform law does is establish the basic protec-
tions we did not have to prevent Americans from being victimized
by not just fraud and abuse and predation, but from the type of
risk-taking that we saw that almost brought down the American fi-
nancial system.

I am very confident that with these reforms, we are going to
build a much better system, a much more stable system. It will be
to the benefit of not just the average working family who needs to
borrow to put their kid through college or to buy a house, but for
businesses that need to raise capital. And we have all seen what
happens when you get that basic balance wrong. It hurts every-
body, not just the imprudent. It hurts the innocent victims in that
sense.

What I would say generally, and I would say this to the Amer-
ican people generally, is that you should be demanding better re-
sults from Washington in things that can help the economy now.
Because even with the strength of those reforms on the financial
system and the progress we have made, we still have an economy
that is not growing fast enough, millions of Americans are out of
work. And we have seen these new shocks from Europe, and we
have to act to protect ourselves from those things and do things to
make the economy heal more fastly.

I think this argument you have heard that what is hurting the
economy now is an excess of regulation is without foundation. I
want to quote to you a concluding paragraph from an article that
Bruce Bartlett published on October 4th. Bruce Bartlett held senior
policy roles in the Reagan and Bush Administrations and served on
the staffs of Representatives Jack Kemp and Ron Paul.

These are his words. “In my opinion.” It is a pretty thoughtful
article, and he goes through the evidence, and he says, “In my
opinion, regulatory uncertainty is the canard invented by Repub-
licans that allows them to use current economic problems to pursue
an agenda supported by the business community year in and year
out. In other words, it is a simple case of political opportunism, not
a serious effort to deal with high unemployment.”

And he cites in this context—I will tell you what he cites because
it is useful. What he looks at is the level of unemployment and the
rate of growth and profitability in the sectors of the economy where
we are trying to put in place better protections: health care; en-
ergy; and financial services. And he cites an academic in that con-
text and he says that there is no evidence you can find to support
the proposition that our efforts to design better protections in those
areas are damaging growth. What is damaging growth, what is
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damaging confidence is that growth is slower than we would like
because we are still healing from a terrible financial crisis and we
face the cumulative burden of these other shocks—oil, Japan, Eu-
rope, etc.—and that is why we have some more work to do.

Mrs. BIGGERT. [presiding]. Thank you. The gentlelady’s time has
expired. The gentlewoman from West Virginia is recognized for 5
minutes.

Mrs. CAPITO. Thank you, Madam Chairwoman, and welcome, Mr.
Secretary.

My first question is, one of the principal mandates of the FSOC
was to look at the systemic connectedness of our larger institutions,
because obviously that was a big problem with what happened in
2008. Would you say today that our institutions are more or less
systemically connected than they were pre-2008?

Secretary GEITHNER. They are obviously very closely tied, but the
most important thing we have seen is they hold much more capital
against risk and they are funded much more conservatively, with
much longer-term sources of funding. In addition to that, there has
been dramatic progress in trying to make sure there is much more
conservatism in the derivatives markets where people come to-
gether and the funding markets that join them. For those reasons,
it is much less likely that a particular shock would damage the
strong, not just the weak, and much less likely that pressures on
a weaker institution would spread to the stronger.

Mrs. CAPITO. Would you say that the effects, and we are seeing
you address this in some of your statements, the effects we are see-
ing from the European situation, which is billowing over and affect-
ing our markets and our financial institutions, doesn’t that kind of
play into this systemically connected issue? In my speaking with
some of these institutions, they are sort of saying one of the prob-
lems was we were too systemically connected. Why is the FSOC not
saying, unwind your systemic relationships and maybe that would
alleviate any kind of possible collapse such as we saw?

Secretary GEITHNER. I think we are moving in the same direc-
tion, but just to be realistic, banks and markets are always going
to be terribly closely connected. There is no way to separate them,
disentangle them, separate them—you can’t put them in silos like
that.

What you need to do is to make sure that the firms have much
bigger cushions against risk, again, are much less vulnerable to
funding pressure, and that the markets where they come together,
like tri-party repo and money market funds and derivatives, have
a much stronger financial cushion. If you do that, then you have
much less risk of contagion, which is the risk you were referring
to.

But in a competitive market—and we are going to run a market-
oriented financial system—you can’t disentangle those things or
otherwise, we wouldn’t have a financial system that worked.

Mrs. CAPITO. How close are you, as the FSOC, to designating the
SIFIs?

Secretary GEITHNER. On Tuesday, I think, next week, the Coun-
cil meets to consider approving new guidance that we would give
to the market on the criteria we are going to use to determine—
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Mrs. CAPITO. So when will that occur? After you do the guidance,
then you have another year, so you are really 2V2 years into—

Secretary GEITHNER. No, I don’t think so. But we are doing what
people asked, really, which is—what people asked is for a little bit
more clarity in the criteria we use before we designate. And we
were trying to do something that is sensible, which is to give people
a chance to look at those criteria, give us feedback on them, com-
ments on them, so that we come out with judgments that people
understand and respect and people can plan for those and adapt
to them.

So we are trying to be responsive to the concern many have ex-
pressed that we give people more guidance.

Mrs. CapiTo. Okay. And once those are designated, whenever
that is, 2%2 years from now, will they—the living wills that they
are creating, when are they due in to the FSOC?

Secretary GEITHNER. I can’t speak to that. I would be happy to
get back to you in writing. I am not sure exactly when. But I don’t
think you are right about the 2%2 year thing. I hope we can move
more quickly—

Mrs. CApPITO. I just know how slowly these things move. You
know that, too.

Secretary GEITHNER. Let me say one more thing on that. We are
moving more slowly than some of the deadlines required. But I
want you to know that, where we are slower, it is because we are
trying to get them sensible and get them right, and we are trying
to get everybody to move together, not separately with different
standards. And it is a complicated thing to do.

And we recognize that, in some ways, slow is bad, but slow is
better in the service of a better outcome with smarter rules.

Mrs. CaprTo. Thank you.

And then just one thing about the regulatory—obviously, this is
a big issue that is coming up—the regulatory burden of Dodd-
Frank. And your previous answer—I wrote you a letter—and you
responded to it, and I appreciate that—about what types of regula-
tions after the President’s Executive Order 1 and 2 asking you to
weed out old regulations, streamline. And, basically, your final
point here is that, “I will seek ideas from council members on con-
crete ways in which agencies can use the council as a vehicle to im-
prove coordination.”

I write these kind of letters, too. So, you are really saying that
you haven’t really done anything here.

Secretary GEITHNER. Not quite. But you are right, we haven't
made much progress yet. And it is hard, but I am very committed
to this.

When I first went to the New York Fed a long time ago, I re-
member looking at the bulk of accumulative stuff that had been
built up over the years in the regulatory process, well-motivated
stuff—Bank Secrecy Act, consumer protection things—

Mrs. CapITO. Right.

Secretary GEITHNER. —and what we generally don’t do is go back
and look at those when we do the new things to clean up the ones
that don’t meet their objectives in the past. And it is very impor-
tant we try to do that, because we are trying to get a smarter sys-
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tem and a tougher system, not just more muck piled onto the cur-
rent system.

Mrs. CaApPITO. I would encourage you to—

Secretary GEITHNER. But I want to give you two examples. In the
area of consumer—

Mrs. CapPITO. I think my time is up. Sorry.

Secretary GEITHNER. —mortgage disclosure—

Mrs. CapiTO. Right.

Secretary GEITHNER. —credit card disclosure—

Mrs. CapITO. That was in your letter.

Secretary GEITHNER. —and there are two examples I can’t refer
to you in detail but I would be happy to write you about in the
Bank Secrecy Act where we have started to simplify things in a
way that help.

But we are just at the beginning of this process. We have a lot
more work to do.

Mrs. CAPITO. Thank you.

Mrs. BIGGERT. The gentlewoman’s time has expired.

The gentleman from Illinois, Mr. Gutierrez, is recognized for 5
minutes.

Mr. GUTIERREZ. Thank you very much.

And welcome, Secretary Geithner.

I want to go back to TARP and see if we agree on something:
$700 billion for banks and $30 billion for homeowners under the
HAMP program; is that correct, Mr. Secretary?

Secretary GEITHNER. No. We—when I took office, the President
took office—

Mr. GUTIERREZ. I didn’t ask you when you took office—

Secretary GEITHNER. No, no. [—

Mr. GUTIERREZ. —but according to TARP. How much money was
there in TARP?

Secretary GEITHNER. No, there was $700 billion authorized for
the system as a whole, but—

Mr. GUTIERREZ. And how much was authorized under HAMP?

Secretary GEITHNER. Hold on, I am coming to you. I am going to
respond to your question.

Mr. GUTIERREZ. It is only—it is already half a minute.

Secretary GEITHNER. Roughly $350 billion.

Mr. GUTIERREZ. $700 billion authorized. And how much was au-
thorized for HAMP?

Secretary GEITHNER. Roughly $350 billion was disbursed to
banks.

Mr. GUTIERREZ. Okay.

Secretary GEITHNER. Fifty authorized for HAMP. Thirteen-bil-
lion-dollar profit on the investments in banks.

Mr. GUTIERREZ. But I am—

Secretary GEITHNER. Hold on.

Mr. GUTIERREZ. I am not—those aren’t the questions. See, we
ask the questions. I know it is uncomfortable, but every now and
then, we ask questions, you answer questions. You have answered
other people’s questions. You are answering questions I haven’t
even asked. So you might be getting ahead of yourself here a little
bit, Mr. Secretary.
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So let me just ask, so there was $50 billion for HAMP, right? Is
that what you just stated?

Secretary GEITHNER. Authorized for HAMP.

Mr. GUTIERREZ. Authorized for HAMP. How much of that $50
billion was spent?

Secretary GEITHNER. A very small amount.

Mr. GUTIERREZ. A very small amount—$2 billion.

Secretary GEITHNER. We have committed substantially more.

Mr. GUTIERREZ. I know. How much has been spent?

Secretary GEITHNER. Very little.

Mr. GUTIERREZ. Very little, okay. So you won’t agree to $2 bil-
lion, but I know it is $2 billion. You can write me a letter—and you
are going to write me a letter that says it is $2 billion.

Secretary GEITHNER. You have to look at the Hardest Hit Fund,
the whole package of it.

Mr. GUTIERREZ. That is okay. It could be $3 billion, but it is still
a miserable amount of money.

Secretary GEITHNER. It is not $50 billion.

Mr. GUTIERREZ. Even if it is $4 billion, it is not very much. It
is terrible.

And so we authorized $700 billion. The banks got $350 billion.
We authorized $50 billion so that people could stay in their homes.
So the banks got quite a bit of money to stabilize themselves, and
the money that we put forward so that homeowners could stay in
their homes really wasn’t utilized that much. Isn’t that a fair—

Secretary GEITHNER. If you want me to respond to your point, 1
am happy to do it?

Mr. GUTIERREZ. But isn’t that fair, though?

Secretary GEITHNER. First of all, it is true that we have spent
a very small fraction of the money authorized under the housing
programs. And that is because the number of people who are eligi-
ble through those programs are a fraction of those that we thought
would be eligible. But—

Mr. GUTIERREZ. Okay. So, in other words—

Secretary GEITHNER. But one more thing.

Mr. GUTIERREZ. —Mr. Secretary, you are going to blame, as the
Republicans do, Freddie Mac and Fannie Mae. And we—

Secretary GEITHNER. Nope.

Mr. GUTIERREZ. —hear from them all the time how terrible they
are. And they won’t do anything because they are under receiver-
ship, and there is nothing you can do with the money. So—

Secretary GEITHNER. No, I am not going to say that. I am just
saying—

Mr. GUTIERREZ. But the fact is—let me ask you a question. So,
you said to us—first, you said mortgage-servicing business, you
said that was really big. All right? And you said to us earlier, you
said, huge increase in poverty and inequality. You said that to us,
and that we should speak more clearly and more boldly, you said.

So I guess my point is, when the regulations were established as
to how you could use the HAMP program, were there regulations
established so that you could reduce the principal amount of the
loan, which you and your Assistant Secretary have agreed would
be very helpful in keeping people in their homes?
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Secretary GEITHNER. Yes. As I said in response to your col-
league’s question, we did establish—at the beginning, we had au-
thority to do it. And we were providing assistance for it with the
taxpayers’ money, both through the State programs and directly,
programs that support targeted principal reduction. Yes.

Mr. GUTIERREZ. So why hasn’t more money been used?

Secretary GEITHNER. For the reasons I said. Because our pro-
grams directly only reach—

Mr. GUTIERREZ. Okay. Mr. Secretary, forgive me if I fail to grasp
this. I am not the Secretary of the Treasury. I didn’t work at the
Federal Reserve in New York, and maybe I don’t understand. But
it seems to me that, as I see people out there on Wall Street and
I see this conversation that we are having here, look, I think it is
pretty natural to say, hey, there was hundreds of billions of dollars
in TARP money, there was a sense of urgency both by your prede-
cessor, Mr. Paulson, and you and others to come here to the Con-
gress of the United States and say, let’s stabilize our financial sys-
tem, it is in gridlock, it is going to fail, we need to give them the
money. And, indeed, they got hundreds of billions of dollars to sta-
bilize that system. But, basically, the homeowners didn’t get very
much from the HAMP program which was established.

And I just want to state for the record, I voted for it, primarily
because I thought, well, at least there will be some money so that
people can stay in their homes. I think that is why people are a
little angry.

And then, Mr. Secretary, to be quite honest, when you come and
say to us, there are a lot of people in poverty and then you say,
I don’t want to talk about the $5 fee, look, Mr. Secretary, people
pick up the newspaper and they read stories that you talked to
JPMorgan Chase and Morgan Stanley and all the boys and girls on
Wall Street first thing in the morning and at the end of the day,
but you can’t comment when they put a $5 charge at Bank of
America. They want you to speak, because they pick up the phone,
Mr. Secretary, all the time to those same banks, and those banks
won’t return their phone calls so they can get their mortgage medi-
ated.

Se‘(?:retary GEITHNER. Can I say one thing in response, Mr. Chair-
man?

Chairman BACHUS. Absolutely.

Secretary GEITHNER. Congressman, I just wanted to say that—
and I tried to say this at the beginning, but you didn’t let me—this
Administration, at my recommendation, with the President’s sup-
port, put hundreds of billions of dollars into the housing market,
not directly through HAMP but through the GSEs and through the
direct purchase of mortgages, that had a dramatic effect in low-
ering mortgage rates for everybody, helping people refinance, stay
in their homes—made a huge difference in easing the pain.

But our programs have dramatically underperformed what we
thought. But why did they do that? It is because there were far
fewer people eligible for our programs than we estimated origi-
nally. We have tried to reach as many as we can, and we are going
to keep doing it for exactly the reasons you said, and we should
keep doing it. And we are very disappointed and frustrated by it,
and we have a lot of challenges ahead.
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But we did not—the HAMP authorization of $50 billion does not
capture the full scale of the resources we put into the housing mar-
ket. We put much more into the housing market, in total, than we
did for the banking system as a whole.

Mr. GUTIERREZ. I just want to say, the next time they have a cri-
sis, don’t call me.

Chairman BacHUS. Thank you.

And thank you, Mr. Secretary, for that response.

At this time, I am going to recognize Mr. Garrett. Then I will go
to Ms. Velazquez. And then Mr. Neugebauer will have voted, and
we will go to Mr. Neugebauer. He may be in the Chair at that
time. And if Members wish to go vote and come back, Mr. Meeks,
we can keep the questioning going on.

The Secretary has agreed to be here until 3:45. Originally 5:00,
but he was going to come at 2:00, but we had agreed on 3 hours,
Mr. Secretary.

Secretary GEITHNER. No, Mr. Chairman, I am sorry—

Chairman BACHUS. Two hours, that is right, 2 hours.

So, as long as the questioning goes on, we will have a 2-hour
stop. If it is interrupted, we will extend to the point it is inter-
rupted, but hopefully we won’t interrupt it.

Mr. Garrett?

Mr. GARRETT. I thank the Chair.

I have to say I am taken aback by some of the comments by our
witness today. The uncertainty being a canard, with regard to a
weight on the pressures on the markets today?

Secretary GEITHNER. Not my—not my words. I was just—

Mr. GARRETT. No, but I know you were quoting from them favor-
ably. But if there is anything more of a pressure on the markets
than uncertainty, it is the certainty that this Administration would
take this view and take the view that the over 2,300 pages of regu-
lation, the 400 of statute, the 400 regulations that are coming from
it, is not a burden and the uncertainty that creates is not a burden
on this marketplace.

Just as an aside, I would very much appreciate if you could pro-
vide me with even half a list of those community bankers who you
have talked to who say that they are privileged that they don’t
come under Dodd-Frank. Because I have not met one.

Secretary GEITHNER. Again, they supported the law because—

Mr. GARRETT. They have supported the law, but if you are saying
that they appreciate not being under it, I would like the individual
names of those bankers.

And to the ranking member, to say that he has not seen any-
thing in the legislation specifically articulated that would either
raise the intermediation costs or the costs on businesses, obviously
the ranking member has not been listening to any of the testimony
we have had before and after Dodd-Frank has gone into effect and
he is not listening to what the markets are saying right now.

Mr. FRaNK. Will the gentleman yield?

Mr. GARRETT. No, I will not yield.

Mr. FRANK. Big surprise.

Mr. GARRETT. The other uncertainty in this, of course, Mr. Sec-
retary, is in a couple of other areas—GSEs.
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Mr. Secretary, do you remember we had a meeting back in April
and we said, “We want to work with you.” You did a White Paper,
you had three plans, and we sincerely want to work with you. And
you asked us to let you have a little bit of time, and you will have
your staff work on it—give you a few weeks, and then you will get
back to us.

That was back in April. This is—May, June, July, August, Sep-
tember—October. And now I understand you may have just told
Senator Vitter on the Senate side, or you may have told someone
else, that you are now working on coming up with it still.

In a nutshell, when can we have a response to our April request
as to what the Administration’s exact details are and not another
White Paper?

Secretary GEITHNER. I meant what I said when I said it to you
in April, which is that we are looking at options and we are happy
to discuss them with you. But, as you know, we have been a little
busy. We had a little crisis in Europe. We had a little debt limit
debate—

Mr. GARRETT. I understand that, but when—that is 6 months,
SO—

Secretary GEITHNER. So, soon. I don’t know when yet, but soon.

Mr. GARRETT. It was a couple of weeks back in April—6 months.
By the end of the year? Because this is important. Isn’t GSE re-
form very important, that we should be tackling it?

Secretary GEITHNER. It is. It is. And I am glad to hear that the
debate seems to be moving in a constructive direction on your
side—

Mr. GARRETT. It is constructive over here in the House. It is not
constructive from the White House and from yourself.

Secretary GEITHNER. But we are not stopping you. If you want
to come up with ideas, it is fine.

Mr. GARRETT. But we would like to work—the President is on TV
today saying that we are not working with him. We are all about
working with him, as long as we have something specific from you
or the Administration.

Secretary GEITHNER. I took you at your word when you said you
wanted to work with us. And I also said, and I said it publicly
today again, that I think the burden is on us to propose a detailed
plan. And I would like to do that.

Mr. GARRETT. And, on that note, I will just say, we are still wait-
ing.

And, also, we sent you a letter that was also a reference to
FSOC—and this just went to you, so I am not asking for an imme-
diate response. But our letter basically asked, with regard to all
the regulations out there, can’t we have a roadmap, basically, in
place, directed by FSOC, as for a timetable for the regulations to
come out, and put it in the Register by FSOC? Can we—

Secretary GEITHNER. I read your letter, and—

Mr. GARRETT. Good.

Secretary GEITHNER. —I have to confess to you, I had the same
basic instinct at several times over this process, because it is a very
complicated, confusing path of uncertainty on timing, and we are
trying to resolve it. So we are going to try to get as much clarity
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as possible from the regulators—remember, they are independent
of us—about what the timeframe is going to be.

Mr. GARRETT. But they are independent of—if FSOC put it out
and put it in the Register as the timeframe that you wanted to go
by—right?

Secretary GEITHNER. As I said, it would be great to have a little
more clarity out there about actual sequencing, and—

Mr. GARRETT. Two more quick questions. Now, I will switch over
to other uncertainty, not here but over in Europe. I understand
that you have urged the Europeans to leverage their $400 billion
European financial stability facility—their facility—to issue euro
bonds.

Secretary GEITHNER. No, that is not quite right. But go ahead.

Mr. GARRETT. No?

Secretary GEITHNER. No, not precisely. But go ahead, I will let
you finish your question.

Mr. GARRETT. Okay. So, basically, if they were to do that, these
would be euro bonds that would be issued by the EU, which would
be backed by member states, who basically can’t print their own
money because member states can’t do their own money anymore.
Some would connote that, then, to be some sort, if you will, a CDO
sort of thing, a sovereign CDO to try to infuse capital into those
marketplaces.

My question on that is, if they were to do that, can you assure
us that this Administration, the Fed, would not be looking to buy
any of those euro bonds?

Secretary GEITHNER. I don’t think we would have the authority
to do it. So I don’t think you have anything to worry about.

Mr. GARRETT. And so, nothing through the Fed. Okay.

Secretary GEITHNER. I don’t think so. I can’t envision a cir-
cumstance like that.

As you know, they are members of the IMF. So they have the
right, as members of the IMF, to borrow from the IMF if they meet
the conditions.

Mr. GARRETT. That is my next quick question, in 6 seconds, is
that the Fed has swap lines where we—

Secretary GEITHNER. They do have swap lines, that is right.

Mr. GARRETT. —and these go back to those banks over there, and
those banks get—and, in return, is they are backed by the social
security of what? Of the other banks over in those countries or the
sovereign debt of those countries? Effectively, we are put on—Dby
the swap lines, we effectively are connected, if you will, through
the Fed and through those swaps, to the potential for a contagion
of the failure over in the EU.

Is that something that is good for us to be in the position of?

Secretary GEITHNER. Absolutely. And there is no risk to us in
this country. These are the swap lines extended to the ECB.

Mr. GARRETT. Yes.

Secretary GEITHNER. And they are swaps of euros for dollars.
There is no risk in them. We have used them once at enormous
scale. And there is no risk to the United States.

And they are very much in our interest to do because we run a
dollar-based international financial system. And those institutions,
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when they need dollars, have nowhere to go except from us, and
we are trying to meet that need.

Chairman BAcHUS. All right. Thank—

Mr. GARRETT. But the ECB is backed by—

Chairman BacHUS. Thank you, Mr. Garrett.

Mr. GARRETT. Thank you.

Chairman BAcHUS. Ms. Velazquez?

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

I yield to Mr. Frank.

Mr. FRANK. First, Mr. Garrett, as he often does, won a debate
with a straw man. “The Wizard of Oz” must be his favorite movie.

The fact is that I never said there was nothing in the bill that
would restrain businesses. I am very proud that we restrained the
kind of credit default swaps that AIG engaged in with no ability
to repay. I am very glad we restrained people from making the
kind of mortgage payments they shouldn’t make in selling them.
So, of course there were things that restrained some activity that
was not productive.

What I said we did not do in that bill, and no one has pointed
to me, was anything that would increase the lending standards for
banks on conventional loans. Nothing in that bill tightens them.

But, secondly, as the gentleman leaves, I have to say, his blam-
ing the Administration because we haven’t done anything about
GSEs—have people forgotten he is the chairman of the sub-
committee that has jurisdiction over the GSEs? When he blames
the Administration for the fact that this committee has not gone
beyond subcommittee on the GSEs, he makes Pontius Pilate look
like a standup guy.

The fact is that there has been the greatest inability to focus on
this. And the notion that they can’t do it without the Administra-
tion has to be the least credible excuse I have ever heard. It is not
that the dog ate my homework, it is that the unicorn ate my home-
work. Because what we have here are people who have been very
critical of the Administration, who have never asked the Adminis-
tration’s permission to do anything, but when it comes to the GSEs,
because there is this great gap between their ideology and reality,
all of a sudden the poor dears can’t do anything without the Ad-
ministration’s telling them to.

I thank the gentlewoman for yielding.

Ms. VELAZQUEZ. Mr. Secretary, last month, the Treasury made
its final round of investment in the Small Business Lending Fund,
bringing the program’s total to just $4 billion, just 13 percent of the
$30 billion that was set aside. And only 332 banks across the coun-
try were able to access the funds.

Mr. Secretary, I truly personally believe that the Small Business
Lending Fund’s error was that it wasted today’s resources on yes-
terday’s problems. It was in 2008-2009 when small businesses
were not able to secure access to capital, but we didn’t do anything.
Then it wasn’t until 2010, a year after we passed the legislation,
that the program was up and running.

So, at the height of the financial crisis, small businesses strug-
gled to find credit, but today they struggle more with depressed
sales. So you put a solution to a problem that didn’t exist, because
basically you bring a solution to the banks. With interest rates ef-
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fectively at zero and deposits at all-time highs, banks have ample
capacity to lend.

So, still, now, small businesses are struggling. And when people
try to explain why is it that in the 1990s, we created 3.6 million
jobs, small businesses did it, why is it that we are not doing that
today?

Secretary GEITHNER. I agree with much of what you said, but I
want to just change one thing. This President and this Congress
did a dramatic, with your leadership, huge number of things in the
early stages of the crisis for small businesses through the SBA and
even through the TARP program at the beginning and, in addition,
did very substantial tax cuts for small business at that early stage
in the crisis.

Ms. VELAZQUEZ. Ye, but I am talking about this bill.

Secretary GEITHNER. And this bill, although it took a long time
to design it by Congress, time to implement it, it was also very well
targeted to help make sure that there are no more credit con-
straints across the country.

But you were right to say that the biggest problem facing small
businesses across the country is weak growth and weak growth in
sales. The best thing we can do about that, in addition to making
sure they can get credit, is to make sure that we make the economy
stronger. And that is why this mix of tax cuts and infrastructure
spending that the President has proposed is so important.

If Congress were to enact those things, there would be more de-
mand for products small businesses create and services they
produce across the country. But you need the credit, too, because,
as you know—this is your life’s work—they need the oxygen in this
context.

And the reason why you saw relatively limited participation in
this program was, in part, because, as you said, some banks have
plenty of capital, and we only had applications for about one-third
of the authorized assistance, but only half of those banks met the
standards in the law, and it is less than we thought. We were a
little surprised by the takeup.

But you are right to point out that the most important thing we
should do is to make sure we get growth stronger so demand is
greater, and more demand for the products and services small busi-
nesses create.

Chairman BacHUS. Thank you, Mr. Secretary.

Mr. Dold from Illinois is recognized for 5 minutes.

Mr. DoLp. Thank you, Mr. Secretary, for taking the time to be
with us. And I certainly know, I guess, one of the advantages of
waiting while there are votes is that we get to ask questions.

So I am concerned and wanted to talk to you about the China
currency bill that currently just got passed, actually, by the United
States Senate. As somebody who represents a district that exports
over a billion dollars over to China, I am obviously concerned about
what kind of ramifications this has.

Currently, we have had little word from the Administration
about what their plans are. A lot of other bills, we hear that the
President is going to put his veto threat out there. If this were to
pass through, would your recommendation be to the White House
to veto the bill or to sign it?
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Secretary GEITHNER. As the White House said yesterday—and I
will just repeat their language just to be careful—if this bill were
to advance, then Congress would, or should, address the concerns
that have been raised about the consistency of some provisions
with our international commitments.

But let me just say, we—

Mr. DoLD. Specifically with the world trade obligations; is that
correct?

Secretary GEITHNER. Yes.

We have a problem, though, which is that I think we all need
China to let their currency rise more rapidly, and we need to find
a bit more effective way to address a whole range of practices the
Chinese continue to do to subsidize and disadvantage U.S. compa-
nies—stealing offshore property, forcing transfer technology. And
we are very concerned about that, working very hard to address
them. And we have not made enough progress. We want to build
on that progress.

Mr. DoLDp. If the bill were to go—sometimes you have the oppor-
tunity to say, “We want you to address those things,” and some-
times they do and sometimes Congress doesn’t—in its current form
right now from the United States Senate to the President’s desk,
your recommendation would be what?

Secretary GEITHNER. As I said, if this bill were to advance, we
would want Congress to address the concerns that exist about the
design of those provisions that would violate our international com-
mitments. That is what I would say. I won’t go beyond that, for
reasons you can appreciate.

Mr. DoLD. All right.

If T can, I will just jump to something else. Overseas regulators
have made it clear that they will potentially not follow the lead of
the United States on a number of provisions that are a prominent
feature of our regulatory reform, including the Volcker Rule and
swaps push-out, more specifically with Section 716.

Shouldn’t this make you skeptical that they will not harmonize
their rules with those of the United States on other important pro-
visions, as well?

Secretary GEITHNER. I am a little worried about that. But, we
never could expect that the world would match us identically for
specific provisions we thought were in our interest of protecting our
system.

But I think we have a very good chance, as I said earlier, on the
fundamental things that determine the economics of finance here
and around the world—in capital liquidity derivatives, margin,
etc.;,—we are going to work very hard to make sure we come to a
common position so we don’t see that material shift in activity out-
side of the United States to the disadvantage of U.S. firms.

Mr. DoLD. I had some other questions with regard to the FSOC
specifically and derivatives, but Congressman Royce went over
those, so I will just jump on to something else.

The SIFI designation, which you are in the process right now of
trying to take a look at those, about how many U.S. companies do
you think would fall under that SIFI designation?

Secretary GEITHNER. Can’t tell yet.

Mr. DoLD. Rough estimate?
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Secretary GEITHNER. Don’t know yet.

But I will tell you what we are trying to do. We are trying to
define the mix of size and risk that we think requires us to take
a closer look about whether those institutions should be subject to
the type of constraints we put on banks in terms of capital and le-
verage. That is the motivation for this. It is a very important thing
to do because in our crisis, we had a huge buildup of risks outside
the system, alongside banks, doing basically what banks are
doing—

Mr. DoLD. Sure.

Secretary GEITHNER. —and that was devastating. And so we are
trying to make sure the scope of that authority will extend to insti-
tutions that fell outside of those safeguards but need to be under
them.

Mr. DoLD. If T could just go out—and we don’t like to deal in
hypotheticals, but if we can, I know there are specific companies
out there that have actually filed Chapter 11, that have gone
through a bankruptcy reorganization. Wouldn’t that, by sheer defi-
nition, make them outside of a SIFI designation?

Secretary GEITHNER. We have had centuries, decades of experi-
ence with banking and financial crisis, and—

Mr. DoLD. And I certainly don’t mean to say that you don’t.

Secretary GEITHNER. No, no, I know—“we”—as a country, unfor-
tunately.

And what we learned as a country in that context is that banks,
or institutions that are like banks—they take on leverage, they bor-
row short, lend long, assets are liquid, vulnerable to runs—those
institutions require a modified bankruptcy regime to deal with
them because of the risk that you suck the oxygen out of them and
they come crashing down.

And, the way bankruptcy works, normally under the corporate
context, you need somebody to be able to lend in the financing role,
and you need to adapt that model, as we did after the S&L crisis
in particular, to give a special way—and Dodd-Frank did—to make
sure you can adapt that same basic principle to institutions that
are structured with that mix of leverage and liquidity risk.

Mr. DoLD. I appreciate that my time is now up, but I do want
to just mention that I was up and met with a company that actu-
ally has gone through the bankruptcy process, did not suck that ox-
ygen out of the air, and yet they are considered under that SIFI
designation, as of right now. And I would simply argue—

Secretary GEITHNER. Nobody is under it yet.

Mr. DoLD. They fear—

Secretary GEITHNER. They fear.

Mr. DoLD. —they fear, and I think rightfully so, that they will
be put under these constraints. And I would just certainly like to
caution you and those who are making these decisions that, if there
is an organized way already existing in the laws that they would
not fall under that SIFI designation, we want to make sure that
we are not casting as wide a net and more of a narrowly tailored
net if possible.

Secretary GEITHNER. Fair point. We are going to try to get that
balance right. And I think if the Council adopts this guidance, peo-
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ple will have a lot more clarity about the criteria we are going to
propose and another chance to comment on that criteria.

Mr. DoLD. Mr. Secretary, thank you for your time.

Mr. NEUGEBAUER. [presiding]. I thank the gentleman.

The gentleman from Georgia, Mr. Scott.

Mr. Scort. Thank you very much.

And welcome, Secretary Geithner.

Certainly, as you recall when you were last down in Atlanta, we
had an opportunity to visit and have a chat. Let me just say at the
outset, I would like for you to pass on a couple of words of com-
mendation to members of your staff: Mr. Tim Massad, who is, I
think, your Assistant Secretary of the Treasury for Stability; and
Ms. Alvina McHale, who worked—as you know, we have decided to
go in and approach this whole home foreclosure situation as a
ground war. We put together home foreclosure prevention work-
shops.

And I just want to commend your staff and those folks. And
please pass the word along to Ms. McHale and Tim Massad, Carol
Lambert and Andrea Risotto and Troy Clair, who works with
Massad—all. We couldn’t have done it without them. We were able
to get over 6,000 folks there, and we were able to help save 2,565
homes. And we are planning for the next one, and our goal is
10,000 homes that we can save.

But I want to talk about this, because in getting there and work-
ing on this, I learned a lot, as I mentioned to you, and that we can
correct some things. We are losing homes that we shouldn’t.

One of the areas that we found—one of the reasons we were suc-
cessful was because Bank of America, for example, brought their
underwriters with them. That means they could go ahead right
there on-site when we had the person there and write down that
loan and be able to do modifying.

If we could work and incorporate that with all of the other banks
and all of the others that would come to such events—because I am
not the only one that Treasury works with. You do this. This is
something that you are to be commended for. Because I think that
this is the way we are really going to win this war in helping peo-
ple stay in their homes, is to get right down there on the ground
with them and get the banks, get them face-to-face, with our en-
couragement, to make sure this happens.

But, in your comments, you mentioned that what you needed was
greater authority and enforcement with mortgage servicing. And
let me just ask you to respond to that. Would that mean how we
could work to make the HAMP program more successful? Because
what I found out with HAMP was, the reason why that is not
working as it should—and as Mr. Gutierrez was pointing out, only
$2 billion—is because it is basically voluntary; the banks are not
there.

So could you comment about that? That might be helpful to us.

Secretary GEITHNER. Let me just start by thanking you for com-
mending the people who are working so hard on this. And I agree,
you need to do it homeowner by homeowner, because it is such a
tough thing to do. And I appreciate your suggestion for how to
make it work better.
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This requires a longer conversation, but we have all been living
with the limitations of what HAMP can do. And there are, really,
three types of limitations we discovered. One is, as I said, the num-
ber of people we thought would be eligible for the assistance is a
fraction of what we thought—the number actually is a fraction of
what we thought—meaning there are far more people than we
thought where the home is an investor-owned home, it is a second
home, it is a jumbo mortgage, where the people can really meet
}heir payment, or they really just have too much debt. That is one
actor.

The second is, in our programs we don’t have the power to com-
pel Fannie and Freddie to come alongside us. They have been will-
ing to come on some things, but we can’t force them on the rest.
That is one limitation. The fact that it is voluntary I am not sure
is a fundamental constraint, but it is another constraint there.

We are still looking for ways to expand the reach of these pro-
grams, and we are going to keep at it. And the fact that we still
have resources available gives us an opportunity, but we have some
constraints on how much we can spend those. And we have pro-
posed, as part of the Jobs Act, asking Congress to appropriate sub-
stantial additional sums of money to the Department of Housing so
they can get more resources into communities where you have had
such terribly concentrated foreclosures. And we think that would
be helpful, too.

We expect to move forward in the next couple of weeks with
FHFA to make it much easier for Americans to refinance even if
they are somewhat underwater. That will be helpful.

We are trying to get the huge amount of vacant property that is
still on the market into the hands of people who can rent. That will
be helpful, too.

We have a lot of work to do, and we are going to still use all the
authority we have to try to reach as many people as possible. And
I am happy to get suggestions from you on how best we can do that
on the ground.

Mr. ScotTT. Yes. And getting more authority, what specifically,
fV‘VhBJ}?l would you say you absolutely need in terms of that authority
or the—

Secretary GEITHNER. To help with the neighborhoods that are
facing just—there are just thousands of concentrated vacant prop-
erty across these neighborhoods. You need resources. And that is
why the Jobs Act has this proposal to give the Neighborhood Sta-
bilization Fund substantially more resources.

To substantially broaden the authority we have over the pro-
gram, you would have to give us authority over Fannie and
Freddie.

Mr. ScotT. Right. Now, one of the things that might be in there
that we found out in these prevention workshops that we were able
to be successful with was, in having FHA there and having Fannie
and Freddie there, we are able to get the banks who would be able
to work closer with the HAMP program to interact and go right to
the table where the FHA is because we had them there. And that
might be an area where we can improve upon, so—

Secretary GEITHNER. That makes sense. I agree with that. That
makes sense.
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And, again, I just want to point out that, although we have only
had a little over 800,000 people with permanent modifications
under HAMP, if you look at the broad range of modifications, it is
closer to 4 million across the financial marketplace.

Mr. Scortt. Right.

Secretary GEITHNER. And that is a lot of people. And that is a
big reduction in the monthly payment. And that is 4 million fore-
closures avoided.

We have a lot more risk we need to try to work to avoid. And,
we are going to do everything we can to do that.

Mr. ScorT. Thank you so much. And I appreciate your letting
Ms. Alvina McHale and Mr. Tim Massad know how much we ap-
preciate the job that they are doing. Great job.

Secretary GEITHNER. Thank you again.

Mr. NEUGEBAUER. I thank the gentleman.

Mr. Secretary, welcome. It is good to have you back.

Secretary GEITHNER. Nice to see you.

Mr. NEUGEBAUER. Back in April, Secretary Goldstein testified be-
fore our Oversight Subcommittee. And one of the things he said is
that, as the Chair of FSOC, you would make it a top priority to
make sure that the regulation process was well coordinated. And,
in fact, I think you said this morning that failure to coordinate
rulemaking will be enormously expensive to the economy and cre-
ate opportunities for regulatory arbitrage.

So, as the overseer of that process, what are you doing to go
above and beyond to get these agencies to coordinate?

Secretary GEITHNER. Under the law that the Congress passed, 1
was given the responsibility to try to coordinate but not the author-
ity to enforce it. So I am doing what you would expect me to do,
which is try to get them together, encourage them to use the dis-
cretion they have to be more closely aligned, and make sure it is
being sequenced in a sensible way and make sure they are looking
at the full scope of the things we are imposing on the system.

Of course, the things we are imposing on the system have costs.
And we are trying to make sure that it is done in a way that every-
body knows what everybody else is doing. And, as you can see, it
is a challenge.

But you did not give me the authority to compel them to work
closely together, and they exist with independent statutes, inde-
pendent mandates, and they are going to be protective of that. But
where they have the flexibility under the law to be more aligned,
they are moving closer to being aligned.

Mr. NEUGEBAUER. Because I think an example of that, and it
was brought up a while ago, about the CFTC and the SEC, particu-
larly on derivatives—in other words, business conduct standards
and margin and capital requirements and clearing—there is obvi-
ously not coordination or mutual agreement on those. And obvi-
ously, those are very important issues to the economy.

And I think you make a good point, that you were not given the
authority to compel these agencies. So is this a flawed process? Be-
cause, as you say, this is maybe the most important thing that can
happen here, important to the economy. And if the process isn’t
going to work and we are not going to have harmonization between
this rulemaking, then what direction should we be going?
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Secretary GEITHNER. It is a dramatic improvement in the system
we had before the law was passed—dramatic improvement. They
are working very closely together.

They recognize, if you had them here with me, the people who
run the CFTC, the SEC, and the Fed, they would commit to the
same basic objective, because they recognize it is important. They
have a very elaborate, closely coordinated process to try to make
sure that they are doing this in a sensible sequence.

And, you are going to want to see, like we are, where they land
the stuff, how closely they get to that stated commitment. But they
are committed to it, and I think they are doing a reasonable job.
It is a little messy to look at, I agree with that. We just have to
keep emphasizing the importance of it.

Mr. NEUGEBAUER. If it is not working or if it is—what is the al-
ternative here? Should we elevate this to another level? I hate to
bring another bureaucracy in there, but if the—do we need a ref-
eree here? A working group?

Secretary GEITHNER. I don’t think you are going to pass a law.
You don’t need another committee, that is for sure. You have
enough committees. You are not going to pass a law, I don’t think,
that gives me authority to tell them what to do. And I wouldn’t
seek that authority.

So what we are doing is the best we can with the authority we
have. And I think it is working; it is just not—we can’t be certain
yet it is going to work well enough. But I take a more optimistic
view.

Mr. NEUGEBAUER. I think one of the things you said earlier, too,
is you are worried about the cumulative burden of the regulations.
I am worried about the cumulative effect of all these regulations.
Just the first 102 regulations that came out of Dodd-Frank, for ex-
ample, according to the regulators themselves, will take 10.8 mil-
lion hours of compliance.

And we did a press conference not too long ago, and you may or
may not know this, but you have a little—you did a little stint in
New York. They built the Empire State Building in 7 million
manhours. And so, this is just the first 102 rules.

How are we not just suffocating the financial markets? And we
have just begun.

Secretary GEITHNER. I think you are too worried about the cumu-
lative impact of these financial reforms on the basic business of fi-
nance in the United States.

Now, we are not going to get it perfect, but we saw what happens
when you get it wrong, when they are too weak, they are poorly
designed, there are huge gaps, we leave a huge amount of stuff to
operate in the shadows. We have a chance to fix that now.

As I said—and I say this over and over again in public—as we
fix it, we want to make sure we don’t overdo it. And where we have
to get tougher standards in place, like on capital over time, we are
going to make sure they are phased in over time so we are not
going to hurt the recovery.

And I do not believe—I do not believe there is credible evidence
to support the conclusion that the rules, as they are now being de-
signed, are doing material damage to the basic objectives we seek,
which is to create a more stable system. Now, they have con-
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sequences. They will raise costs of business for financial institu-
tions. That is their objective, in some ways, or that is the necessary
outcome of that stuff. But we have to get the balance right, and
we are being careful to do it.

Mr. NEUGEBAUER. I think that is the reason that coordination is
extremely important, because not only are we seeing a lot of those
regulations coming out by multiple agencies, but when we talk to
people in the regulated community, they tell you that more coordi-
nation is needed.

And so I would encourage you, Mr. Secretary, even though you
may not be able to compel, but that you spend a tremendous
amount of energy to make sure that process is moving along, be-
cause I think it is extremely important to the economy.

Secretary GEITHNER. Thank you for emphasizing the importance
of that. And I share your view about the importance, and I am
spending more time than you can imagine.

Mr. NEUGEBAUER. Thank you.

Mr. Schweikert?

Mr. SCHWEIKERT. I wasn’t sure someone else wasn’t in the queue
to go ahead of me. Thank you, Mr. Chairman.

Mr. Secretary, I assume a day like this becomes a long day for
you. You were in the Senate this morning?

Secretary GEITHNER. Not so bad. Sort of a good debate to have.
Fun to be with you again.

Mr. SCHWEIKERT. Hopefully, it is not necessarily a debate; it is
an opportunity for us to learn. And hopefully, you are well
caffeinated.

I want to go off on a side issue. I have been trying to learn more
about Basel III and what it affects and how it affects our capital
requirements. First question: I see in some articles a discussion of
what will be counted as Tier 1, Tier 2, Tier 3 types of capitals. Am
I under the impression in Basel III that bonds from Fannie and
Freddie would be Tier 2?

Secretary GEITHNER. I don’t think I can answer that, but I would
be happy to get back to you in writing.

The fundamental thing we did in Basel III is to basically say, for
the core minimum capital requirement, we are going to require you
to meet it with common equity, not with a bunch of other stuff.
That is for the Tier 1 capital requirement. But we do still—regu-
lators do still allow you to use other forms of capital to meet the
additional—

Mr. SCHWEIKERT. Within that Tier 1?

Secretary GEITHNER. No. In Tier 1, we are essentially limiting it
to common, for all practical purposes.

Mr. SCHWEIKERT. Okay.

Secretary GEITHNER. But I would be happy to respond to you in
writing on the details.

Mr. SCHWEIKERT. Look, this is why I am trying to educate my-
self, because my understanding is, sort of like in FSOC, some of the
additional premium out there is a couple hundred billion dollars of
additional, even beyond what would have been a Basel III require-
ment?



35

Secretary GEITHNER. I have read those reports and the letters
and concerns about that, and I do not believe that those estimates
are accurate. But I have to talk to the Fed about it.

But you are correct to say, in addition to the Basel III threshold,
we have proposed—and the law asks us to do this, and I fully sup-
port this—that the largest institutions in the world should hold an
additional buffer of capital. And the Fed is in the process of negoti-
ating those details with our counterparts around the world.

Mr. SCHWEIKERT. And I appreciate that. I am still trying to hunt
for, sort of, the math that tells me what creates a level of safety,
where at the same time holds so much capital out of the markets
that we actually inhibit economic expansion and growth. And my
fear is, are we heading toward a layering where, well intended, but
we may be starting to pull too much of that capital away?

Secretary GEITHNER. I don’t think so. And I will cite—you are
rilght to say there is—first of all, there is no science to that basic
choice.

Mr. SCHWEIKERT. Yes, but there is always someone willing to
make up a formula.

Secretary GEITHNER. There is. And, you can go too far. I agree
with that.

But all we know is that they were way too low and they weren’t
applied far enough across the system. And we are trying to get
them more conservative so there is much lower probability of fail-
}Jre, of default, of financial crisis in the future, without going too
ar.

If we go too far, what is the consequence of going too far? You
are right, you say you put additional burden on the economy. But
you also have the effect of just shifting the risk outside the banking
system in ways that don’t necessarily make us better off. So we are
trying to get the balance right for those reasons.

My basic sense is that, first of all, U.S. firms, on average, are
very far along to meeting those requirements already and that it
seems, on the basis of the available evidence and what analysts
have said independently, that since the remaining requirements
will be phased in over a long period of time that they will be able
to earn their way into those higher requirements. And because of
that, we think we can manage this in a way where we will have
limited effect on the recovery that is still sort of fragile.

Mr. SCHWEIKERT. Two other quick things, because I only have
about a minute and 20 seconds.

In my running back and forth to vote, I was hearing some of your
comments and discussions about mortgages and foreclosures and
those. I happen to be one of those people who believe we don’t drive
health back to our residential real estate market until we actually
get the glut of nonperforming paper but also of vacant homes.
What is it? The estimate is 13 percent of residential units in the
country are functionally vacant. In some places like I represent in
Arizona, Maricopa County, it could be 16 percent of our residential
units.

A lot of well-meaning mortgage-foreclosure moratoriums and
abatements and those things, in many ways, have actually made
the problem worse and last longer. I know that doesn’t feel as
warm and fuzzy, but, ultimately, if we are going to bring back our
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home values—I was somewhat happy to hear the understanding,
saying, look, we have to grind through this, what isn’t performing
we have to move into some status of performing. Am I hearing you
correctly?

Secretary GEITHNER. I think much of what you said is right, that
we won't do the system any good if we leave those broader fore-
closure systems as broken and frozen as they are. And, in many
ways, the best thing you can do for those communities is to get
those vacant properties into better hands, into rental or other uses.
That would help as a whole.

But there is still a very strong argument, economic argument, fi-
nancial fairness argument, that you want to make sure that people
who have income and can afford to stay in their homes if they are
given a chance are able to do that. And we are trying to help that.
And I think, in helping that, I don’t think we are getting in the
Wlay of the necessary adjustment for this to happen in the market-
place.

Mr. SCHWEIKERT. I know I am a little bit over time, but you have
hit on something that concerns me. And, actually, this is one I ac-
tually give Fannie and Freddie some credit for. Some of their serv-
icing best practices they have put out in the last couple of months
actually seem to do that mechanic. If we can get you there, if we
can keep you in the home and work those out, we are going to get
you there. If we can’t, then we cannot let this slow decay of fore-
closure linger.

Secretary GEITHNER. Right.

Mr. SCHWEIKERT. And it is sort of—you have to hit a decision
point and actually make that tough decision, but you have to make
it.

Secretary GEITHNER. What we try to do is to say that some peo-
ple need to be given some help through a short sale or a deed in
lieu of sale to transition in some ways. And so, we have had a mix
of approaches across the system. But, as you know, the servicing
framework is still fundamentally broken, and the securitization
system makes it much harder for that to happen on the scale you
need to.

Mr. SCHWEIKERT. And, Secretary, actually, I would love if you
also have a staffer—you hit on one thing. I am a fan and we have
been trying to write now for a couple of months the concept of deed
in lieu to a lease-backed, maybe even a downpayment IRA, so in
the future you could actually buy the property back—some of those
mechanics. And, actually, believe it or not, we keep running into,
sort of, regulatory hurdles within those concepts, because you are
having to do three or four very different things all at once. If you
have someone who intellectually has been working on that, I would
love to spend some time—

Secretary GEITHNER. I would be happy to do that.

Mr. SCHWEIKERT. Mr. Chairman, thank you for your tolerance.

Chairman BacHUS. Thank you.

Mr. Secretary, we appreciate your testimony today.

I want to end on a positive note. You made a speech in June of
this year, when you said there is a very strong case for requiring
the largest firms to hold more capital relative to risk than smaller
institutions. And I agree with that.



37

But you also asked that day how much, which is, I think, a very
important question. You said, “In making this judgment, the cen-
tral banks and supervisors need a balance between setting capital
requirements high enough to provide strong cushions against loss
but not so high to drive the re-emergence of a risky shadow bank-
ing system.”

And my question is, with, say, Basel III capital rules combined
with all the rules imposed by Dodd-Frank, whether they are good
or bad or neutral, will there be at least a tendency, a shift from
the banking system or the banking sector to a less regulated, what
we call a shadow banking system?

Secretary GEITHNER. We always have to be worried about that
risk, but I don’t believe that is likely, on the strength of the rules
we see coming into place today. But we are going to be very atten-
tive to that, for the reasons you said.

Chairman BacHUS. All right. Great. I appreciate that.

A significant move away from financial activity and highly regu-
lated financial institutions into less-regulated sectors, how would
that affect financial stability, or how could it?

Secretary GEITHNER. It could be very damaging. As we saw, what
some people call the shadow financial system or the parallel finan-
cial system, these are entities that were effectively doing what
banks do but they operate outside of the prudential constraints on
capital. They grew to be larger than the traditional banking sys-
tem.

And when that happens, you leave the economy at risk and the
banking system at risk, because when the storm came and funding
ran from those institutions, they collapsed, had to sell assets, put
a huge amount of pressure on the economy. So if you get that bal-
ance wrong, you can do enormous damage.

Chairman BacHUS. Thank you.

Mr. Secretary, there have been 3,700 new regulations in the last
year that have been enacted by the Congress and signed by the
President. But there are actually—actually, by regulations, the reg-
ulators, in response to laws. But there are almost 4,300 regulations
still in the pipeline, many of those in financial services. And, as
you know, we have been asking for cost-benefit analysis. And 219,
our best estimate, of those have an economic impact of over $100
million or more.

And I would just close this hearing by asking—I think maybe the
most important policy that you could adopt, the regulators and this
Congress, is to promote, not restrain, policies which create capital,
investment, jobs, what we sometimes refer to as wealth growth.
The American people are actually 8 times richer than they were in
1820. And while there are actually countries that are—their popu-
lations are no richer.

So I would simply urge you to look—and we have sent you a let-
ter on—because the President did say he was going to look at all
the different regulations and rules and see if those are restraining
economic growth. And we would ask you to do that and make that
a priority. We want to encourage and promote growth and wealth
creation because that creates jobs.

I thank you for your attendance. I thank you for working with
us to start this hearing early. And I think we worked with you so
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you would be free to go to the White House at 4 o’clock. So, with
that, I will discharge you.

The Chair notes that some Members may have additional ques-
tions for you, and they will submit those in writing. Without objec-
tion, the hearing record will remain open for 30 days for Members
to submit written questions to you and to place your responses in
the record.

And you could also, your written statement if you wish to clarify
that in any way, or your responses, you are welcome to do that.

This hearing is adjourned.

I thank you for your attendance, Mr. Secretary.

Secretary GEITHNER. Thank you, Mr. Chairman.

[Whereupon, at 2:35 p.m., the hearing was adjourned.]
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United States House of Representatives
Committee on Financial Services
Hearing to Receive the Testimony of the Secretary of the Treasury on the Annual Report of the
Financial Stability Oversight Council
QOctober 6, 2011

Congressman Ron Paul
Statement for the Record

Mr. Chairman, | thank you for holding this hearing with Secretary Geithner to receive the annual report
of the Financial Stability Oversight Council (FSOC). FSOC has been given a mandate to identify
threats to the American financial system. With all the major financial regulators as members of FSOC,
this new organization is like the Plunge Protection Team on steroids, and there is no telling what kind
of damage FSOC will end up doing to financial markets.

While our domestic economy continues to suffer as a result of the Federal Reserve's intervention into
credit markets, the euro increasingly looks likely to collapse. Here too the federal government has
intervened, with the Federal Reserve promising unlimited dollar liquidity support to European central
banks, and Secretary Geithner traveling to Europe to castigate the Europeans for moving “too slowly”
in addressing their financial crisis. Whether or not the euro's collapse leads to the introduction of a
new international monetary regime remains an open question. There is also the newly revived issue
of China's currency, in which it appears that Congress may attempt to punish China for the alleged
artificial weakness of its currency. The irony of Congress dictating monetary policy to the People's
Bank of China when they would not even dare audit, let alone dictate, the Federal Reserve's monetary
policy seems to be lost on the neo-mercantifist supporters of the China currency bill.

What role FSOC plays in all of these recent developments needs to be ascertained. The design of the
euro seems to have been flawed from the beginning, and the likelihood of a return to national
currencies seems all the more certain every day. A collapse of the euro would undoubtedly have
ramifications on the American financial system, but what those effects would be and what the Treasury
and Federal Reserve's response would be is not certain. The Federal Reserve has already offered
unlimited amounts of dollar liquidity to European central banks, at least according to the Europeans.
The Fed has not yet deigned ta provide anyone with the details of these arrangements, so we have no
idea how much money was promised or how this money will be used. Considering that swap lines
peaked during the financial crisis at $580 billion, it would not be surprising to see that number reached
or exceeded in the event that Europe faces a currency meltdown. 1t is imperative that we find out how
much the US government has involved itself in negotiations surrounding the European financial crisis.

With the dollar growing increasingly weak in the past few years, some had feared that a dollar
currency crisis would provide a useful excuse to introduce a new international monetary regime, one
that would replace the euro, national currencies, and supplant the dollar as the world's reserve
currency. Now the possibility has been raised that the euro's instability might provide the impetus for
such a scheme. This is a topic which has been neglected in recent years but which is especially
important because of the work the G20 has undertaken on global currency reform since 2008. What
role US representatives have played in these negotiations is unknown to Congress, nor do we know
what global currency reform initiatives are being discussed. | fear that the G20 negotiations will result
in a fait accompli that will be forced upon the American people with no opportunity for input or debate

Ever since the closing of the gold window by President Nixon in 1971, the unbacked US dollar has
served as the world's reserve currency. No longer constrained by being required to exchange dollars
for gold, the US government hag been abile to fund its fiscal profligacy with trillions of doliars of new
money created out of thin air. The only constraint on government spending is the willingness of
investors to continue to purchase the Treasury debt issued to fund the government's massive fiscal
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deficits.

Unhappiness at this current state of affairs has led to calls to replace the current global dollar
standard with a new global currency system. Many of the proposals work from the assumption that
national governments cannot be trusted to manage currencies in a responsible manner, and that only
an international organization such as the International Monetary Fund (IMF) can provide a stable
global reserve currency. These proposals dig back to the roots of the discredited Bretton Woods
system, only instead of resurrecting the flawed gold-exchange standard they propose a version of
John Maynard Keynes' “bancor”, an international fiat currency based on the IMF's current special
drawing rights (SDR).

To return to sound money, we need to return to the monetary system our founders intended. Gold and
silver were to be the only types of currency which the states could declare to be legal tender, the
government was not given a monopoly on currency issuance, and foreign coin could circulate just as
freely as American coin. Rather than further centralizing currency issuance in an unaccountable
international organization such as the IMF, currency issuance needs to be decentralized. The free
market can provide currency just as it provides every other good. All that is needed is for government
to remove the restrictions on private mints. Gold is gold no matter who mints it, and unlike paper
money it cannot be created out of thin air. Gold-backed currency serves as the ultimate check on
government spending and debt creation. Only by returning to commodity-backed currency can we
return to fiscal and monetary sanity and break the cycle of booms and busts brought upon us by the
Federal Reserve.

In conclusion, Mr. Chairman, this Committee has a great role to play in overseeing the administration's
activities in both international and domestic monetary policy. We need to keep watch over the actions
of FSOC and its members with regard to the Eurozone bailout, bring to light the administration's
negotiations with the G20, and vigorously oppose any efforts to force the United States into a new
global currency, while simultaneously laying the groundwork for a return to sound money in this
country.
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The Honorable Timothy F. Geithner
U.S. Department of the Treasury
Hearing entitled “The Annual Report of the Financial Stability Oversight Council”
Committee on Financial Services
October 6, 2011

Chairman Bachus, Ranking Member Frank, and members of the Committee, thank you for
inviting me to testify today on behalf of the Financial Stability Oversight Council (the
“Council™).

In setting up this Council, you asked us to provide in a public, annual report a comprehensive
view of financial market developments and potential threats to our financial system. My
testimony today will review the conclusions and recommendations made by the Council in its
first annual report, which is being submitted in full alongside this testimony.

In 2011, the world economy is still healing from the devastating cffects of the financial crisis.
On top of those challenges, we experienced a series of additional shocks early this year,
including high o1 prices and the disaster in Japan. Europe’s protracted economic and financial
crisis has added to these pressures on global growth. And the destructive debate surrounding the
debt limit this summer has damaged the confidence of American businesses and consumers.

Some of these factors have eased in recent months, as oil prices have fallen and Japan has begun
to recover. But the cumulative effect of the pressures has resulted in slower growth in the United
States and around the world, with lowered expectations for growth next year.

The crisis in Europe presents a significant risk to global recovery. We are working closely
alongside the IMF to encourage European leaders to move more forcefully to put in place a
comprehensive strategy to stabilize the situation. The critical imperative is to ensure that the
governments and the financial systems under pressure have access to a more powerful financial
backstop, conditioned on policy actions that credibly address the underlying causes of concern
for a sustained period of time.

In the face of the situation in Europe, and the general slowdown across the world, the most
important thing we can do is take strong steps to strengthen our economy at home. The most
effective strategy for doing that is to enact steps now that will accelerate economic growth, tied
to long term reforms to restore fiscal sustainability.

The American Jobs Act provides a substantial package of tax cuts and investment that, according
to estimates by outside economists, would raise economic growth by one to two percentage
points and help create one to two million new jobs. And in the President’s proposal to the Joint
Committee of Congress charged with reducing our long-term deficits, we outlined a
comprehensive package of reforms to spending programs and the tax system that would bring
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our deficits down to the level where our overall debt burden starts to decline as a share of our
economy.

The Council is composed of each of the agencies responsible for oversight of the financial
system and the firms and markets that comprise it. In the judgment of this Council, the United
States financial system is in a significantly stronger position and better able to withstand the new
risks we face in the global economy.

Because of the actions we have taken to repair and reform our system:

e The weakest parts in our financial system——the entities that took the most risk—no longer
exist or have been significantly restructured.

o The firms that survived are better capitalized-—large banks have increased common
equity by over $300 billion since the beginning of 2009. And the level of common equity
to risk weighted assets across these banks is now approximately 10 percent, up from six
percent at the beginning of 2009.

* Banks are funding themselves more conservatively and are maintaining much larger
cushions of safe and liquid financial assets. Debt maturing in one year or less at the
Jargest institutions, as a share of total liabilities, has declined dramatically to roughly 40
percent of the pre-crisis level.

» The major banks have reduced the size and overall risk in their balance sheets, resulting
in a substantial decrease in leverage—a major source of risk—compared to pre-crisis
levels.

e The “shadow banking system”—the financial firms that operate outside of a framework
of oversight and prudential regulation—is much smaller, with assets at roughly half the
level of 2007.

These improvements are very significant. Together they represent more progress on the path to a
more stable and resilient financial system than has been achieved in the other major economies.

The European financial crisis has placed significant pressure on its financial institutions and
slowed growth significantly in Europe and around the world. U.S. financial institutions,
including our major banks and money market funds have substantially reduced their exposure to
the economies of Europe that are under the most pressure. Our direct financial exposure to those
governments and their financial institutions is quite small, but Europe is so large and so closely
integrated with the U.S. and world economies that a severe crisis in Europe could cause
significant damage by undermining confidence and weakening demand.

This makes it even more important that Congress act to strengthen growth now and put our fiscal
position on a more sustainable path.
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Feonomic and financial developments since the release of the Council’s report reinforce the
importance of its recommendations. Here are those recommendations in summary form.

First, the Council emphasizes the importance of further actions to strengthen the financial
position of the core of the U.S. financial system, particularly the largest institutions. We want
the largest institutions to manage their businesses so that they have the ability to weather more
challenging future environments without government assistance in crisis.

Toward this objective, regulators will gradually phase in, over a period of several years, the
much tougher standards for capital and liquidity we have negotiated with the other major
financial systems around the world.

These efforts focused on the largest banks are complemented by recommendations designed to
make other key market participants more resilient to future challenges to growth and financial
stability.

And the report draws attention to new market structures and financial products, such as exchange
traded funds and structured notes, where we have seen very rapid growth and innovation.

A robust financial system should encourage and foster innovation, but not at the expense of
overall financial stability.

Second, the Council recommends reforms to strengthen a number of key funding markets in the
United States, markets that were a critical source of vulnerability in the crisis. The most
important of these recommendations are directed at the tri-party repo markets and the money
market funds. The essence of these recommendations is to make the tri-party repo markets and
money funds themselves less vulnerable to the classic dynamic in which an abrupt rush for the
exits forces a damaging spiral of asset sales, deleveraging and broader contagion. Substantial
progress has been made toward this objective, but we have more work to do.

Third, the Council recommends reforms to the housing finance system. In this context, it
recommends action to establish national standards for the mortgage servicing market, in order to
better align incentives and help reestablish confidence in the integrity of the housing market.
And the Council emphasizes the importance of broader reforms to help return private capital to
the housing market, strengthen mortgage underwriting, and reduce over time the role of the
government in the housing markets. As we proceed with these reforms, we want to make sure
that we are encouraging, not undermining, the prospects for broader recovery in the housing
market.

Fourth, the Council emphasizes the importance of closer cooperation and coordination in the
implementation of financial reforms, both here in the United States and around the world. This
is crucial because if we allow large gaps to emerge as we did in the years before the crisis, risk
will migrate to those gaps, leaving the system as a whole more vulnerable to another crisis.
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Differences in the design of standards in particular areas create opportunities for firms and
investors to take advantage of those weaker standards. As we act to contain risk in the United
States, we want to minimize the chances that it simply moves to other markets around the world,
ultimately endangering our own system. The most important challenges we face in building a
level playing field lie in the design of new capital standards and liquidity rules for the largest
institutions and reforms to the derivatives markets.

The Council’s recommendations are designed to address the challenges we see today, but also
those inherent in a dynamic, innovative financial system. We cannot predict the precise threats
that may face the financial system. The best way to prepare for this uncertainty is to continue to
build the shock absorbers and safeguards that improve the resilience of the financial system. We
need to recognize that policy and regulation will often be behind the curve of financial
innovation. The best course is to plan for constant change and the potential for instability and to
recognize that the threats will come in ways we cannot predict or fully understand.

Although our financial system today is much stronger than it was before the crisis, our work is
not complete. To preserve the gains we have achieved and to reduce both the risk of and the
damage from future crises, we must continue to implement financial reform, pass comprehensive
housing finance reform, and move forward with the other recommendations of the Council.

We will do this with a balanced approach, weighing the benefits of regulation against the costs of
excessive restraint. We need to move at a pace that fully recognizes the fragility of the global
economic recovery, phasing in reforms over time so that we limit the risks to growth.

As we move forward, 1 encourage Congress to strengthen our capacity to continue repairing our
financial system and to make sure that investors and consumers are afforded better protections
against abuses and unfair practices. This means making sure that qualified people are in place to
run the financial agencies. And it requires that Congress provide sufficient funding for
enforcement agencies to do their jobs in today’s complicated and challenging financial
environment. If we leave the agencies responsible for enforcement underfinanced, then we will
leave the American consumers, investors, and businesses that depend on our financial system
more vulnerable.

In closing, 1 want to thank the other members of the Financial Stability Oversight Council, as
well as the Council’s staff, for the work they have done over the past year and their efforts to
produce this annual report.

We look forward to working with this Committee, and with Congress as a whole, to build on the
substantial progress we have made to create a stronger financial system.
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Financial Stability Oversight Council

The Financial Stability Oversight Council {Council) was established by the Dodd-Frank Wall
Street Reform and Consumer Protection Act (Dodd-Frank Act) and is charged with three primary
purposes:

1.

3.

To identify risks to the financial stability of the United States that could arise from the
material financial distress or failure, or ongoing activities, of large, interconnected bank
holding companies or nonbank financial companies, or that could arise outside the
financial services marketplace.

To promote market discipline, by eliminating expectations on the part of shareholders,
creditors, and counterparties of such companies that the U.S. government will shield them
from losses in the event of failure.

To respond to emerging threats to the stability of the U.S. financial system.

Pursuant to the Dodd-Frank Act, the Council consists of 10 voting members and 5 nonvoting
members and brings together the expertise of federal financial regulators, state regufators, and
an insurance expert appointed by the President.

The voting members are:

®

the Secretary of the Treasury, who serves as the Chairperson of the Council;
the Chairman of the Board of Governors of the Federal Reserve System;
the Comptroller of the Currency;

the Director of the Bureau of Consumer Financial Protection:

the Chairman of the Securities and Exchange Commission;

the Chairperson of the Federal Deposit Insurance Corporation;

the Chairperson of the Commodity Futures Trading Commission;

the Director of the Federal Housing Finance Agency;

the Chairman of the National Credit Union Administration Board; and

an independent member with insurance expertise who is appointed by the President and
confirmed by the Senate for a six-year term.

The nonvoting members, who serve in an advisory capacity, are:

the Director of the Office of Financial Research;

the Director of the Federal Insurance Office;

a state insurance commissioner designated by the state insurance commissioners;
a state banking supervisor designated by the state banking supervisors; and

a state securities commissioner {or officer performing like functions) designated by the
state securities commissioners.

The state insurance commissioner, state banking supervisor, and state securities commissioner
serve two-year terms.
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Statutory Requirements for the Annual Report

Section 112(a)(2}{N) of the Dodd-Frank Act requires that the Annual Report address the
following:

i} the activities of the Council;

(i} significant financial market and regulatory developments, including insurance and
accounting regulations and standards, along with assessment of those developments on
the stability of the financial system;

(iii}y potential emerging threats to the financial stability of the United States;

{iv) all determinations made under § 113 or title VIll, and the basis for such determinations;
(v) all recommendations made under § 119 and the result of such recommendations; and
{(vi} recommendations—

(I} to enhance the integrity, efficiency, competitiveness, and stability of United States
financial marksts;

(I} to promote market discipline; and
(1 to maintain investor confidence.

Approval of the Annual Report

This Annual Report was approved unanimously by the voting members of the Council on July
22, 2011,

Abbreviations for Federal Member Agencies of the Council

@

*

®

Department of the Treasury (Treasury)

Board of Governors of the Federal Reserve System (Federal Reserve)
Comptroller of the Currency (OCC)

Bureau of Consumer Financial Protection (CFPB)

Securities and Exchange Commission (SEC)

Federal Deposit Insurance Corporation (FDIC)

Commodity Futures Trading Commission (CFTC)

Federal Housing Finance Agency (FHFA)

National Credit Union Administration Board (NCUA)

Office of Financial Research (OFR)

Federal insurance Office (FIO)
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Letter from the Chair

The institutions, markets, and infrastructure that make up the U.S. financial system provide
essential services to the U.S. and global economies —helping to allocate funds from savers to
borrowers, allowing households and businesses to plan for the future and manage their risks
over time, and facilitating the enormous volume of financial transactions necessary to support
real economic activity and employment on a daily basis.

Three years after the worst financial crisis in generations, our financial system is now on more
solid ground, less prone to excessive leverage and risk-taking, more transparent to investors,
creditors, and regulators, and more resilient to unexpected adverse events, Financial institutions
hold substantially more capital relative to risk than they did before the crisis and fund themselves
maore conservatively, We have withdrawn most of the emergency actions we took to resolve the
crisis and recovered most of the investments we made to stabilize the financial system.

The Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act) made
important and fundamental changes to the structure of the U.S. financial system to strengthen
safeguards for consumers and investors and to provide better tools for limiting risk in the major
financial institutions and the financial markets. The core elements of the law were designed

to bulld a stronger, more resilient financial system—less vulnerable to crisis, more efficient in
allocating financial resources, and less vuinerable to fraud and abuse.

* Tougher constraints on excessive risk taking and leverage across the financial
system. To lower the risk of failure of large financial institutions and reduce the damage
to the broader economy of such fallures, the Dodd-Frank Act provided authority for
regulators to impose more conservative limits on risk that could threaten the stability of the
financial system.

¢  Stronger consumer protection. The Dodd-Frank Act created the Bureau of Consumer
Financial Protection to concentrate authority and accountability for consumer protection
in a single federal agency, with the ability to enforce protections on banks as well as other
types of firms involved in the business of consumer finance.

*+  Gomprehensive oversight of derivatives. The Dodd-Frank Act created a new regulatory
framework for the over-the-counter derivatives market to increase oversight, transparency,
and stability in this previously unregulated area.

* Transparency and market integrity. The Dodd-Frank Act included a number of measures
that increase disclosure and transparency of financial markets, including new reporting
rules for hedge funds, trade repositories to collect information on derivatives markets, and
improved disclosures on asset-backed securities.

¢ Orderly liquidation authority. The Dodd-Frank Act created a new orderly fiquidation
authority to break up and wind down a failing financial firm in & manner that protects
taxpayers and the economy.

Latter from the Chal i
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= Accountability for stability and oversight across the financial system. The Dodd-Frank
Act established the Financial Stability Oversight Council (Council) to coordinate across
agencies in monitoring risks and emerging threats to U.S. financial stability, and the Office
of Financial Research to improve data guality and facilitate access to and analysis of data
for the Council and its member agencies.

The Councit will play an important role in implementing and overseeing these reforms and
mitigating current and potential future threats to financial stability.

In our regulatory framework, a significant number of independent agencies are responsible for
specific aspects of the challenge of promoting financial stability, including overseeing the safety
and soundness of banking organizations, safeguarding the stability of financial infrastructure,
promoting disclosure and market integrity, and protecting investors and consumers against
abuse. Each of these individual responsibilities is critical to a stable and well-functioning financial
system, but as the crisis demonstrated, threats to financial stability are often manifested across
a range of markets and institutions and may not always be effectively mitigated by any one
agency alone.

The Dodd-Frank Act established the Council to create joint accountability for identifying and
mitigating potential threats to the stability of the financial system. By creating the Councll,
Congress recognized that financial stability will require the collective engagement of the entire
financial regulatory community.

This is an inherently difficult exercise. No financial crisis emerges in exactly the same way as its
predecessors, and the most significant future threats will often be the ones that are hardest to
diagnose and preempt. Aspects of the financial system that appear to make markets more liquid
and financial institutions more prosperous in normal times may be the same ones that make the
world more dangerous in crisis. Actions taken to preemptively mitigate threats may appear at
the time to be more dangerous than the problems they are designed to address.

We cannot predict the precise threats that may face the financial system. The best way to
prepare for this uncertainty is to continue to build the shock absorbers and safeguards that
improve the resilience of the financial system. We need to recognize that policy and regulation
will often be behind the curve of innovation, and we must meet assumptions of ongoing stability
with a heavy dose of skepticism. Our best plan is to plan for constant change and the potential
for instability, and to recognize that the threats will constantly be changing in ways we cannot
predict or fully understand.

Reducing threats to financial stability will require persistence, creativity, and a willingness

to adapt more quickly to changes in markets. We must work to ensure that the regulatory
framework keeps pace with the evolving global financial system. We cannot wait until we have
passed the point of no return to strengthen safeguards against the type of race to the bottom in
credit terms or underwriting standards that often characterizes periods of financial expansion.
We need to be willing o act prudently and preemptively in the face of emerging vulnerabilities or
imbalances.

This task will be made easier if we are able to better marshal the power of market discipline.
Financial market participants and investors should no longer operate with the expectation that
government assistance will be avallable to save the stakeholders in financial institutions from
the consequences of their own mistakes. And the regulatory community needs to continue to
work hard to improve the information available to investors and the public about the nature and
magnitude of the risks individual institutions are taking.

i 2011 FSOC Annual Report
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The challenge of maintaining a stable financial system is exacerbated by the difficulty of
balancing the benefits of regulation against the costs of excessively restraining prudent risk-
taking behavior. If we were to set the overall combination of margin, liquidity, and capital
requirements too high, we could handicap the ability of the financial system to support
economic growth. Further, financial activity would inevitably move more quickly to firms,
markets, and countries where the intensity of regulation is weaker. So we need to continue
to strive for a careful balance between the imperatives of creating a more stable system and
promoting a level of innovation and dynamism.

Measures of risk in the financial system before the crisis provided little warning of the force of

the storm to come. Many of the standard observable measures of risk were very low; indeed the
real warning sign was that neither credit ratings nor the pricing of a range of financial products
showed any expectation of the fragility of the global financial system to a fall in U.S. house prices.

This should make us all humble about our ability to make judgments about the future, even as
we strive to acquire better data and guantitative metrics. Nonetheless, there is a strong case
for improving the quality of information available to the public, supervisors, and regulators about
risks in financial institutions and markets. With our new authorities, we are working to build a
broader set of quantitative metrics to assess not just what is happening in individual institutions
and markets, but throughout the whole system.

The information we collect and the analysis we undertake will allow us to measure more
accurately the nature of risk in individual firms and across the system, but it must be
complemented with a forward-looking perspective that analyzes evolving market practices
and activities and tests the resilience of the financial system to a wide set of future events.
This perspective requires careful assessments of the relative likelihood of a range of potential
outcomes, including assessing the potential impact on the functioning of the financial system
and understanding where reforms to markets, firms, and infrastructure may mitigate threats.
And it requires an ongoing focus on incentives within the financial system that might create or
exacerbate vuinerabilities.

Working through the Council, we will focus our efforts in four distinct areas:

*  The ongoing interaction between the financial system and the economy. We need
to continue to strengthen our analysis of the interactions betwsen the financial system
and the economy, including the impact that financial sector decisions have on the
economy. We also need to better assess how potential external shocks could be amplified
by structural weaknesses and imbalances in the financial system. Stress testing is an
important tool in making such assessments. It is also important to develop techniques
that give us the ability to analyze the destabilizing second-round effects of shocks across
financial institutions and markets. While it is impossible for stress tests to capture all
potential threats, the discipline of repeatedly stressing institutions and networks against
low-likelihood adverse scenarios will help temper overly optimistic assumptions that might
otherwise lead to harmful behaviors and outcomes.

*=  The buildup of systemwide leverage and funding mismatches. it is crucial to
complement the evaluation of the safety and soundness of individual institutions with
an assessment of leverage in the financial system and imbalances between funding and
assets across the financial industry. It is hard to detect vulnerabilities that can build in the
interconnections between firms and markets. Thus, we need to work to ensure that the
capital buffers and liquidity safeguards available to the system are sufficient.

Letter from the Chalr i
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*  The ongoing evelution of financial market activity and practices, We will need to
be attentive to the implications of very rapid growth in types of financial activity and
new products. This is true in consumer product innovation, but also in the institutional
markets where large institutions and firms interact. Innovation is an essential element of a
healthy system, but rapid growth in products and activities untested by time and adversity
necessarily entails challenges and requires more care and attention.

e The potential opportunities for regulatory arbitrage. Where the opportunity and
incentive exist to avoid regulation and supervision, financial activity will migrate to areas of
the system where there are gaps in authority or inconsistencies in regulatory standards. A
substantial buildup in risk and leverage outside the regulated core of the financial system
can increase threats to the system as a whole. We must also work to eliminate meaningful
opportunities for arbitrage between countries, particularly in the key areas of capital and
liquidity, derivatives, and resolution authority.

A stable financial systemn cannot be maintained by regulation and oversight alone. Those in
positions of leadership in the financial sector will need to establish and maintain much higher
standards for integrity and a more sophisticated understanding of the risk inherent in the
business of finance than prevailed before and during this crisis.

This will require continued improvements in management structure and corporate governance
practices. Compensation must be structured to create better incentives for robust risk
management. Risk management officers in financial firms need to have a strong voice in
decision making. Boards of directors need to actively engage with management and represent
stakeholder interests by ensuring an appropriately long horizon and a broad perspective in
making strategic choices. With improved disclosure and transparency, firms that take this long-
term perspective should prosper in the long run, while those that do not will face higher funding
costs and less indulgent investors.

in this first annual report, we describe the current state of the U.S, financial system and some
of the major forces that will shape its development going forward. The Council and its members
will continue to implement the Dodd-Frank Act on a coordinated basis to enhance the integrity,
efficiency, transparency, competitiveness, and stability of U.S. financial markets. The report
also includes recommendations for additional steps that should be taken to complement these
efforts and further strengthen the financial system.

,/'.»/72’{'/7/ Graso——

Timothy F. Geithner

Secretary of the Treasury
Chairperson, Financial Stability Oversight Council

v 2011 FSOC Annual Report
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1 Member Statement

The Honorabie John A. Boehner The Honorable Joseph R. Biden, Jr.
Speaker of the House President of the Senate

United States House of Representatives United States Senate

The Honorable Nancy Pelosi The Honorable Harry Reid
Democratic Leader Majority Leader

United States House of Representatives United States Senate

The Honorable Mitch McConnell
Republican Leader
United States Senate

In accordance with Section 112(b){2) of the Dodd-Frank Wall Street Reform and Consumer Protection Act,
for the reasons outlined in the annual report, | believe that additional actions, as described below, should
be taken to ensure that the Council, the Government, and the private sector are taking alf reasonable steps
to help ensure financial stability and to mitigate systemic risk that would negatively affect the economy: the
issues and recommendations set forth in the Council’'s annual report should be fully addressed; the Council
should continue to build its systems and processes for monitoring and responding to emerging threats to
the stability of the United States financial system, including those described in the Counci’s annual report;
the Councit and its member agencies should continue to implement the laws they administer, including
those established by, and as amended by, the Dodd-Frank Act through efficient and effective measures; and
the Council and its member agencies should exercise their respective authorities for oversight of financial
firms and markets so that the private sector employs sound financial risk management practices to mitigate
potentval risks to the financial stability of the United States.

M@E@ ) D

Tlmothy FﬂGetthner Ben %Bemanké

Secretary of the Treasury Chairman

Chairperson, Financial Stability Oversight Councit Board of Governors of the Federal Reserve System
/QTQ\M W— WM Z)(:/uxn;/h

JWWalsh Mary L. ch)aplro

Acting Comptroiler of the Currency Chairman

Office of the Comptroller of the Currency ies ange Cgemmission
Martin J. Gruenberg %
Acting Chairman

Federal Deposit Insurance Corporation

Edward J, DeMarco Debbie Matz
Acting Director Chairman
Federal Housing Finance Agency National Credit Union Administration
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2 Executive Summary

The efficient provision-of financial services is critical to the riation’s economic growth andf
prosperity. A stable financial system can continue to provide financial services while abSorbing
a range of shocks. A stable financial system should not be the source of, nor amplify the impact .

of, shocks.

The Financial Stability Oversight Councll is charged with identifying risks 1o the financial -
stability of the United States, promoting market discipline, and responding to emerging threats.
Council members have many tools at their disposal to accomplish these goals, owing to their
involvemnent in supervision and regulation, consumer. and investor protection, and market and:

infrastructure oversight.

Macroeconomic Environment

The U.8. economy continues to heal from the 2007{09 ‘recession‘ (the

Jongest since the Great Depression);k(:onsumer spending and business.

investment have increased, but housing markets remain depressed

and the unemployment rate is elevated, The global economy is also -

recovering, albeit at varying rates across advanced and emerging
economies.

The financial crisis producad great upheaval in the U.S. financial
sector, but the impact on the economy was even more devastating:

At the height of the crisis, credit conditions tightened for households
and businesses, as woll as for financial firms of all sizes, reflecting ‘
severe disruptions o & range of financial markets that proved far more

damaging than the disruptions from the initial credit losses themselves. .

Credit conditions have Improved significantly from the depths of

the crisis. Recently; credit flows have shown signs of recovery, with
large corporate borrowers facing favorable financing conditions and
households experiencing an increase in credit. Corporate balance
sheets deteriorated signiﬂcéntiy during. the orisis, primarily as a result of

falling asset values, but they have recovered since mid-2009 as cash .~

flows and profits Have increased. Corporate bond markets have also
recovered for both investment-grade and non investment-grade issuers.
The outiook is more challenging for small businesses, which tend to
borrow against real estate assets. They report weak demand for their
products and services, as well as borrowing constraints, although the .
number of small businesses reporting difficulties obtaining credit has
declined since the crisis.

Exedutive SUmmEn: 8
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’\Ionmortqagé lending to consumers has grown recently after declining
for several years. Household balance sheets are recovering, partly
because of the rebound in, stock pncns but they remain challenged
by the weak labor market; stow income growth, and declines in real’

* estate values. As a result of the fall in home values, a significant number

of homeowners now have low-or negative equity. in their properties,

*and record numbers of homes have entered the foreclosure process.

However, low interest rates have helped mitigate some of the costs of
mortgage debt and, in the aggregate, households’ ability to- meet debt
payments has improyéd since 2007:

‘Government bu‘dgets,k both federal and nonféderai,k have been strained -

by the cyclical response of revenues and expenditures to a weak -
economy as well as the fiscal actions taken o ease the recession
and aid the recovery. The federal government deficit grew from 1.2
percent of GDP in 2007 10 8.9 percent in 2010, and net publicly held

- federal debt outstanding rose from $5 trilfion to $9 trifion. This public

borrowing largely replaced private borrowing in the cradit markets,
and global fi f'nanciai markets readily accommodated the increase in
federal debt: Even after economic conditions return to normal, the
federal government faces a long-run imbalance between revenues and
expend‘tures This need for long-run fiscal sus’(amabihty has been a

~ focus of recent attention from credit rating agencies. Achieving long-

run sustainabifity of the national budget is crucial to maintaining global
market confidence in U.S. Treasury sepurities and the financial stability
of the United States.

State and local government rovenues were severely affected by the
economic downturn. While state finances started to improve inthe .

. second half of 2010, several quarters into the economic recovery, local

governments remain challenged. The municipal debt market exhibited -
evidence of considerable stress last year. ‘

Sovereign and banking sector strains are evident among a number of

-advanced economies; Three countries in the European Monetary:Union

have required financial assistance as markets have priced elevated
sovereign credit risk into their debt: The relatively new. phenomenon

of differentiated compensation for. soversign credit risk in advanced
countries has added to volatility in global markets. It has also exposed.
tensions within the European Monetary Union and limitations in the
pre-crisis set of tools available to European pol icymakers to respond to
economic and financial streas

1h contrasi most emerging economies have recovered relatively qutck!y

~ from the crisis; partly because of their lack of financial imbalances

before the financial crisis. However, smerging economies face
challenges from robust capital inflows and the potential for overheating.
Recent instability in North Africa and the Middle East and the natural
disaster in Japan have added to uncer’raxnty in the international

©environment.

2011 FSOG Anriual Report
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Financial Developments

At the peak of the financial crisis, the U.5. government introduced
unprecedented support for financial markets, mjevt ng hundreds of
billions of dollars of caprta} and !Iqwdxty into the financiat sector. AS .
markct confidence has returned, private funding has gradually replaced
those support programs:-many financial institutions have returned

the government’s capital; the Federal Reserve is no longer offering
extracrdinary liquidity support to financial markets; and the FDIC
guarantees for bank senior-debt will expire in 9012

Funding has rot returned to the private securitized mortgage market )
which financed a 51gmfoant pomon of household borrowing in the first
decade of the 2000s. In the past, the goverriment's role encouraged
housing purchases and real estate invesfment;bver other sectors

and uitimately left taxpayers responsible for much of the risk incurred:
by a poorly supervised housing market. This led to the two large
government-sponsored enterprises, Fannie Mae and Freddie Mag, being
placed into federal conservatorship. These entities and the Federal
H‘ousing‘ Administration now: domminate mortgage lending, guaranteeing
or insuring over 90 percent of mortgage loan originations. This is-not a
viable long-term solution, but, given the current fragility of the real estate
market, the transition back to more private involvement will require time
and care. - a )

Profitability has returned in the banking sector and for many other
financial institutions. Investors purchased large amounts of new
equity in the largest bank holding companies in 2009 and 2010, partly
responding to the resufts of the 2009 supervisory-run stress test, U.S.
banking institutions now have substam:aléy stronger capital and fiquidity

buffers than before the crisis. However, smaller banks, parti cularly those:

with large commercial real estate exposures, have not recovered as
quickly as larger banks and have continued to faif at elevated rates. At
the same time, 'in taking prudent measures to.conserve their capital
and fiquidity, many banks have been slow to-expand their direct Iendsng
activity since the financial crisis

Assets have grown at insured depository institutions relative to other
financial institutions since the crisis, following a long period. in which
financial activities moved frorm banks to markets. In particular, ‘money
market fund assets declined as investors transferred significant funds
into insured bank-deposits during the crisis. At the same time, the
crisis reinforcéd the trend toward concentration and globalization in the.
banking industry, and foreign banking organizations have expanded
their activities in the United States in recent years.

The financial systerm is-less leveraged than it was before the crisis. Four
of the five largest independent investment banks, all highly feveraged
institutions, were acquired by or converted their charters to become
bank holding companies. in 2008, and the fifth failed. The specialty
finance sector, which also relied heavilv on market financing, is now
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smaller and more stable. Several of the fargest-companies in the

specialty. finance sector also became bank holding companies
during the crisis to expand their funding op’nom These and other.
companies have reduced their |evorage significantly be!ow the Iovels

O before the crisis.

Short-term wholesalé funding markets provide fiquidity for financial

institutions to support their activities, but the financial crisis showed

that these markets can be fragile and subject to runs by risk-averse
investors. In-response to unprecedented strains in thése markets;
the Federal Reserve, the FDIG, and the Treasury took extracrdmaw
steps to support market finct joning. The crisis also revealed, i .
particular after. the freezing of Lehman Brothers® prime brokerage
assets in London, that differences in international’ bankrup‘my
regimes can-accelerate runs.on short-term wholesale funding’
markets. Activity in several of these markets remains significantly
below pre- crisis le\/els as investors and supervisors have a new
sensitivity to pctent;a‘ i:quxduy risks and other risks:

“The credit risk transs‘er markets that comrlbuted to the financial’

crisis —specifically, those for credit default swaps and collateralized:

- debt obligations ~are now significantly smaller, partly owing to new

regu!atory and aocountmg rules: Derivatives markets generally will be

subject to greator superv:sory oversight under the Dodd Frank Act

Supewisors and market participants are more aware of the potermal
for extreme market fluctuations in the future and the need to
maintain a stronger sét of shock absorbers in individual institutions -
and in markets to-absorb the impact of such events, These issues

are particularly relevant Wheh market participants are highly
- leveraged or when derivatives or.other complex instruments are

involved. -

In general, the pricing of risk in Empqﬁant markets appears. to be
in line with historical averages. For example, the price-to-sarnings

‘ratios for corporate gquities are well within: historical ranges; and-

the credit risk premium on high-yield co‘rporate debt is in the
lower part of its long-rurthistorical range. Prices for commodities
and agricultural land have risen strongly but do not appear to be

: assocxa’red with high dmbt levels.

: Compema’uon practxcns that lncentz,d financiat institution

employees to take excessive risks are widely acknowledged to have
been a contributing factor in the financial crisis. Under pressure from
regulators and investors, financial institutions are reforming thelr
compensation practices to better align the Interests of managers,
traders, and other employees with the long-term health of the Frrr

‘aithouqh more needs to be done

Following the rebound i equity markets, aggregate assets in mutua!

funds and hedge funds have recovered 1o pre-crisis levels. Assets
in defined contribution plans have also recoversd, although many

8
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pénsior} ‘p!ans for state and local ‘g‘ovemment employees appear to face
funding shortfal!s over the long run. Investors have inqreasingly turned
to exchange traded funds, which offer low fees and intraday liquidity.

Regulatory reforms and advances in technology have altered the
landscape for financial infrastructure; providing financial markets with
advances in efficiency and transparency. While this infrastructure and
the markets that it supports have generally performéd their primary
functions in an orderly fashion during and since the crisis, there were -
exceptions. One was the so-called flash-crash of May 2010, when
équities and equity futures markets plunged more than 5 percent and
then rebounded in a matte; of minutes. This incident illustrates some of
the risks associated with increasingly complex and connected financial -
markets interacting with ever-faster-automated trading systems. Poor =
functioning in mortgage servicing and the tri«p‘ar%y repG market were. )
also identified dufing the crisis, and regulators are taking steps to
address them. . : .

Progress of Reguiatory Reform

in the period after the financial Crisis, the {egal, regulatory, and
accounting frarhewdrk of our financial system has changed significantly.
The Dodd-Frank Act, which created the Councily closed gaps in the
financial regulatory framework and strengthened supervisory, risk
management, and disclosure standards in importaht ways. The new
Basel Il international standards for banks, negotiated with major input -
from U.S. regulators, will require banks globally to hold more capital; -
particularly when they take market risk, and will subject banks foa ..
liquidity standard for the first time, and hew accounting rules will serve
to limit-financial institutions’ off-balance-sheet activities,

For the first time, information on trading in' swaps will be available
through trade repositories. in addition, standardized derivatives will .-
have to-be traded on regulated trading platforms and centrally cleared,
improving price transparency and reducing cbuntefparty credit risk for
market participants. Once regulators complete the implementation of
the Dodd-Frank Act, the mix of complex structured credit products, . .-
derivatives, and short-term wholesale funding that helped produce the
financial crisis is unlikely to reappear in its previous form.

U.S. regulators continue to work out the details of several important -
initiatives, including those mandated by the Dodd-Frank Act and those
agreed to with their international counterparts. For example, the Councit
has defined the characteristics under which it will designate systemically
important financial market utifities for enhanced supervision. The Council:
is also inv the process of defining the characteristics under which it wil
designate nonbank financial institutions for Federét‘ Reserve supervision,:
and the Federal Reserve, in consultation with other Council member
agencies, is establishing tougher supervisory. guidelines for large
financial institutions. Regulators are also developing new reporting and
disclosure requirements for designated nonbank financial companies.
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The Dodd-Frank Act also establi shbd new framework for. resolving
large complex financial institutions; :mmng the axpectauon that the -
government will bail out such institutions in a crisis. As part of the
enhanced supervisory standards, designated fionbank companies and
large bank holding companies will be requxred to maintain detailed -
resolution plans. Until the. Dodd- Frank Actis fully implemented, the
public will not receive the full set of protec*xons provided by the
improved r@guiatory systerm.- In addition, to maximize all the benefits of
the new regulatory framework, it is tmperatsve that relevant regulatory
agencies be funded at levels consistent with thelr expanded mlssvons

Regulators are also workmg Withthetr international counterparts to
promote consistency in giobal regulatory reform, particularly with

. regard to implementing the new Basef lit capital and liquidity standard‘s;‘

strengthening the supervision of, designing capital surcharges for,
and developing a framework for the resolution of large, globally active
financial institutions; promoting harmonization for the oversight of
denvatlves markets; and regulating globai financial infrastructures.

Potentia! Emergmg Threats to U.S. Fmancrat Stabxl ty

Assessmg future threa’fs to fmancaal stability wm rpquxre attenuor 10
the broad forces driving the-evolution of ‘the financial system, which
deterrnine the profit opportunities available to market participants
and financial institutions' along with the risks they take. In addition to
these long-run challenges to maintaining financial stability; a number
of possible shocks and vulnerabilities could produce more immediate
threats to U.S. financial stability.

Globalization and technoiogical inno‘vation‘eire among. the most
important forces that could affect future financial stability. While the rise

‘of international banking and the important role of foreign banks in U.S.

* financial marksts allow tisks to be transferred more broadly across the .

global sconomy, they also increase the links across economies and add
to the complexity of the financial system. Global interconnectedness

is heightenad by the role of the U.S. doliar as the international reserve

: currency and the funhding needs of large foretgn firms that hold U. S

doltar denom;mted assets.

Financial product innovation and growth s crucial to support a vibrant
economy, but at times it can résult in dramatic changes in business
models and can introduce increased complexity, thereby altering the ~
svolution of linkages among firms. Three such products examined in the

- report are exéhange traded funds, structured notes, and collateralized

commercial paper. While the level of activity in these products in the
United States is not high enough to represent a threat, the level of
activity abroad and the links to derivatives have led regulators in other N
countnes to focus specna attention on them

The functioning of the Uk s financial system has proven resilient to the
impact of a number of recent shocks, such as the natural disaster in

Japan and the fluctuating concernis over Furopean sovereign debt.
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Further, iricreases in trading volumes and enhanced market liquidity
have been fostered, in part, by the increasing use of electronic tradi‘ng‘
This liquidity can evaporate in stressed environments, as the flash crash -
demonstrated. New technology has helped strengthen the resifience of
paymont systems, data reposi tones, and other financial mfraotructure
This has given firms the tools to handie increasingly mmcan, :
transactions, including transactions in short-term wholesale funding
markets that can provide hundreds ‘of billions of dollars overnight to
cover daily funding needs. Operational risk events, along with recent’
high-profile cyberattacks are important reminders that both regulators
and firms need- to conti nuously upgrade the resilience of the;r electronic
%vste,ms and netwcrks

There is s;gnmoant market unwr*am‘cy in Furop notably associated
with the soversign credit risk of Greece, ireland, and Portugal. U.S.
financial institutions have very limited net direct exposure to. these -

three ‘countries. They have larger exposure and important ties to
major financial institutions elsewhere in Europe that in tum have large
exposures to Greece, Ireland, and Portugai

Some ma}or European banks obtam substantial- short- term wholesale
U.S. dollar funding from U.S. money market funds. Further, money ™ - )
market funds remain an important supplier of cash to the tri-party repo
miarket. Structural vulnerabilities In money market funds and tri-party
repo. amplified a number of shocks in the financial crisis.. Reforms .
undertaken since the crisis have improved resilience, and money market
funds report de minimis expostire to Gregce, Ireland, and Portugal;
however amphf:oatmn of a shock throuqh these channels is s’ul(
posmble

Tho impact on the LS. financial system of events in Europe deoends .
on how the peripheral Eurooean soverelgn debt.crisis-evolves and on
the resilience of U.S. financial institutions. and markets. if the crisis, now
affecting Greece, reland, arid Portugal, were to intensify significantly .
or spread more broadly across the euro area; then the impact on the
LS. financial system would be greatér. Supervisors have for some time
beery working with U.S. financial institutions to improve their ability to
withstand a variety. of possible financial contagion stress. scenarios
emanating from Europe. The Councit and its member agencies will
continue to carefully monitar the potential risks that could emerge from
the peripheral European soverosgn debt crisis.

Real astate- retated exposures remain a significant risk for many U S.
financial institutions. However, the improvement in capital across the
financial system provides-an important buffer against further declines
in real estate prices and larger losses; this makes it less likely that =
U.8. financial institutions will have to reduce assets or reduce growth
in lending in response to a more prolonged period of weakness in the
housing market or in the U.S. economy more gerierally. On the other
hand, the transition path back to a greater role for pnvate capital in'the
housrng finance system rematns uncerh,n
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The weakriess of the current recovery has delayed monetary policy
normalization and exacérbated the unsustainable fiscal trajectory in
* the United States. Despite the sustained low interest rate environment,
there is fimited evidence of major U.S. market participants “reaching for
*“yield.” One possible exception has been in'some of the activity in the -
markets for non mvestmcnt -grade bonds and loans.

Both monetary policy normah?a’non and fiscal consoli datxon will have

" important consequences for the business models of many fi nancial firms
that are currentty funding large holdings of government securmes and .

reserves at the Federal Reserve with low-cost deposits. Uncertainty
over the pace of monotar\/ policy normalization and fiscal consolidation
has the potential to generate shocks; however, with appropriate .

" planning and risk diversification, the financial market impact of such
shocks should be absorbed thhout affecting the functeons ofthe
system.

The capital and t!qundity of the largest U.S. ﬂnanctal ‘nstvtutions have
- improved %ubstarmaliy However, many large U.S. financial msmutxons
currently receive the highest credit rating for short- term fundmg partly
because of a presufmption of possible government support in stressed
conditions. Further, the Federal Reserve, in its Comprehensive Capital
. Analysis and Review, found a number of weaknesses.in the capital |
planning processés at many large banking institutions. These factors
- hlghhght some of the chall enges stilk ahead in bug!dmg a wonger
financial system.

The recent financial crisis provides‘a stark Mustration of how quickly
confidence can erode and financial contagion can spread, as well as
_how challehging and expensive it is to repair the damage. This lesson
is important to bear inumind in the current debate over the increase in
the federal government’s debt fimit. It i is-vital to the stabi ity of the U.S.
financial system and the g!obal financial system for the debt limit to be
raised in a timely manner to avo:d creating any risk of defauit on U S,

obhqat:ons
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3 Annual Report Recommendations

The Dodd-Frank Act requires the Couﬂéii to make annual recommendations to (1) enhance

the integrity, efficlency, competitiveness, and stability of U.S. financial markets! (2) promots
market discipline; and (3) rmaintain irvestor confidence. The Council fuifils this requ‘i‘remem by
recornmending (1) heightened risk-management and supervisory attention in specific areas; (2) .
further-reforms to address structural vulnerabilities in key markets; (3) steps to address r@fcr"n of .
the housing finance market; and (4) coordination on financial regulatory reform,

The Gounci recommendations work tagsther to balance the stated reqm‘r‘e‘ments of integrity, -
efficiency, competition, market discipline, and investor confidence; while maintaining :
financial stability. For mstance recommendations to improve capital and liguidity planmng
address vulnerabilities in the money market fund and tri-party repo markets, and coordinate
implementation of the Dodd-Frank Act will improve the stability of the ﬁnanc:al system. To
promote market discipline, the Council recommends responsible credit underwriting staridards
housing finance reforms, ihciuding mortgage servicing standards and servicer compensation; -
and effective implementation of orderly quuidation‘ authority for the largest:fmancial firms. To
rmaintain investor confidence, the Council also recommends that market participants kéep
pace with infrastructure and fechnological advances and conduct heightened due diligence on
emerging financial products. Collectively, the Council recommendations address the identified
vilnerabilities in the system and emerging threats {o financial stability. Regulatory agenoies ‘
and market pafticipants should take these steps to enhance the fesilience and integrity of the
system. The discussion below outlines the Council recommendations and their fulfiliment of the -
Council‘s Statutory mandate. - ‘

l Heightened Risk Management and Supervrsory Attenhon :

Hal the fo{lowmg areas, market participants should employ heightened
risk management, and Council member agencies should enhance -
ongoing supervisory attention to determine whether any of these market
dynamics rises to a level that merits a regu!a‘tory response.

L Construct robiist capltai liquidity, -and resolution p!ans To
support stabmty in the financial system, financial institutions .
should ensure that they have in place robust capital, quuidity.
and resolution planning processes: The Federal Reserve's .
Comprehensive Capital Analysis-and Review exercise found that
all of the largest bankrng companies need to bolster their capital
planning processes. The largest financial institutions must also
incorporate within their planning processes conmgenmes for
resolution that would facilitate resolvability under bankruptcy
without government assistance. In addition, the largest banks
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" should plan further improvement in their capital‘!eve!s and liquidity

risk profiles to support funding models without. any assumption of
government assistance and their continued smooth transition to

. new global standards.

Bolster resilience fo unexpecied interest rate shifts. In

light of a sustained, historically low interest rate envirohment;
market participants should work to ensure that they have robust
processes for measuring and; where necessary, mitigating their
exposure to a range of interest. rate scenarios. Preparedness to-
face unexpected rate changes or yield curve shifts wi II'enable

- market participants to make a stable transition to a new rate

environment, minimizing potential disruption to the system. .
Maintain discipline in credit underwriting standards. Although

" itis difficult to make definitive determinations regarding the

appropriateness of risk pricing‘, there have been some indicators
that credit underwriting standards might have overly eased

n certain products, such as leveraged loans, reflecting.the
dynamics of competition among arranging bankers. Groater - -
market discipline can be supported th‘rough‘robu‘st due diligence
practices and processes. for monitoring and responding to
developments in oredst underwrltmg standards, including deai :
features that may aflow borrowers to take on excesswe risk.
Sound underwrmng standards, which were abandoned in the run-
up to the crisis, will encourage greater investor-confidence and
stability in the market

Employ appmpnate due diligence for emerging ﬁnaﬁcza@
products. Council agencies are highly attentive to the emergence
and growth of financlal products, particulatly those that may be .
designed to arbitrage new capital and accounting standards by,
moving financial-activities outside the regulated core. A robust
financiat system should facilitate innovation. Market partici‘pants,
as issuers or investors, should work to ensure that they have

‘an adequate understanding of the risks that products such as’

exchange traded funds and structured notes present, nc!udanq
impacts under strained market conditions.

Keep pace with compstitive, technological, and reguia{ory
market structure developments. Equit‘y trading markets in the
United States have experienced changes in market structiire over
the past several years, including an expansion of the number of
trading venues and the rise of electronic trading. The flash crash of
May 6, 2010 demonstrated that regulators and market participants
should continue to monitor these changes and take action as
necessary to help ensure that the market structure regutatcrv
framework and operat onal policies keep pace with changes.

© 10 trading and other market practices. Regulators and market

participants should also continue to foster investor confidence by
promoting market integrity, efficiency, and competition.
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Financial systems are v{,lmerable 1o shocks that can be exacerbated
by weaknesses in the structure of financial institutions, markets; and
infrastructure.

The Council recommends reforms to address structural vulnerabilities
in the tri-party repo market, for money market mutual funds, andin
mortgage servicing: ) )

*

- Elimination of most intraday credit exposure and reform of

collateral practices in the tri-party repo market to strengthen
the market. Given the vital importance and size of tri-party

repo financing and the broad array of financial institutions

active in this market, the regulatory ‘community should exert its
supervisory authority-over the industry’s reform efforts to ensure
that the Tri-Party Repo Infrastructure Reform Task Force meets

its commitments as promptly as possible. The Task Force's

efforts should ultimately improve market functioning, but several
important structural reform issues reduire coordinated supervisory

_and regulatory attention. Chief among these priorities are

enhancing dealer liquidity. risk management practices, alleviating
the propensity of cash investors to withdraw fundmg and exit the
markst when risk surfaces; and implementing mechanisms to
manage a potential dealer default. The fragility of broader market
liquidity facilities and the constraints on the types. of collateral that
certain investors are prepared to take (parhcular!y money market
funds) hexghtens the risk of contagson in.the market. Reform-

_efforts should practlcal‘y eliminate intraday credit exXposures

of clearing banks to borrowers’ and strengthen collateral
management practsces o improve the stability of this critical short-
term funding market.

!mplement structural reforms to mitigate run risk in mbney

“market fuids. When the SEC adopted new rules for money

market funds (MMFs) in February-2010, it noted that a number

of features still make MMFs susceptible to rung and shou!d be’
addrassed to mitigate vulnerabilities in this market. To increase . .
stability, market discipline, and investor confidence in the MMF
market by improving. the market’s functioning and resifience, the’
Councit should examine, and the SEC should continue to pursug,
further reform alternatives to reduce MMFs’ susceptibility to runs,.
with a particular emphasis on (1) a mandatory floating net asset .
value (NAV), (2) capital buffers to absorb fund losses to sustain a
stable NAV, and (3} deterrents to redemption, paired with capital
buffers, to mitigate investor runs. !
Improve the overall quality of mortgage servicing by
establishing national mortgage servicing standards and
servicer compensation reform. The mortgage servicing
industry was unprepared and poorly structured to address the

< rapid increase in defaults and foreclosures. To address this
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structural Vuinerability, regulators should establish national
mortgage servicing standards and promote al‘temahve servicer
compensation' models.

» . National mortgage semcmg standards shoud provide cianty
to borrewers and investors, and servicers should be held to
the same quality and responsiveness standards regardiess of-
whether the loaris being serviced are held on the originator’s
books, have been sold, orhave been securitized, National
standards would-align incentives and provide clarity and
consistency to borrowers and investors, especially in the case
of delinquency. These standards will enhance the integrity and

“efficiency of mortgage servicing and help reestablish mve%tor
confidence inthe housing finance markot.

» - Today, the structure of sew:omg compensation generaﬂy

~ does not adjust to reflect the amount of servicing effort -
‘and expense required. This flat-fee structure does not.
-appropriately incent servicers to invest the time and effort to
work with borrowers to avoid default or foreclosure. The FHFA
and the Department of Housing and Urban Development
should continue to coordinate a review of the. structural flaws

" ini the current mortgage servicing compensatlon model and
‘should consider. alternatives. -

1iL. Housing Finance

The ULS: housing finance system required extraordirjary federal
government support during the crisis. Over 90 percent of the market
continues to funiction on the basis of this government support.

* and without sufficient vetum of private capital, This dynamicis not
. sustainable over the long term. The Council member agencies and

the Department of Housing and Urban: Development should continue
their work to strengthen the housing finance system, which includes:

: devstopmg a framework for the return of private capital to the system.

The frarmework should include regulatory activities that set forth

_standards and guidelmés for participants in the ho&sing finance system,

and cther actions that strengthen mortgage underwriting. To give further
confidence to the market and provide fong-term stability to the U.S;
financial system, the Council believes Congress must pass responsible
legistation to reform the housing finance system. The reform efforts’
should not further destabilize the fragile housing market. )

V. Financial Reguiétqry Reform

Councit member agericies are committed 1o implementation of financial

~ . regulatory reform. While important steps have been taken, both

domestically and in the international policy arena, much work remains
to be done. The agencies are approaching reform carefully, mindful )
of the need for sufficient public comment and the risks of ummended

consequences,
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Coordinated implementation of regulatory reform will enhance the
integrity, efficiency, competitiveness, and stability of U.S. financial
markets; promote market discipline; and maintain investor Lonﬁden‘oe by
closing regu!atory gaps that contnbu’red to the crisis and previous market
dtstoca\‘!ons

Dedd Frank Act

The Dodd-Frank Act pmvxdes comprehens 6 reforms and protectlons
across the fmanma! regulatory systern. These reforms include the creation
of a regulatory framework for the over-the-counter derivatives market;
investor protection measures that increase disclosure, fransparency, -
and confidence; reporting for managers of hedge funds and other
private funds; and the establishment of a single agency dedicated to
ensuring consumer financial protection and the integrity of the market -
for consumer financial products and services, The Dodd-Frank Act also
requires regulators 10 impose heightened prudential standards on certain
large financial firms to holp foster market discipline and stability, and

to make clear that no firm will be considered too big to fail, by oreatmg

a new authority to break up and wind.down a failing financial fim in a
manner that protects taxpayers, and the sconomy. In addition, the Dodd-
Frank Act created the Council to monitor risks that could build across
the system in a way that threatens the stability of the financial markets in
the United States, and the OFR to collect data on the Councx( s behalf,
working closeiy with supemsors

The Council mamber agencies have made: significant progressin
implementing the many reforms that the Dodd-Frank Act requires.

The Council and its member agencies recognize that successful
implementation of reform across complex areas. of the financial system
requires independent agencies to coordinate their efforts, even if

such consuitation is not statutorily required. Coordination. is critical to
implementing reforms that not only work together in a sensible, coherent.
way, but also appropriately balance market efficlencies, competitiveness,
and stability while providing. for innovation. To meet the chai!enges

of designing and enforcing. these new rules, the quality and scale of
resources dedicated to financial oversight must increase. Agencies must
have sufficient resources to attract and retain talented individuals and.
invest in sys{ems to monitor market activity and enforce the new rules.

lntematxona! Coordmatlon

At the September 2009 summit in Pittsburgh, the G-20 heads of state
agreed thatreforms were needed to build high-quality capital and .
mitigate pro- cychca!tty in the financial system; improve compensation
practices to support financial stability; reform the over-the-counter
derivatives markets for greater transparency and risk management; and
address cross-border resolutions.and systemically. important financial
institutions. The implementation of the Dodd-Frank Act will accomplish:
many-of these goals within the United States, but international
coordination i$ required to-onsure that similar reforms are applied

consistently across the global financial system to mitigate regulatory-gaps '
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and level the playing field: Council-member agencsps are committed to
- waorking with their international counterparts to implement these reforms
in'a timely manner. Key reforms include the fo!iowmg

hd

Capital and liquidity étan‘dards In' 2010, central baﬁks and

" supervisors reachied ‘agreement on the core elements of new -

global capital and: liquidity standards, Basel Il. As.a résult of
this agreement, internationally active banks will have to hold

-substantially more capital in the form of commion equity against’

the risks they take. This agreement was the foundation of a

-comprehensive new capital framework to further stabilize global

rarkets, but it left open several areas for further analysis, including

. ’me size and- composition of additional capital requirements to .
' impose on the largest global institutions, how to implement the new

liquidity stahdards, and how to bnng more consistency to the risk.
weighting of assets across countries.

Globally active systemically important banks. The Financial
Stability Board, a global body of finance ministers, central bankers,
and supervisors, has been working to-develop guideliries for
cooperation in the supervision of large, globally active financial’
institutions, and to develop a consisterit international framework, -
for the orderly resolution of such companies. These initiatives
complement Dodd- Frank Act requirements, and Councit members
are actively suppomng efforts'to promote international consistency
on resolutxon frameworka

Denva‘nves markets. A core element of the international
framework for reform of the over-the-counter derivatives markat is
a requirement for standardized derivatives 1o be centrally Cleared:
While there will continue to be bilaterally executed denvatives
transactions that are not cleared, there is international agreement
that non-centrally Cléared derivatives should be subject to higher-
capital requirements. In addition, Council. member agencies

are committed to working with international counterparts to
develop global standards for central counterparties and margin
requiréments for swaps-and security-based swaps that are not.
centrally cleared. Other key elements of reform are the reporting
of over-the-counter derivatives to trade data repositories and the
trading of standardized over-the-counter derivatives on exchanges
or electronic tradmg platforms. In'each of these areas, Council
member agenmes are committed to working thh internationat
oounterparts to harmonize requirements. .

_Infrastructure, lntemat!ona!~authon’ues have released revised

standards for financial market infrastrictures that provide a single -
set of principtes (CPSS-I0SCO Principles for financial rharket
infrastructures) for greater consistency. in the oversight and

'~ regulation of financial infrastructures worldwide, including enhanced

requirements for govem‘ancek and risk management practices, and
new standards on trangparency and general business practices.

 These principles should provide greater consistency in the oversight
" and regulation of financial infrastructures worldwide and thus

enharice the integrity of markets and global investor confidence.
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4 Macroeconomic Environment

The U.S. economy expanded at a moderate pace in 2010 and early 2011. The economy is
healing slowly from the lingering effects of the extraordinary financial market dislocations
in 2008-09 and the severe declines in employment and output (Chart 4.0.7}. Businesses
have increased investment, and consumers have increased spending (Chart 4.0.2).
However, construction and housing demand remain depressed, the unemployment
rate is elevated, and the gains in total employment have been insufficient to raise the
employment-population ratio.

Most foreign economies also continue to
recover from the most severe global downturn
Fergent Change — Annual Rate Percent  since the Great Depression, albeit at differing

Chart 4.0.1 Real GDP Growth and the Unemployment Rate
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Ghart 4.0.3 United States Nonfinancial Net Debt Flows
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Chart 4.0.4 Euro Area Nonfinancial Net Debt Flows
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face the challenge of rebalancing revenue and
expenditures.

4.1 Provision of Financial
Services to the Real Economy

Functions of the Financial System

The financial system has three primary
functions: (1) credit flow facilitation, (2 risk
transfer, and (3) transaction and payment
services.

Credit flows: A primary function of the financial
system is to facilitate the flow of funds from
savers to borrowers at prices that appropriatety
compensate all parties for the inherent riskiness
of lending; hence, financial markets and their
participants play a key role in price discovery.

Risk transfer: Ancther key function of the
financial system is to facifitate the efficient
allocation of risk across households and
businesses.

Transaction and payment services: The
financial system is also responsible for providing
reliable and robust transaction and payment
services to the real economy.

4.1.1 Credit Flows

The reduction in credit flows to households
and businesses during the crisis reflected both
a decline in demand for credit and a reduction
in the supply of available credit. Combined
credit flows to businesses and households
have started to increase. However, persistent
weakness in real estate markets continues to
restrain demand for and supply of mortgage
credit.

Before the financial crisis, many households
and financial market participants increased
their debt loads. Some of this credit flowed

to borrowers with limited ability, and at times
limited incentives, to repay their loans. Further,
some companies that originated mortgages and
sold thern for securitization were compensated
on the basis of volume and did not always
retain a stake in the mortgages. This meant
that they had less incentive than traditional
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Chart 4.1.2 Bank B Lending St and

Net Percent Net Percent
100 100
80 80
80 4 60
40 4 40
0 o 20
0 | o
<20 ¢ 4 20
-4 -40
-60 -B0
80 Higher Stvead 80

2000:G1 2002201 200401 200601 2008:Q1  2010:Q%

Source: SLOOS Note: For C&I toans to medium and large firms.

Chart 4,1.3 Corporate Bond Market Issuance
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Chart 4.1.4 Corporate Bond Spreads
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originate-to-hold lenders to underwrite loans to
high standards.

The crisis triggered significant reductions

in the flow of credit and an unprecedented
deleveraging by consumers, businesses, and,
most dramatically, the financial sector itsell.
Even as the recession stressed government
budgets, public borrowing largely replaced
private borrowing in the credit markets

(Chart 4.1.1}. These trends have begun to
moderate, and net flows of credit to the private
nonfinancial sector have turned marginally
positive owing to increases in both demand for
and supply of credit.

Credit Flows to the Corporate Sactor

The nonfinancial corporate sector continues

to recover as increased demand and low fabor
costs contribute to profitability. In the aggregate,
corporate borrowers are experiencing more
favorable financing conditions from banks,
bond markets, and syndicated loan markets,
which allow large corporate firms to finance
their activities on better terms. For instance,
bank underwriting standards have eased from
the extremely tight conditions at the peak of the
crisis {Chart 4.1.2).

Credit intermediation for large corporations

in the United States is characterized by a

high degree of funding through debt capital
markets rather than through banks. Debt
capital markets, somewhat impaired during the
crisis, are again functioning well. Corporate
bond markets have recovered, and issuance

of investment-grade and speculative-grade
bonds has been robust in recent months (Chart
4.1.3). Spreads between yields on corporate
bonds and comparable-maturity U.S. Treasury
securities have narrowed, although they remain
above the very low pre-crisis levels (Chart
4.1.4). In addition, new equity issuance has
been robust lately and M&A activity has picked
up, Indicating that credit has become more
available.

Corporate leveraged buyouts (LBOs) remain

well below the elevated levels seen during the
last credit cycle, although they have increased
somewhat as credit conditions have improved
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Chart 4.1.5 North American Completed LBOs
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(hart 4.1.7 Nonmortgage Consumer Credit Flows
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{Chart 4.1.5). Private equity firms continue to
hold high levels of committed but uninvested
capital available for LBO activity.

Credit Flows to the Small Business Sector

Banks are a large source of credit for small
businesses: banks provide these businesses
with term loans, credit cards, credit lines,
commercial mortgages, and capital leases.
Regulatory data on business loans less than

$1 million and agricultural loans less than
$500,000 suggest that small business lending
had increased solidly in the years leading up to
2008, before declining by more than 10 percent
through 2010 {Chart 4.1.6). A number of
related factors explain the decline, including the
general dislocation of credit during the crisis,
the adverse effect of the crisis on borrowers’
balance sheets and on the value of their
available collateral, and the reduced demand
for credit in fight of lower inventory investment
and cuts in investment and payrolls as these
businesses have experiencad weak demand
and stagnant prospective sales.

In the National Federation of Independent
Business {(NFiB) June 2011 Small Business
Survey, the number of small businesses
reporting that credit is “harder to obtain” has
declined to mid-2008 levels. Small businesses
continue to cite weak demand for their products
or services as the main factor fimiting growth.
Additionally, with more than half of credit to
small businesses secured by some form of real
estate, borrowing capacity is limited by the
ongeing stress in real estate.

Credit Flows to the Household Sector

Consumer spending has risen at a moderate
pace since mid-2009, contributing to overalt
economic growth. However, consumer credit
flows, which fell sharply during the crisis, have
only recently begun to recover. The modest
recovery of these flows reflects restraints on
the availability of consumer credit as well as
subdued demand as households face weaker
income prospects. Nonmortgage lending to
consumers, which declined for several years,
began growing in 2010, driven by nonrevolving
credit (Chart 4.1.7). The amount of revolving
credit avallable to consumers has been

20
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Chart 4.1.8 Credit Card Limit and Ouistanding Balance
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Chart 4.1.9 Single-Family New Home Starts and Sales
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substantially reduced, although aggregate
borrowing capacity remains considerable
{Chart 4.1.8). Demand for auto financing

has risen along with the increase in vehicle
purchases from the lows of the crisis. Student
toan volumes increased during the downturn
in part because of rising enroliments and
increased tuition costs; these volumes have
been increasingly supported by government-
guaranteed loan programs.

Real kstate and Mortgage Markets

The housing sector remains depressed. To
date, real residential investment has fallen
nearly 60 percent since its peak in early 2006.
Housing starts and sales of new homes have
remained near record low levels, and distressed
sales have increased, recently comprising 46
percent of all sales (Charts 4.1.9 and 4.1.10).
As a result of the pullback in mortgage lending
and an elevated level of charge-offs, overall
mortgage debt outstanding contracted for two
years (Chart 4.1.11).

Home prices face continued downward
pressure from excess inventory, lackluster
demand, and distressed sales, in part coming
from foreclosures. After stabilizing in late

2009 and early 2010, home prices have

fallen further since the summer of 2010. The
Corel.ogic repeat sales home price index,
which is representative of conforming and
non-conforming mortgages, is back down to
its mid-2003 levels, about one-third below its
2006 peak {Chart 4.1.12). The Federal Reserve
Board's Senior Loan Officer Opinion Survey for
April 2011 showed that demand for residential
mortgages at banks continued o decrease.

Some of the housing market fundamentals
have shown signs of improvement. Indexes of
affordability based on current interest rates,
median incomes, and median home prices have
risen to historic highs (Chart 4.1.13). The very
low levels of new home construction in recent
years have helped trim the backlog of excess
new homes for sale. In addition, the unusually
low levels of household formation over the past
several years could reverse once the fabor
market improves sufficiently, suggesting the
possibility of pent-up demand for housing.
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Chart 4.1.11 Net Consumer Sector Credit Flows
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More than offsetting the developments in these
fundamentals, ongoing operational deficiencies
and legal challenges in the processing of
foreclosure filings have significantly slowed

the foreclosure process, adding to a growing
inventory of distressed properties. Moreover,
the government-sponsored enterprises (GSEs)
Fannie Mae and Freddie Mac, as well as the
Federal Housing Administration (FHA) and

the Department of Veterans Affairs (VA)—
which together account for the guarantee

and insurance of more than 90 percent of
originations —have tightened their underwriting
standards. Standards have been tightened
across product, credit score, and foan-to-
value (LTV) spectrums, and fewer loans with
low down payments are being guaranteed.
FICO scores on mortgage originations have
risen sharply, reflecting the tighter underwriting
standards as well as the characteristics of
borrowers who are applying for credit (Chart
4.1.14).

On the other hand, FHA/VA loans, which
typically have higher LTVs and hence greater
risk compared with GSE loans, have gained a
larger share of the market, rising from 3 percent
of total market originations in 2005 to more
than 30 percent in mid-2010.

National commercial real estate {CRE}
markets also weakened dramatically during
the credit crisis and recession. Moody's/
REAL commercial property price index fell

by about 45 percent from its 2007 peak
(Chart 4.1.15}. Sales activity also decreased
sharply: commercial property transactions

fell 89 percent to $66 billion in 20098 from a
peak of $579 billion in 2007. A combination of
weaker cash flows, lower collateral values, and
tightened underwriting standards since 2008
has made it more difficult for CRE owners to
refinance their debt, putting further stress on
the market. Since mid-2008, bank lending to
finance commercial property has fallen by 80
percent. One-quarter of recent CRE activity
has involved distressed properties.

Commercial mortgage-backed security (CMBS)
issuers account for nearly 25 percent of the
total CRE debt. Reflecting the credit crisis
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Chart 4.1.14 Median Credit Score at Mortgage Origination
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Chart 4.1.16 CMBS New Issuance
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and economic stress, issuance of CMBS

in the United States was only $2.7 billion in
2009 and $11.6 biflion in 2010, well below the
approximately $200 billion issued in both 2006
and 2007 {Chart 4.1.16).

Recently, the commercial property market has
shown tentative signs of recovery, with more
sales activity among higher quality, well-leased
properties in major metropolitan markets, as
well as signs of increased demand for and
supply of commercial property foan financing.
The Senior Loan Officer Opinion Survey for
April 2011 showed that about 35 percent of
domestic banks on net had seen increased
demand for CRE loans, and a few large banks
and foreign banks had eased their lending
standards somewhat, although outstanding
bank commercial property loans have continued
to fall,

Securitization Markets

Much of the large increase in credit leading
up to the financial crisis was driven by an
expansion of securitized credit, particularly in
the mortgage market, During this time, financial
market participants and regulators tended to
view securitization favorably: it allowed banks
to reduce their exposure to certain types of
loans, redistributing those risks to investors
who were more willing to handle them and
lowering the borrowing costs for households
and businesses.

However, the crisis revealed deep flaws in

the implementation of securitization. For
example, banks and other firms that originated
mortgages and packaged them inte residential
mortgage-backed securities (RMBS) for sale
to investors often did not retain an interest in
those mortgages and, thus, had no incentive
to adequately monitor the performance of the
originated mortgages. In the years before the
crisis, underwriting standards deteriorated and
nontraditional mortgage products proliferated
(Chart 4.1.17).

The private-label (non-GSE) RMBS market
collapsed in 2007 after house prices began to
fall, which led to greater and more correlated
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Chart 4.1.17 Private-Label RMBS Gross Issuance
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Ghart 4.1,18 GSE and Private-Label RMBS Gross Issuance
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delinquencies of nontraditional mortgages
and thus reduced the value of these securities
considerably. This market remains severely
impaired and has affected other asset-
backed securities markets. In the absence

of strong offsetting developments, the lfack

of a meaningful rebound to overall private
sector securitization activity is likely to have
implications for the types of lending or fee-
based activities that banks will choose to
engage in and, in turn, for the future cost and
level of credit intermediation (Chart 4.1.18).
For nearly all asset classes, securitization
activity remains at levels well below those that
prevailed before the crisis. Recent issuance
has been concentrated in securitizations of
consumer auto loan and lease receivables, as
well as resecuritizations of real estate mortgage
investment conduits, which are repackaged
CMBS and RMBS,

4.1.2 Risk Transfer

The financial system provides risk transfer
services to the economy through a wide
range of insurance and derivatives products.
Certain credit risk transfer products played
an important role in exacerbating the financial
crisis and have not returned to their pre-crisis
form.

A kay role of financial markets and institutions
is to allocate risk efficiently across households
and businesses. The insurance marketis a
Key market in financial risk transfer. Unlike
most cases of credit intermediation, in which
borrowers receive a large payment at the
start and then repay the obligation over time,
insurance policies typically involve upfront
customer payments {premiums) in exchange for
a contractual promise from the insurer to pay
benefits upon a specified event in the future.
The traditional U.8. insurance markst largely
functioned without disruption in payments to
consumers throughout the financial crisis and
the recovery.

Derivative contracts have become another
important source of risk transfer in the financlal
system. The market for these contracts, which

24
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Chart 41,19 OTC Derivatives

Trillions of US$ Tritfons of US$

700 700
IR interest Rate Contracts i
500 BER Foreign Exchange Contracts &00
S Credit Default Swaps
- ¢ Equity-Linked Confracts
500 Commodity Contracts 500
FNEE Unallocated
400 400
360 300
200 200
100 100
i
ok il i s 4,
2000:HT  2002:H1  2004:HT  2008:HT  2008:H1  20100HY
Source: BIS Note: Notional values, COS data not available before 2004:H2,

Ghart 4.1.20 OTC Derivatives Growth

Index, 2004=100 Index, 2004=100

1000 1000
800 800
800 600

Commoddity
400 400
interest Rate
200 200
Foraign Exx:hangyew

0 : : : 8
2004 2005 2006 2007 2008 2009 2010

Source: BIS Note: Year-end notionat amounts outstanding.

Ghart 4.1.21 Distribution of OTC Derivatives

Cammadity Contracts {134}

Foreign Exchangs
Contracts {10%)

fatgeast fal
¢

Source: BIS Note: As of 2010:04.

may be traded on exchanges or over the
counter {OTC), has grown significantly over the
past 10 years. Gross notional volume amounts
of OTC derivatives contracts peaked in June
2008 at over $670 trillion. Derivatives—whose
value can be based on interest rates, foreign
exchange, credit, equities, and commodities—
have long been used by financial and
nonfinancial institutions for both risk insurance
(hedging) and risk acquisition {speculation)
purposes, enabling risks to be traded globally
{Charts 4.1.19, 4.1.20, and 4.1.21). While
QOTC derivatives markets, with the exception of
credit risk transfer products, were not a central
cause of the crisis and did not experience any
specific clearing or settlement failures, they
were a factor in the propagation of risks, as
their complexity and opacity contributed to
excessive risk taking and a fack of clarity about
the ultimate distribution of risks, exacerbating a
loss in confidence.

Credit Risk Transfer Products

The rapid growth in the private-label RMBS
market in the years preceding the financial
crisis was enabled by two market innovations:
collateralized debt obligations (CDOs), which
are instruments to bundle pieces of previously
issued asset-backed securities, and credit
default swaps, which are credit derivatives.
By allocating credit risks in complex ways that
market participants, credit rating agencies,
and regulators did not understand well, these
products contributed to the buildup of the
housing boom, the severity of the subsequent
bust, and the broadening of the financial crisis
beyond its origins in the subprime mortgage
market.

Private-label RMBS and CDOs shared two key
characteristics. First, they combined many
assets into pools, which should have helped
diversify the risks of loss. Second, they were
sold to investors in tranches that varied in

risk and return, with payments going first to
senior tranche investors. The independent
credit rating agencies played an important
role in this process by giving the vast majority
of these securities their highest rating (e.g.,
AAA), anticipating that junior tranche investors

Macroaco!
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Ghart 4.1.22 Private-Label Residential MBS Exposures
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would cover expected losses based on the low
historical default rates for residential mortgages,
the diversification of the asset pools, and the
assumption that house prices would generally
continue 1o rise,

Buring the mortgage boom, senior tranches

of RMBS atfracted broad classes of investors,
including banks, insurance companies, and
GS8Es {Chart 4.1.22). The riskier junior-
investment-grade tranches of RMBS were
typically pooled by investment banks and
purchased by CDOs (Chart 4.1.23). Although
most of the securities issued by these CDOs also
received the highest credit rating (again, based
on the presumad benefits of diversification),
senior CDO tranches had a very different investor
base from senior RMBS tranches. They were
typically retained by the originating bank or sold
with liquidity or credit guarantees provided by
the originating bank or with insurance written by
a segment of the insurance industry known as
financial guarantors. In many cases, the credit
rating agencies based their high ratings on these
securities on the availability of these guarantees.
Junior-investment-grade CDO tranches were
typically purchased by other CDOs.

An important component in maintaining this
structure during the mortgage boom was credit
default swaps (CDS). Financial institutions and
investors purchased CDS to help manage their
risks from RMBS and CDO securities. The
insurance conglomerate AlG was a large seller
of these CDS. In addition, synthetic CDOs grew
rapidly during the pre-crisis period. These were
derivative-linked CDOs that packaged long
positions in CDS referencing RMBS or CDO
securities; if the underlying securities did not
perform, the synthetic CDO investors would
lose money as if the CDOs owned positions in
actual securities (Chart 4.1.24).

The result of this complex and opague system
was that a surprising amount of the credit risk
in the mortgage market was concentrated in
senior CDO tranches held or guaranteed by
the banks that created CDOs and by a smatt
number of financial guarantors. These large
institutions and other investors in MBS and
CDOs suffered billions of dollars in losses
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Chart 4.1.25 Impaired MBS and CDO Securities
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when mortgage defaults across the country
exceeded expectations and the performance of
diverse pools of RMBS turned out to be highly
correlated. By the end of 2009, $319 bilion of
subprime and Alt-A MBS had been materially
impaired, as had $479 billicn of CDOs that
invested in MBS (Chart 4.1.25).

The market for CDOs has not recovered since
the crisis. The financial guarantors, with one
exception, are not currently providing such
guarantees and appear unlikely to return to the
market in the near term. However, the broader
market for CDS referencing the risk of default
by corporate entities remains robust.

4.1.83 Transactions and Payment Services o
Households and Businesses

Transaction and retaif payment services, which
facilitate a high volume of paymenis across
the financial system, functioned well during
the crisis.

Depository institutions provide a variety of
retail payment services to consurmers and
businesses, such as check, debit card, credit
card, automated clearing house, and prepaid
card transaction services. Retail payments,
which are characterized by high volumes

but low average dollar transaction values,
have undergone significant technological and
financial innovation in recent years, changing
how they are transacted. According to the
most recent Federal Reserve Payments
Study, the estimated number of noncash
payments totaled $108 billion in 2009, with a
total value of approximately $72 trillion. More
than three-quarters of these retail payments,
by volume, were made electronically, a 9.3
percentage point increase since 2006 {Charts
4.1.26 and 4.1.27). Retall payments depend
criticafly on consumer and business accounts
at depository institutions that are used for
transaction purposes.

While there have been a number of bank, thrift,
and credit union fallures—including several high-
profile failures or near-failures of large complex
financial institutions—the FDIC and the NCUA
were able to prevent any disruptions in retait
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Ghart 4.1.28 Money Market Funds and Ghecking Deposits
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payments and transaction services as a result
of the failure, or fear of failure, of an insured
depaository institution. In contrast, certain parts
of the financial system, such as prime money
market funds, experienced the equivalent of a
bank run in late 2008 {(Chart 4.1.28}.

The Transaction Account Guarantee Program
(TAGP) brought stability and confidence to
deposit accounts that are commonly used

for payroll and other business transaction
ourposes. Through the TAGP, the FDIC
guaranteed, for a fee, noninterest-bearing
transaction accounts held at participating
insured depository institutions. More than 7,100
banks and thrifts, or 86 percent of FDIC-insured
institutions, initlally opted into the program.

The Dodd-Frank Act replaced TAGP with a
provision mandating unlimited deposit insurance
coverage without a separate fee through
December 2012 for certain noninterest-bearing
accounts at all insured depository institutions.

4.2 Private Nonfinancial Sector
Balance Sheets

The ability of households and businesses

to repay loans depends on the income they
generate from productive activities and on

their net worth: the value of thelr assets less
liabilities. if income from productive activities
does not meet expectations, as occurred during
the recession, the ability to repay falls more
heavily on net worth.

Corporate income has recovered more quickly
than household and small business income,
and corporate balance sheets were less
exposed to the decline in real estate values, The
decrease in real estate and other asset values
has increased the leverage of the household
sector, the debt levels of which had increased
in the years before the crisis. Low interest rates
and extended unemployment benefits have
mitigated some of the loss of income and the
decline in asset values.

4.2.1 Business Sector

The levels of debt to net worth in the
corporate and noncorporate business sectors,
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Ghart 4.2.1 Corporate Credit Market Debt to Net Worth
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which spiked during the downturn as a result
of deteriorating asset values, remain elevated
but are showing modest improvement.

Corporate

Nonfinancial corporate balance sheets
deteriorated significantly during the downturn,
as leverage reached historical highs, primarity
because of unprecedented declines in the
value of assets held by these firms. Corporate
balance sheets have recovered somewhat
aver recent quarters. Nevertheless, leverage
has decreased only modestly and remains at
elevated levels, as the value of assets in the
sector have increased only moderately faster
than liabilities {Chart 4.2.1).

Since mid-2009, corporations have generated
strong profit growth and improved cash flow,
reflecting the impact of aggressive cost-cutting,
moderate revenue growth, and lower interest
costs, This has driven equity market valuations
back to near pre-crisis levels and has allowed
nonfinancial corporations 1o increase capital
through retained earnings. These developments
have also allowed corporations to significantly
bolster their liquidity (Chart 4.2.2).

Nonfinancial corporate balance sheets were in
relatively good condition entering the crisis. As
a result, the corporate bond default rate, which
spiked to a similar level as that in the previous
recession, was lower than expected given the
severity of this recession, particularly compared
with the level implied from bond prices in early
2009 (Charts 4.1.4 and 4.2.8). Since the
crisis, high-yield issuers have improved their
ability to cover their debt payments out of

cash flow. These firms also have only a limited
amount of debt maturing over the near term
and (as discussed in Section 4.1.1) benefit from
improved financing conditions.

Noncorporate

Balance sheets in the noncorporate sector,
composed primarily of small businesses, were
adversely affected by the credit crisis and
recession owing to poor sales, declines in asset
values, and a reduction in credit availability.
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Chart 4.2.4 Noncorporate Assets
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In the aggregate, the assets of small businesses
are composed primarily of real estate {Chart
4.2.4). Consequently, the sharp drop in real
estate values during the crisis had a severe
impact on the balance sheets of many small
businesses and led to a sharp increase in

the measured leverage of small businesses.
Leverage in this sector has fallen only modestly
since then and remains well above its pre-crisis
levels (Chart 4.2.5).

Small businesses generally have less access
than corporations to capftal markets and thus
depend more on bank financing. Therefore,
the improvements in the functioning of
corporate bond markets have had little direct
positive impact on the small business sector.
Also, continued strains in the banking sector,
particularly for smaller community banks,
have constrained credit availability for small
businesses. According to the Federal Reserve
Board's Senior Loan Officer Opinion Survey,
loan standards to small firms, which were
tightened sharply during the crisis, have not
been loosened to any significant extent over the
past year.

The Senior Loan Officer Opinion Survey also
indicates that the demand for bank loans from
small businesses has not picked up much

over the past year. The weakness in demand
probably reflects two main factors. First,
because many small business loans are secured
by real estate collateral, declines in real estate
prices have affected available colateral, which
may prevent small businesses from seeking
loans. Second, small businesses still report
weak sales; in the latest NFIB survey, nearly
one-quarter of respondents cited poor sales as
their primary problem.

4.2.2 Household Sector

Household net worth increased over the year
through the first quarter of 2011, as equity
values increased and debt levels decreased
modestly. The burden of debt payments
relative to income has improved. However,
mortgage-related debt remains high relative to
the value of housing. Households have taken
on more debt to fund college education.
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Chart 4.2.8 Household and Nonprofit Balance Sheets
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In the aggregate, household balance sheets

are recovering, with net worth increasing
moderately over the year through the first
quarter of 2011 after large falls in 2008

and 2008. Declines in housing wealth have
restrained the increase in aggregate net worth,
which has been driven primarily by a rebound in
stock values from their March 2009 lows (Chart
4.2.6). However, the recovery in household
batance sheets has not been evenly distributed
across income levels, particularly for lower
income households that do not have much
participation in equity markets. Because of the
continued weakness in home prices, ownars’
equity in housing has remained near a record
low of approximately 40 percent since mid-
2008, more than 20 percentage points lower
than its average over 1990--2005 {Chart 4.2.7}.

Consumer debt outstanding, driven primarily by
mortgages, peaked in 2008 and has declined
by about $1 trillion. In part, this decline is the
result of households’ active efforts to reduce
their debt levels. But it also reflects the impact
of foreclosures, which have removed mortgage
debt from household balance sheets.

Many homeowners who were delinquent on
thelr mortgages have been able o lower thelr
payments through government and private
modification programs. Nearly five million
mortgage modification arrangements were
started between April 2009 and the end of April
2011, which is more than double the number
of foreclosure completions for the same period
{2.1 million), although some homeowners

may have received help from more than one
program. More than 730,000 homeowners
have received permanent modifications under
the Troubled Asset Relief Program’s Home
Affordable Modification Program, with estimated
median savings of about 37 percent, or $525
per month per homeowner, Others have been
helped by government programs to modify
second liens or to encourage foreclosure
alternatives, such as short sales and deeds-

in fieu. Still, with about 2.5 million mortgages
entering the foreclosure process annually

in recent years, many homeowners remain
financially stressed.
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Chart 4.2.8 Household Debt Service Ratio
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Deleveraging by households, along with

low interest rates and the extension of
unemployment benefits, has helped households
meet their debt obligations. The household

debt service ratio {the ratio of household debt
payments to disposable income) has fallen
sharply, highlighting the improved ability of
households to make debt payments (Chart
4.2.8). The financial obligations ratio {which
measures a household's ability to service a
broader measure of commitrments, including rent
payments and homeowners’ insurance) has also
fallen since 2007. These declines signal that,
overall, both homeowners and renters are better
able to meet thelr financial commitments than
they were in the pre-crisis period (Chart 4.2.9).

Education loans are the only major consumer
debt category 1o have increased over the
past three years (Chart 4.2.10). Increased
college tuition costs and a finite pootl of grants
have, in part, resulted in increased demand
for student toans. Repayment ability depends
on both the completion rate of educational
programs and labor market conditions over the
repayment period. Unlike revolving credit card
debt, student loan debt generally cannot be
discharged in bankruptcy. Education tending
has been increasingly provided by federal
government-guaranteed loan programs.

4.3 Government Balance
Sheets

The recent recession produced a marked
deterioration in finances at all levels of
government in the United States. Global
financial markets have been able to readily
accommodate the substantial increase in U.S.
federat debt. With interest rates low, the current
financing costs of government debt are small.
All Jevels of government face challenges in
achieving and maintaining sustainable budgets,
particularly with growing future obligations as
the baby boom generation ages and retires.

4.3.1 Federal

Federal government debt has increased for a
number of reasons, including the direct effects
of the recession and the fiscal interventions to
prevent a deeper recession.

32 2011 FSOC Annual Report



85

Chart 4.3.1 Total Treasury Market Turnover
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The U.S. federal government is the largest
issuer of debt in the world. This mainly reflects
the large size of the U.S. economy relative to
the rest of the world. The size of the market
for U.S. debt, its liquidity, and the long-term
stability and flexibility of the U.S. economy
have made the U.S. dollar the dominant global
raserve asset (see Chart 4.3.1 and Box A:
U.S. Dollar as the International Reserve
Asset).

In fiscal year (FY) 2007, the federal government
had a deficit of 1.2 percent of GDP and net
debt outstanding of $5.02 trilion. In FY2010,
the deficit increased to 8.9 percent of GDF;

it is projected to remain around this level in
FY2011. At the end of FY2010, net public debt
outstanding reached $9.01 triflion, 62 percent
of GDP {Chart 4.3.2}. Total public outstanding
debt increased from $9.00 trifion in FY2007 to
$13.56 trition in FY2010. In May 2011, total
Treasury debt reached the limit set by Congress
in February 2010.

Much of the increase in the debt was driven
by the direct effects of the recession on
revenues and expenditures, and the use of
fiscal policy to mitigate some of the risks of a
deeper recession. A small part of the increase
in debt is due to direct government assistance
o the financial sector, mainly in the form of
capital provided to Fannie Mae and Freddie
Mac, the two large GSEs. The Congressional
Budget Office estimates that the net cost of
the Troubled Asset Relief Program will be less
than 0.25 percent of GDP. The assistance to
the financial sector resulted in the government
accumuiating financial assets.

Even before the recession and the attendant
increase in the deficit, government finances
were acknowledged to be on an unsustainable
path, partly owing to the increased expenditures
for Medicare and Social Security anticipated
with the aging of the baby-boom generation.
The unsustainable path of government debt
under the continuation of certain revenue

and expenditure policies is widely recognized
{Charts 4.3.2 and 4.3.3}. The need for long-
run fiscal balance has been a focus of recent
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kBox:A: us. DoHar as'the iniematiohai Reserve Asset.

The United States and the rest of the global financial system continte to receive important benefns from the role

of the dolfar as the principal international reserve asset.

The U.S. doliar is the world's most activély traded
currency in foréign exchange markets and the main
reserve asset held by foreign central banks and finance
ministries. This has been true since the end of Woild
War 0

Thig attraction of U.8: assets for foreign investors™
reflects the large size and stability of the U.S. economy
and the rélative stability of U.S. economic and political
institutions. It also reflects the fact that the United -
States has the world's largest dnd most liquid financiat
markets. One measure of this fiGuidity is average daily
trading volume in'the Treasury market; which rémaitied
robust through the financial crisis {Chart 4.3.1). These :
characteristics dre highly valued by global investors and,
in times of financial market turmail such as the recent
cisis, investors-often use U.S, assets as a safe haven.

The dollar's share of “Known allocated” global reserves
adjusted for excharige rafe fluctuations has géneraﬁy
exceeded 70 percent. Without adjusting for valuation
affects from exchange raté fiuctuations, the share has
declined over the past decade from approximately

70 percent to just over 80 percent {Chart A.1), Theé
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doltar has maintained:its dominant role even as-global
réserve assels have mcreased rapidly | in ‘tha Tast 10
years {Chart A.2}, E

The valis of all U.S. secuiities held by foreign investors,
public and private, totaled $10.7 tritlion as of dine
20710, ah increass of $1.1 trilfion from June 2008:

- Some of this increase represented net purchases;
while valuation changes in bonds and equities also
contributed. Foreign holdings of alf LS. securities werg
estimated at $11.3 trillion as of April 2011, and foreign
holdings of U.S. Treasury securities fotaled $4.5 trilion,
or just under half-of publicly. hald net federal government.
debt. These large holdings lowér the cost of funding
thie cutrent U.S: dccount deficit. In fact, niet investment
income received by the United States from the rest of
the world was estimated to be $174 billion in-2010.

The U.S:and globat finahcial systems receive important
benefits from the role-of dollar assets. While foreign
investors benefit from the liquidity in"U.S. financial
rnarkéts; they dre also an important source of that
fiquidity: High' demarnid from abroad for Treasuries lowers
the cost of funding for the U.S, government.
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Chart 4.3.4 Interest Rate Payer Skew
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Chart 4.3.5 Interest Outlays and Average Maturity
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attention from credit rating agencies. Current
pricing of U.8. government debt implies that
markets assume a long-term solution to the
fiscal imbalance will be found and that, in the
short run, the debt limit will be raised without
disrupting market functioning (Chart 4.3.4).

Despite the large increase in public debt
outstanding, net interest costs as a percentage
of GDP fell o 1.34 percent in FY2010, below
the 2.97 percent average observed in the 1890s
{Chart 4.3.5). This decline reflects the fact
that interest rates have fallen considerably and
remain near historically low levels. The average
maturity of marketable debt outstanding has
risen in the past two years from a low of 49
months to its current level of 62 months. This
is modestly above the 30-year average of 58
months but below the average maturity of
outstanding debt in other developed countries.

Over the past three years, the balance sheet

of the Federal Reserve has also grown, At first,
much of this growth was driven by liquidity
support to the financial sector; recently, growth
has been sustained by the monetary policy tool
of large-scale asset purchases (Chart 4.3.6).
During the financial crisis, the Federal Reserve
was granted immediate authority to pay
interest on reserve balances held by depository
institutions. As of June 30, 2011, reserve
balances stood at about $1.62 trillion. While
the current interest rate on these reserves is 25
basis points, it is below the average interest rate
(across all Treasury debt maturities) of around
3 percent paid by the federal government.
Incorporating these liabilities would lower the
average maturity of the federal government’s
debt obligations.

4.3.2 State and Local

Municipal governments experienced varying
degrees of stress during the downturn.

States are rebalancing budgets as federal
government support is withdrawn; local
governments are recovering more slowly. The
municipal debt market has been strained amid
concerns about state and local government
finances. Longer term challenges associated
with retirement benefits owed to government
employees remain.
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Chart 4.3.7 Municipal Liabilities as a Percent of GDP

Percent Percenmt
30 3.0
Nonfinancial
25 Businesses <25
{right axis}

20 420
15 15
10 State and Locat 19
it axis)

5 0.5
o e ~ 00

1980:Q1 1986:Q1  1882:Q1  1998:Q1  2004:Qt  2010:Q1
Source: Flow of Funds

State constitutions generally require balanced
operating budgets, but states and localities
may issue long-term debt to finance activities
such as investments in bridges, schools, and
other public infrastructure projects. In addition,
certain public and quasi-private authorities can
issue municipal debt to finance their activities.
Total outstanding municipal debt from aft
sources is $3 trillion, which is about 20 percent
of GDP, up from record fows in 2000 but in

tine with average levels from the mid-1980s to
the mid-1990s (Chart 4.3.7}. The annual rate
of increase in total state and local debt has
slowed markedly from an average of 9 percent
in 2001-07 to an annual average rate of less
than 4 percent since 2008, although some
municipalities’ debt loads have increased much
more than the average.

Municipal bonds are broadly divided into
general obligation {(G.0.) and revenue bonds.
G.O. bonds, with approximately $1 trilfion
outstanding, are secured by the full faith and
credit of the issuer, meaning that the issuer
{typically a government with the power to levy
taxes) is committed to raising revenue sufficient
to repay. Revenue bonds are more common,
with approximately $2 trillion outstanding; they
are secured by a defined stream of revenues
from a particular project and possibly by the
project itself. Revenue bonds are the principal
instrument for special-purpose and quasi-
private entities. Because of their narrower and
less certain revenue support, municipal projects
that depend on increases in use (e.g., new toll
roads) or increases in property values (e.g.,

tax increment bonds), or those with a tie to a
corporate entity (e.g., industrial development
bonds), are generally riskier than revenue bonds
related to the provision of essential services
(e.g., water/sewer revenue bonds),

States rely on cyclically sensitive income and
sales taxes for over half of their revenue. The
lower level of economic activity during the
recession had a significant adverse effect on
these revenues from 2007 through the first half
of 2010. Part of the decrease was absorbed
by the federal government, which provided,

on average, $53 bitlion in annual support to
municipalities from FY2009 to FY2011, and
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Chart 4.3.5 State Tax Revenue
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Chart 4.3.9 City General Fund Bevenues and Expenditures
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bridged approximately a third of state budget
shortfalls in 2010. Tax revenue is recovering
and states are going through the process

of rebalancing revenues and expenditures

as federal government support is withdrawn
{Chart 4.3.8).

Local governments and smaller municipal
issuers are more vulnerable as they have
smatller tax bases than states and are less

able to raise revenue {Chart 4.3.8). Cities are
currently facing reductions in state aid, on
which they have historically relied for 30 percent
of thelr funding. They also face declining
property tax collections, traditionally their
largest independent source of revenue, due to
the sustained declines in real estate values and
lower sales tax revenue {Chart 4.3.10}. Funding
has also become more difficult to obtain

for single-purpose entities such as hospltal
authorities.

Despite the strains induced by the recession,
municipal bond defaults are historically low.
Defaults are associated with smaller municipal
entities in geographic areas hardest hit by the
housing crisis and recession. Also, defauits
are more commaon for municipal projects that
refied on future growth that did not materialize,
or revenue bonds backed by Issuers with
corporate credit characteristics, such as
industrial development bonds, pollution control
bonds, or bonds in the health care sector {see
Box B: Municipal Debt Market).

State and local governments face longer term
challenges associated with the unfunded
portion of future benefits owed to their
employees. With high equity valuations in
2000, state pension systems were considered
more than adequately funded; however, by
2008, declines in asset values led to significant
underfunding, and approximately 80 percent of
states failed to make thelr actuarially required
contributions to their pension funds. Estimates
of the unfunded portion of state and local
retirement liabilities range from $1 trillion ta

$3 triflion. Other postemployment benefits
represent an additional $0.5 wrillion to $0.9
tritfion in unfunded liabilities, The widening
unfunded portion of pension obligations
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Box B: I\Aunicipa# Debt Market

The mimicipal bond market provides a critical source of private capltal for state and local governments and

certain nongovernment issuers.

Municipal bonds may be éxempt from federal, state,
and local taxes If the procesds of such bonds are used
by a government unit for its own purposes and if the
property financed by the bonds will be owned by the
govertment unit, Generally, with some exceptions,
bonds that do not meet these standaids are considered
privatg.activity bonds and are not tax-exempt.
Furthermore; some types of private activity bonds that
are <>xempt from the regular tax may be subject to the
alternative minimun tax,

Most municipal debt fssuance is tax-exempt {Chart
B.1}, which has made it an attractive class 1or rstall
nvestors. As a result of the financial crisis; the market
has undergone significant structural changes that have
left it sven more dependent on retal demand,

Municipal Bonds may have fixed or variablé interest
rates, or they may be zero coupon bonds. Many
variable rate friunicipal bands give investors the right

to put the bond back to the issuer. Such securities are.
known as varable rate dermand obligations (VRDOs):

if the investor exercises the put,-a remarketing agent
sells the bonds to anather investor. If the bonds. cannot
be resold, either a bond insurer or a liquidity facility
provides the funds for the issuer to purchase the bonds.

The auction rate securities (ARS) and tender option
bond {TOB) programs were large pre-crisis sources of
fiquidity In"the long end of the rmunicipal bond market,
Like other off-balance-sheet maturity transformation
vehicies, these were almost completely eliminated in the
financial crisis; as banks-and other investors becarme

“fess willing to assume the associated credit and interest
rate risks, As a reSult, many municipal bond issuers
replaced auction rate debt and insured VRDOs with
sninsured VRDOs supported by tiquidity facifities. These
facllities generally have terms of three vears, and many
of the facilities originated in 2008-08 are currently up
for renewal {Chart B.2).

Chart B.2 ARS and VRDO Funding of Long-Term Muni Bonds

Chart B,1 Issuance by Tax Status

Billions of USS Biliions of US$

800 600
I i Tox-Exempt
| BRI siniowm Tas
500 | MEBN Tabio 500
400 | 400
i
300, ¢ 300
200 b 0y
190 {r 108
e N NN
2005 2008 2007 - 2008 2000 2010 2011
Sourtie: Thomson Reulars Nots: 2071 is annualized Q1 data.

Percent Parcent

49 i 40
|
!

30 artuble Rats Demar 4 30
on ations (VRDO) \1 |

o

20 /\/J 120
- ¢
i
§ |

W L
i
N H
W Auctins Rate Seéiifities (ARS) X |

o ; by

2006 202 2004 006 2008 200

Note: Waturity atissuance.

Source: Securities Data Gompany reater than 13 monts.

Following significant dislocations experienced by the
municipal market in 2008 and early 2009, the fecleral
government launched the Build America Bonds (BAB)
program to stimulate infrastructure spénding and gdse
the pressure on the municipal bond market. The BAB
‘program was designed to broaden the municipal bond
investor base beyond those who typically invest in
muni¢ipal bonds by providing a federal subsidy that
allowed municipal borrowers {o issue fong-term taxable
bonds, Specifically, municipal borrowers could issue

long-term taxable bonds for capital expenditure instead
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of tax-exempt bonds, with the federal govermnment
rebating 35 percent of the taxable interest expanse
directly back 1o the issuer.

The program played an important iole in increasihg :
the investor base for municipal bonds and indirectly
provided support for the long-term tax-sxempt
municipal market by limiting the amount of tax- -
exempt supply. During the first three quarters of 2010,
borrowing costs for 80-year municipal issuance fell by
45 pasis points, and nearly $500 milion flowed into
municipal bond mutual funds: )

However, in.advance of the BAB program’s-expiry on
Decermber 31,2010, expectations that supply would
shift back to the tax-exempt market pressured yields
higher. Al the same time, widespread press and analyst
commerntary on the credit conditions of state and local
governments began to trigger sharp-outflows from retall
municipat bond mutual funds {Chart B.3}. Muni-to-

The increasing speéd of redémptions-created céncern
abott municipalities’ abifity to issue Certain short-term
debt instruments called revenue anticipation notes; A
which cover the mismatch betwéen revenue collections
and operating expenditures. However, relatively.
attractive valuations induced investors 16 entet thi tax- -
exempt space; and demand from crossover institutional
buyers Helped counteract redemptions fom tax-exempt
mutual funds, although these have since recovered. - .

Going forward, structural issues with the municipal

bond investor base remain. Long-term debt generatly.
is'not attractive to retail investors. As VRDOs expire,

mand without maturity transformation structures such as

ARS and TOB, It is unclear how cost-éffective fonger
term funding will be sourced through the minicipal
bond market. ‘ .

- Ghart B.4 Municipal Tax-Exempt Bond Ratios
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Chart 4.4.1 indebtedness and Leverage in Selected Advanced
Economies (April 2011)
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Chart 4.4.3 Emerging Markets: Public Debt to GDP
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increases the likelihood of changes in fiscal
policy, such as increases in tax revenues or
service reductions to close funding gaps.

4.4 External Environment

Many advanced economies face high debt
levels and an uneven recovery, Growth in
emerging market economies has rebounded
more guickly, with implications for capital flows
and the potential for overheating.

The United States was not alone among
advanced countries in experiencing a large
increase in government debt during the financial
crisis, while private sector debt shrank or grew
at much slower rates than in previous years
{Charts 4.0.3 and 4.0.4). For some countries,
the direct cost of support to the financial sector
has been a large contributor to the increase in
government debt.

Starting in early 2010, financial markets

began to apply additional pressure on certain
peripheral European countries through sharply
higher government funding costs. Amid
considerable market turmoit in the spring of
2010, concerns over sovereign credit risk
came to the forefront (Chart C.2). European
authorities working with the International
Monetary Fund have developed financiat
assistance packages for three countries and
established mechanisms to resolve future debt
problems in the eurc area (see Box C: Country
Support Developments in Europe).

The abilities of advanced countries to service
their debts without provoking sharp market
concerns are not exclusively related to total
public debt or current fiscal deficits. The size
of a country’s net external liabilities, the size

of the financial sector relative to GDP, and the
share of government debt held externally are
other considerations (Chart 4.4.1}. Lingering
balance sheet weaknesses in the advanced
economies are limiting the pace of their
recoveries. The natural disaster in Japan has
not had widespread impacts on capital flows,
as markets effectively absorbed this exogenous
shock; but it has interrupted some international
supply chains.
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Ghart 4.4.4 Emerging Markets: Current Account
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Chart 4.4.5 Private Capital Flows to Emerging Markets
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In contrast, most emerging market economies
(EMESs) have recovered strongly from the global
recession {Chart 4.4.2). Moreover, most EMEs
currently do not exhibit the macroeconomic
and balance sheet vulnerabilities that have
been associated with past EME crises, such as
large fiscal or current account deficits, banking
sector weaknesses, heavy debt burdens, or
significant currency and maturity mismatches.
However, some countries in emerging Europe
are still working through the aftermath of abrupt
reversals in financial and economic conditions
(Charts 4.4.3 and 4.4.4).

Nonetheless, prospects for sustained strong
capital inflows and moderately strong credit
growth in some EMEs present challenges. A
number of EMEs are now expetiencing record
private capital inflows, spurred by their strong
growth prospects and by low interest rates in
the advanced economies (Chart 4.4.5}.

To head off the risks of overheating, authorities
in many EMEs are tightening policy through

a number of channels, including interest rate
increases and macroprudential measures

such as restrictions on LTV ratios, stricter
lending criteria, and restraints on credit growth.
However, some policy actions pose difficult
trade-offs; for example, they may encourage
further capital inflows. Against this backdrop,
many countries continue to add to their large
holdings of foreign exchange reserves while
running current account surpluses, reflecting a
desire to limit currency appreciation against the
U.8. dollar (Chart 4.4.6).
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Box C: Country SuppOrt‘Devefopmenis in Europe’

in the wake of the financial crisis, several European countries have experienced severe macroeconomic and
financial challenges. These challenges have exposed tensions within the European Monetary Union and
limitations in-the pre-crisis set of tools available to European policymakers to respond to economic and

financial stress.

The European Union (EUJ, supported by the International Monetary Fund (IMF}, committed to lend €255.5
billion to help Greecs, Ireland, and Portugal address their vulnerabilities through adjustment programs.

In addition, Earopean léaders have agreed-on-a more comprehensive response that includes increased
emergency financing, new EU economic governance ruleés, and membeér country comrhitments to fake
measures to support fiscal sustainability and compefitiveness: )

Vulnerabilitiss differ across the supparted European
countries, Gresce’s crisis has stemmed from
unsustainable growth in the public sector, fueled by
low-cost cross=border finance that has led to very farge
fiscal deficits and public debt {Chart C.1). Porugal's
public debt is more modérate, but its privaté and bank
debt is large. Even during periods of vibrant gbba!
expansion, Portugal's growth rates have been anémic,
and the structure of the aconomy is skewed toward
low value added ndustries: In Ireland, the collapse

of the property sector and a deep and prolongsd
recession prodiced very farge banking sector fosses
and structurat fiscal deficits. Irish government support
for the banking system has amounted 1o 46 percent of
GDR, which along with large fiscal deficits, has pushed
public debt close to 100 percent of GDR.

As of eaily 2008, markets were not significantly
differentiating among elro area countries, with 10+

year vields for Greece, Portugal, and freland trading at
just 10 10 30 basis points above those for Germany:

But Gregk bond spreads surged following a late 2009
announcement by the Greek government that its budget
deficit would be more than three times the original
forecast {Chart C.2). Spreads have since increased
sharply in freland and Portugal. Markets remain attentive
to the risk of further contagion.

In May 2010, Europe Jaunched a multipronged effort
to address the crisis, making two emergency financing
vehicles available to member states: the European

Chart £.1 2009 Gross General Government Debt & Defisits
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Financial Stability Factity (EFSF), with an initial effective
fending capacity of €255 biffion, and the European
Financial Stabifity Mechanism (EFSM); with a capacity of
€60 biliion, Adjustment programs-are 0 be undertaken
Joirtly with the IMF,

in March 2011, European ieaders announced

firoad agreement 6n-a more coinpreherisive debt
crisis response, which must be ratified by national
parliaiments, The agreement covers three broad areas:
(1) 'an increass in emergency financing; (2) new EU
sconomic govérhance rules; and (3) a commitment by
countries to take additional policy measures on fiscal
sustainability'and competitiveness.




Leaders committed to raise the EFSF's Iénding capacity
to its notional cap of €440 billion. The Eurdpean Stability
Mechanism (ESM] wilt becorne the permanent financing
vehicle in 2013, with €500 bilfion in lending capacity.
Lending under both the EFSF and the £ESM requires
unanimous agreement by member countries and an
adjustment program with IMF participation:

Leaders agreed to enhanced EU surveitlance of fiscal
sustainability and economic imbalances and 10 a broader
array of potential sanctions for noncompliance. Member
states also agreed to undertake structural reforms to
boost competitiveness, fiscal sustainability, employment.
and financial stability to safeguard the commaon currency.

Meanwhile, Europe and the IMF are exténding financing
to the three countries most affected by the crisis.

Greece is recelving €110 biltion in IMF and EU loans
while it undertakes fiscal adjustment and structural
reforms, Despite concerns about domestic support for
reform, the government enacted a fiscal consolidation of
5 parcent of GDF last vear, éven as the economy shrank
by 4.4 percent.

1% December 2010, Europe and the IMF corarmitted
€67.5 bilion to Ireland for budget support-and to
finance a fundamental restructuring of the banking
sector. In May 2011, Portugal entered into a €78 bifli
IMF/EU program for fiscal consolidation and extens
structurat reforms to boost growth.

Chart 0.2 Ewropean Sovereign 10-year Spreads
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5 Financial Developments

Over the past 30 years, the inner workings of the U.S. financial system grew increasingly
complex and interconnected amid technological advances and globalization. These
developments were generally intended to further facilitate the allocation of rigk, increase
liquidity, and enhance pricing in order to improve the provision of financial services. But
the financial crisis ilustrated that complex new forms of financial activity also can produce
instability and imbalances that can pose extraordinary costs to the real economy.

Most observers only became aware of these powerful destabilizing forces in the summer
of 2007, when the interbank market seized up {Chart 5.0.1). it took more than two years
of unprecedented interventions for financial markets to return to more normal functioning.

Ghart 5.0.1 The Fi ial Crisis in the interbank Market
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5.1 Restoration of Private
Sector Funding and Capital

To maintain the key functions of the financial
system during the extraordinary disruptions

of the crisis, governments provided
unprecedented liquidity, guarantees, and capital
support to markets and institutions. With the
exception of housing finance, most of the
explicit U.S. government support has been
replaced by private sector sources.

Government support proved effective in
reducing the severity of the crisis. Congress
passed the Dodd-Frank Act to address the
weaknesses in the financial system revealed
during the financial crisis and to help prevent
another crisis. As Section 6 of this report
outlines, implementation of the Dodd-Frank Act
is progressing. The Dodd-Frank Act requires
enhanced capital requirements for financial
institutions and stronger supervision, risk
management, and disclosure standards for
the largest firms that pose the greatest risk to
the system. It also requires the establishment
of an orderly liquidation regime for financial
companies that otherwise might be percetvad
as "too big to fail.” At the same time, the
Dodd-Frank Act eliminated several avenues
of government support for firms in a crisis to
improve market discipline.
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Chart 5.1.1 Federal Reserve Balance Sheet: Assets
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Chart 5.1.2 Federal Reserve Facilities
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Chart 5.1.3 US$ FX Swap Facility Usage Since Inception
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5.1.1 Liguidity Support

Official support was first provided to banks to
address liquidity pressures. Liquidity programs
broadened to directly or indirectly support

the firms and related secondary markets that
had increasingly facilitated risk transfer in the
global financial system leading up to the crisis.
Liquidity support wound down in 2009 as
secondary markets returned to more normal
functioning.

The Federal Reserve provided substantial
tiquidity support to global markets and
institutions (Chart 5.1.1}. That support at first
was in the form of extended discount window
tending in new ways to banks and, then,
emergency lending to independent investment
banks that traditionally did not have access
to the discount window. Later, facilities were
introduced to deal with malfunctioning in
specific secondary markets—such as those
for repurchase agreements {repos), asset-
backed commercial paper, and asset-backed
securities —and to support certain institutions.

Federal Reserve facilities were designed to
provide collateralized funding at rates above
those prevalent for creditworthy borrowers
when markets were functioning normally, but
below rates available to such borrowers when
markets were functioning poorly. Thus, as
secondary markets normalized, private sector
funding naturally replaced government funding.
Use of the facilities relative to announced
capacity varied widely, and some of them
stabitized markets with little or no drawdown
{Chart 5.1.2}.

The first facilities, the Term Auction Fagility
(TAF) and the central bank liquidity swap lines,
were introduced in late 2007 amid pronounced
strains in short-term wholesale funding markets.
The TAF provided term funding to depository
institutions with access to the Federal Reserve's
primary credit facilities through an auction
process and helped to address domestic dollar
funding pressures.

The swap ltines gave foreign central banks the
capacity to provide U.S. dollar funding directly
to institutions in their jurisdictions, enhancing

48 2011 FSOC Annual Report
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Chart 5.1.4 EUR-US$ FX Implied Basis Spreads
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Ghart 5.1.5 GPFF Support of Commercial Paper Market
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Chart 5.1.6 30-Day CP Rates Less 1-Month OIS Rates
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t.8. financial stability by relieving pressures

in U.S. dollar funding markets and reducing
incentives for foreign financial institutions to

sell dollar assets at fire-sale prices. The swap
lines expired on February 1, 2010, as market
conditions normalized and the pricing of

funds from the facility became unattractive.
However, the Federal Open Market Commitiee
reauthorized currency swap lines in May 2010 in
response to the reemergence of strains in short-
term U.S. dollar funding markets associated
with the fiscal erisis in the peripheral eurc area.
Use of the swap lines has been minimal since
May 2010, reaching a peak of $3.2 billion
compared with a previous peak of $586 biflion
{Charts 5.1.3 and 8.1.4}.

Among the many new facilities that were
introduced at the height of the crisis, the
Commercial Paper Funding Facility (CPFF)

and Term Asset-Backed Securities Loan
Facility (TALF) involved a wide range of market
participants. For example, the CPFF helpad
financial and nonfinancial firms meet short-term
funding requirements by offering collateralized
liquidity directly to both secured and unsecured
commercial paper (CP) issuers when private
markets were frozen after the failure of Lehman
Brothers in September 2008. The CPFF self-
liquidated according to plan, falling from

20 percent of the market at its peak to less
than 1 percent by late 2009 {Chart 5.1.5).
Improvements in market conditions over time,
evidenced by contracting spreads, allowed
some borrowers to obtain financing from private
investars {Chart 5.1.6). However, decreased
use of the CPFF was also driven by a significant
decline in the supply of commercial paper, as
issuers reduced the size of CP programs and
other sources of funding became available.

As the recovery progressed, unsecured
domestic financial issuers exited the CPFF
first, followed by European banks and finally
by issuers of asset-backed commercial paper
{ABCP). For unsecured domestic financial
issuers, the facility was a critical temporary
sowrce of funding through the worst of the
crisis. European banks required more time

to exit the CPFF, because they had limited

47
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Chart 5,1.7 Nonmortgage ABS issuance
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Chart 5.1.9 Securitized Auto ABS Spreads
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options to meet dollar funding needs. For ABCF
issuers, the CPFF provided a safety net that
allowed them to gradually downsize their ABCP
programs with minimal market disruption.

The TALF was established in 2008 as a
temporary facility to address the severe
deterioration of fiquidity in securitized markets
that provide critical sources of funding for
consumer, small business, and commercial
real estate lenders. Unlike subprime residential
mortgage securitizations, the seizure in market
functioning in the nonmottgage asset-backed
security {ABS) and commercial real estate
mortgage-backed security {CMBS) markets was
not driven by credit concerns but rather by a
fack of fiquidity. Investors fled indiscriminately
from all securitized credit, even though ABS
and CMBS structures generally performed

well during the crisis. Liquidity provided by
TALF helped finance three million auto loans,
ane million student loans, and 900,000 small
business loans. TALF-levered investors led
renewed demand for consumer ABS and
CMBS. Later, as secondary and then primary
market spreads narrowed in these markets,
issuance became increasingly less reliant on
TALF. This restoration of private funding is most
clearly seen in the nonmortgage ABS market
{Charts 5.1.7,5,1.8, 5.1.9, and 5.1.10}.

All Federal Reserve loans extended during the
crisis were well collateralized. A large fraction of
TALF loans have been repaid early. Remaining
loans are current in their payments and well
collateralized. All other loans were repaid on
time, in full, with interest.

5.1.2 Guaranitee Support

Temporary programs to guarantee deposits,
unsecured bank debt, and investor assets in
money market mutual funds helped stabilize
investor confidence.

In October 2008, at the peak of the financial
crisis, the FDIC introduced the Temporary
Liguidity Guarantee Program {TLGP). In addition
to the Transaction Account Guarantee Program,
the TLGP guaranteed, for a fee, unsecured
debt with a term of up 1o three years issued

by financial entities participating in its Debt

1 FSOC Annual Report
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Chart 5.1.10 CMBS AAA Spread
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Chart 5.1.11 Debt Spreads vs. 3-year U.S. Treasury Securities
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Chart 5.1.12 Total Debt Outstanding for TLGP Firms
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Guarantee Program (DGP). The issuance of
new guaranteed debt expired on October 31,
2009, and the guarantee on outstanding debt
expires on December 31, 2012. The NCUA also
introduced temporary guarantees to stabilize
the corporate credit union system.

The DGP enabled financial institutions to

meet their financing needs during a period

of systemwide turmoil and record-high credit
spreads. On January 7, 2009, tess than three
months after the first TLGP medium-term note
was issued, the spread between a composite
of three-year TLGP debt and three-year U.S.
Treasury securities was 88 basis points, while
the comparable spread on nonguaranteed bank
debt was 458 basis points (Chart 5.1.11). By
the end of the DGP issuance period on October
31, 2009, these spreads had decreased by
about two-thirds.

Banks and their holding companies are now
issuing nonguaranteed debt at volumes
comparable to pre-crisis levels. At the peak of
the TLGP, the FDIC guaranteed almost $350
bitlion of debt outstanding. As of June 30,
2011, the total amount of remaining FDIC-
guaranteed debt outstanding was $236.9
billion, of which $70.7 billion will mature in
2011 and the remaining $166.2 billion will
mature in 2012 (Chart 5.1.12). The majority
of the debt exposure resides within the largest
financial entities.

The Treasury Department announced its
temporary money market fund guarantee
program on September 19, 2008, to stop the
run on money market funds (MMFs) (Chart
5.1.13). Certain structural features of MMFs
can produce incentives for investors to cash
in shares if they fear that a fund will suffer a
loss {see Box D: Money Market Funds).
The temporary guarantee program provided
coverage to sharehoiders for amounts they held
in participating MMFs at the close of business
on September 19, 2008. The guarantee would
have been triggered if a participating fund’s
net asset value feli below $0.995 per share.
The temporary guarantee, along with Federal
Reserve facilities aimed at stabilizing markets
linked to MMFs, was successful in restoring
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Box D Monéy Market Funds

The run on mangy market funds (MMFs} added considerably to market stress during the firancial crisis. Seme of
the key features of MMFs that make them. susceptible to runs remain today. X

Maohey miarket funds are mutual funds that offer
individuals; businesses, and governiments a convenisnt

way to pool investments in monéy market instruments,

MMFs provide an econormically irnportant service
by acling as intermediaries between shareholders
who desire liquid investments; often for cash
management, and borrowers who seek tefm funding.
The composition of MMF assets has recently remairied
stable among various government and short-duration

- assets (Chart D.1).

Chait D.1 Moniey Market Fund Assets
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MMFs generally invest in the highest rated {A1/P1:rated}
short-term collateral: SEC Rile 2a-7 places stringent
timitations on MMF holdings of lower rated securities.
MMFs must comply with the tule, which permits these
funids to maintain a stable riet asset value (NAV) per
share, typically $1; through the use of amortizéd cost
accounting and rounding. However, if the mark-to-
market per share value of a fund’s assets falls more
than ohe-half of 1 percent, or below 530‘995, the fund
must reprice its shares, an event known as “breaking
the buck.” MMF investors benefit from the simplicity and
convenience of the stable NAV feature and from the risk

. 3008

managemeht. monitoring; and diversification services
that MMFS provide. However, several of these MMF
features contribute to their fragility.

Investors® Incerntives and the Fixed NAV

The stable, rounded $1.NAV fosters an expectation that
MMF share prices will not fluctuate. However, when
shareholders perceive that a fund may suffer Iosses,
each shareholder has an incertive to redesm shares
befare other shareholders, causing a run on the fund...
Such redermnptions. can accelerate the likelihcod of a
break-the-buck event 1o the extent that the fund’s asset
sales to-meet redemptions significantly depress the
rarket value of the fund’s remaining assets. In-such a
scenario, the abifity of early redésmers to recelve the full
$1 NAV is éssentially subsidized by the losses absarbed
by remaining sharéholders.

Maturity Transformation and Liguidity

MNIFs offer shares that are payable on demand; but
they invest in cash-liké Instruments and in short-térm
seCurities that are less liquid: Redemptions in excess of
the cash-like assets {or iquidity buffer) may force funds
10 sell their less liquid assets: When money. markets
dre strained, furids may not be able to obtain full valug
{that is, ambprtized ¢ost) for such assets in sebondary
markets and may incur losses: Investors thus have an
incentive to redesm shares before a fund tas depleted
its cash-fike liquidity buffer:

Low Risk Tolerance

Risk-averse investors are attracted to MMFs because
they offer yield above that of a risk-free asset yet

have a history of maintaining stable valte and

meeting all withdrawal requests on demand. Thesa
investors. are prong to flight when losseés appéar
possible. In particular, institutional iwestors, which
currently account for about two-thirds of assets under
management in MMFs, éxhibit extreme aversion to
absorbing everi small losses. Institutional investors tend
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o be iess tolerant of fluctuations in share priceé, have
larger amounts at stake, and are quicker to respond to
events that may threaten the stable NAV.

Expectation of Sponsor Support

MMFs invest in assets that may lose value, but funds
have' no formal capital buffers or insurance to absorb
ioss and maintain their stable NAV. Wheri [osses do
occur, MMFs have historically refied on discretionary
sponsor support to maintain a stable NAV and bresetve
the franchise value of fund management businesses
{Chart D.2}. That support may come in the formof
capital contributions or the purchase of assets that have
lost value; for example;

Chart D.2 Money Market Fund Sponsor Support
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Spensors do not comimit to support an MMF in
advance, however, because an explicit commitment
may require the sponsor to consolidate the fund on

. its balance sheat. Thus, although investors ostensibly
bear the risk of an MMF breaking the buck, sponsors -
have In the past borne that risk themselves; fostering
the perceived safety of MMF investments. Moreover,
the uncertainty about the availability and sufficiency
of such support during crises, and the fact that many

MMFs tack desp-pocketed sponsors, contribute to their

susceptibility to runs.

Expectation of Government Support
Given the unprecedented governmeant support of
MMFs during the crisis in 2008 and 2009, even

- sophisticated institutional investors and fund managers -

may have the impression that the government would
be ready to support the industry again with the same
tools: This expectation may give fund managers
incentives fo take greater risks than are prudent and
may reduce sponsors’ incentives to support funds in
times of stress.: Such expectations may be particularly
misaligned givén ‘that Congress has sirice prohibited
the Treasury from using the fund that it used to
support the MMFs for this purpose.

Iri February 2010, the SEC adopted new rules for

MMFs to'make thése funds more resflient to market
volatility and to credit and liquidity risk. First, the SEC
introtiuced new risk-limiting restrictions, including
increased quuidity requirerments, restrictions on the
ability of MMFs to purchase Tower quality securities, and
matufity restrictions that reduce the maximum allowable
weighted average migturity of funds' portfolios. Funds
algo are required 1o stress fest their ability to maintain a
stable NAV. Second; the SEC's new rules permit a fund's
board—If it determines that the fund's NAV per share is
af immiinent risk of falfing, or has fallen, below $1—to
stispend redemptiong promptly and liguidate its portfolio
In an orderly manner to limit contagion effects on-other
funds: Finally, the new rules impose requirements to
disclose portfolio holdings and mark-to-market (shadow)
NAV, which gives the SEC a window o MMF activity
and helps investors impose strong market discipline,
Although these new rules are a positive first step, the
SEC recognizes that they address only some of the
features that make MMFs susceptible to runs, and that
more should be done 10 address systemic riske posed by
MMFs and their structural vuinerabllities.
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Chart 5.1.13 Prime Money Market Fund Assets
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Ghart 5.1.14 The Financial Panic in the Interbank Market
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investor confidence; it expired in September
2009 without any claims.

5.1.3 Capital Support

Government capital injections were required
to stabilize regulated financial entities at

the peak of the crisis. Many U.S. financial
institutions were able to replace government
capital with private sources as investors
gained confidence from the Supervisory
Capital Assessment Program (SCAP), financial
conditions normalized, and the economy
began to recover.

During the financial panic in September 2008,
market participants became acutely concerned
about the solvency of the nation’s regulated
banking institutions, particularly after the failure
of the largest thrift institution and the acquisition
of the fourth-largest bank holding company
(BHC) by the fifth-largest BHC. One measure

of the extent of concern is the behavior of

the LIBOR-OIS spread, which captures the
premium that banks require to lend to each
other in the short-term money markst (Chart
5.1.14). This spread jumped from under 100
basis points to over 350 basis points. With weli-
functioning secondary markets and the absence
of counterparty solvency fears, this spread is
typically under 25 basis points {Chart 5.0.1).

To restore confidence and directly bolster

the capital base of the banking systern, the
Treasury Department drew on the $700 bilfion
that Congress had made available through

the Troubled Asset Relief Program (TARP) to
address the market dislocation. It immediately
injected $125 billion of capital into nine
institutions. Over the next few months, the
Treasury Department injected a total of $204.9
billion of capital through the Capital Purchase
Program and invested $40 billion through the
Targeted Investment Program. Despite the
massive government intervention to support the
banking system, access to private capital was
severely limited. Many large banks had market
capitalizations well below their book value
(Chart 5.1.15}, and measures of default risk
were exceptionally high (Chart 5.1.16).

52 2011 FSOC Annual Report



104

Chart 5.1.16 CDS Spreads of 6 Large Complex BHCs
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Ghart 5.1.17 Aggregate Large BHC Total Equity Capital
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in 2008, the SCAP provided an assessment of
the capital needs of the 19 largest BHCs under
alternative macroeconomic scenarios to ensure
that they could continue to provide key financial
services, even if the recession was longer and
deeper than the consensus forecast. Ten of the
19 BHCs were told that they needed to raise
additional capital of $75 billion in the aggregate.,
The presence of an additional government
backstop of capital to banks and the
confidence-enhancing clarity produced by the
SCAP assessment reopened the equity market
for most of the large banks. As of first quarter
2011, banks had raised over $300 billion in
equity from the market and conversions and
returned $220 billion of their TARP funds to the
Treasury {Chart 5.1.17}.

5.1.4 Housing Finance Support

The housing finance market was the first
and biggest market to lose liquidity during
the financial crisis. Substantial government
intervention sustained the market during the
crisis and remains in place today.

Mortgage-related losses led to capital shortfalls
at the two government-sponsored enterprises
{GSEs), Fannie Mae and Freddie Mac, and

a sharp decline in net income at the Federal
Home Loan Bank System (FHLB}. The federal
government injected capital into Fannie Mae
and Freddie Mac to stablilize the mortgage
market, and the FHFA placed restrictions on
capital distributions at several Federal Home
Loan Banks.

Fannie Mae and Freddie Mac reported a $109
biffion combined net loss in 2008 owing fo rising
defaults on loans underlying the mortgage-
backed securities (MBS} they had guaranteed
in their securitization businesses {agency MBS)
and to losses on their direct investments in
MBS. These losses eroded the two companies’
capital and led to a steep widening of spreads
in the MBS market relative to Treasury yields,
which in turn increased the cost of new
mortgage loans to homeowners.
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Chart 51,18 Fannie Mae Option-Adjusted Spreads
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Ghart 5.1.19 GSE: Net Income and Losses
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To stabilize the mortgage market, FHFA
placed Fannie Mae and Freddie Mac into
conservatorship, and Treasury entered into a
senior preferred stock purchase agreement

in September 2008 to ensure that these

two GSEs would have a positive net worth.
Joint action by the FHFA and the Treasury
Department, coupled with large purchases in
the agency MBS market by Treasury and the
Federal Reserve, stabilized the agency MBS
market. These combined actions resulted in a
sharp improvement in spreads and restored a
measure of calm to the agency MBS market
{Chart 5.1.18).

Treasury and FHFA increased the funding
commitment to $200 biflion for each GSE in
May 2009, then amended the agreement again
in December 2009. The December amendment
added flexibility 1o the funding commitment by
setting it at $200 bilion plus any cumulative
deficiency amount determined for quarters in
calendar years 2010, 2011, and 2012, less
any amount by which assets exceed liabilities
at December 31, 2012, and less any existing
amount of funding under the commitment. This
ensured that the GSEs would have a positive
net worth as losses continued to mount.
Treasury holdings of GSE preferred stock as of
first quarter 2011 totaled $162.4 biflion at a net
cost after dividend payments of $138.2 biflion,
The funding commitment will become fixed
again on December 31, 2012 {Chart 5.1.19).

The FHLBs fared better than Fannie Mae

and Freddie Mac, and became an important
source of funding for many struggling financial
institutions during the crisis. Since peaking

at the end of 2008, FHLB advances have
declined sharply {Chart 5.1.20}. Despite the
increase In advances in 2008, net income

for the consolidated system declined by &7
percent in 2008 compared with 2007, primarily
because of losses on private-label securities
at 6 of the 12 banks. Net losses were reported
by three Federal Home Loan Banks in 2008
and four in 2009. Several of the banks became
subject to restrictions on dividends and capital
because of their weakened financial condition.
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Chart 5.2.1 Origin of Private N ial Debt (
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5.2 Evolution of the Financial
System

Qver the past 30 years, market-based
intermediation of credit, such as securitization,
increased relative to bank-based intermediation,
such as direct lending {Chart 5.2.1). Many of
these market-based intermediation channels
became severely disrupted during the financial
crisis and shrank in size (Chart 5.2.2).
Meanwhile, the crisls reinforced the secular
increase in the concentration of the banking
sector and changes in its business model.

Economic growth, demographics, and financial
innovation have been factors behind the large
increases in the financial asset holdings of

U.8. households and businesses. While most
asset management firms, pension funds, and
insurance institutions were only indirectly
affected by the crisis, the crisis highlighted thelr
importance in providing both short-term and
long-term funding to the financial sector,

Technological advances, changes in regulation,
and globalization have produced dramatic
changes in trading and market-making
practices. The greater complexity of the
financial system has been supported in part

by developments in financial infrastructure and
the increasing use of electrdnic payments and
computerized record keeping.

Part L. Institutions
5.2.1 Bank Holding Companies

The financial crisis has changed the landscape
for the largest BHCs. While the income of
BHCs has improved significantly over the past
two years, it remains substantially below the
pre-crisis level. Assets held by foreign banking
organizations (FBOs) in the United States have
increased notably since the crisis.

Most commercial banks in the United States
are owned by a BHC, which can own other
subsidiaries, such as a broker-dealer. Bank
holding companies are regulated by the Federal
Reserve on a consolidated basis and are
subject to capital standards similar to those

of banks. There are nearly 5,000 BHCs in the
United States, with aggregate assets of about

55
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Chart 8.2.3 Large Bank Helding Company Pre-Tax income
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Ghart 5.2.5 SGAP Bank Noninterest Income
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$17 tritlion. Most of these companies own only
one commercial bank, There are 75 companies
with assets over $10 billion which, combined,

account for over 85 percent of all BHC assets,

Pretax net income across all BHCs totaled
$116.7 billion in 2010 (Chart 5.2.3}. While
this was a significant improvement over the
previous two years, it was nearly 40 percent
below the 2006 level. Net revenue (net interest
income plus noninterest income} held up fairly
well through the crisis. However, as asset
quality deteriorated, provisions for loan losses
increased sharply.

The financial crisis had a profound effect on
large complex financial institutions (LCFIs).
Several large banking organizations were
acquired by LCFls as a result of mergers or
FDIC-assisted transactions, Additionally, four
of the five largest independent broker-dealers
were either acquired by or converted to BHCs
in 2008 (Chart 5.2.4). These developments
added more than $2 trillion to total BHC assets
and had implications for the business modeis of
the largest BHCs, as they now derive a higher
share of income from investment banking and
trading activities (Chart 5.2.5).

The assets held by FBOs in the United States
have increased notably since the financial

crisis (Chart 5.2.6). The percentage of U.S.
commercial banking deposits held by FBOs has
been relatively constant over the past decade.
Primarily through acquisitions, they expanded
their presence in activities less dependent on
deposit financing, such as repo, securities and
derivatives trading, prime brokerage, and other
investment banking activities, FBOs hold a large
and increasing percentage of their U.S. assets
outside of domestically chartered BHCs.

5.2.2 Insured Depository Institutions

The commercial banking industry has become
increasingly concentrated over recent
decades among fewer, larger institutions, a
trend that has accelerated since the financial
crisis. While revenue held up fairly well, the
industry set aside nearly one-third of revenue
in loan loss provisions cver the past two years.

1 FSOC Annual Report
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Ghart 5.2.6 Assets of Foreign Bank Branches and Agencies
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Chart 5.2.7 Asset Distribution of FDIC-Insured Institutions
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Commercial Banks and Thrifts

The banking industry is composed of more than
7,500 commercial bank and thrift institutions.
Of these, more than 6,900 institutions have
assets less than $1 billion, while 88 institutions
have assets between $10 billion and $100
billion, and 19 institutions have assets over
$100 billion (Chart 5.2.7). Over the past few
decades, the industry has become increasingly
concentrated among fewer, larger institutions as
they expanded to achieve economies of scale
and branched across state lines, and as federal
legislation enabled them to conduct trading and
other investment banking activities. Failures,
mergers, and subdued new chartering activity
during and after the crisis have contributed to
further consolidation. Over the past decade, the
number of Institutions has fallen by 25 percent,
and the 10 largest institutions now hold
approximately 50 percent of industry assets
{Chart 5.2.8). Overall, there has been a steady,
long-term increase in assets at commercial
banks and thrifts as population and wealth rose.
Over the past decade, industry assets have
risen from 75 percent of GDP {o 90 percent.

Despite the rising concentration over recent
years, the U.S. banking industry remains much
less concentrated than banking in many other
countries, and the size of the largest banks
relative to GDP is still low when compared to
other countries {Chart 5.2.9}. Small banks
and credit unions remain an important source
of financing for consumers and businesses,
particularly small businesses, in communities
across the country.

Pretax net income for the U.S. banking industry
totaled $122.5 bilion in 2010 (Chart 5.2.10).
While this was a significant improvement over
the previous two years, it was 44 percent
below the 2006 level. Industry net revenue

held up fairly well throughout the crisis, rising
each year from 2006 to 2010, but provisions
for loan losses increased sharply beginning in
2007 and peaked in 2009, when they absorbed
103 percent of the industry’s net revenue. The
industry set aside nearly $625 billion in loan loss
provisions between 2008 and 2010, which was
nearly one-third of industry net revenue.
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Chart 5.2.9 Largest 4 Banking Institutions as Percent of GDP
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Chart 5.2.10 Commercial Bank and Thrift Pre-Tax income
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As the crisis has unfolded, 370 bank and

thrift failures have occurred through June 30,
2011, or 4.5 percent of institutions cperating
at the beginning of 2008. While the level of
bank and thrift failures remains elevated, the
rate is beginning to decline. Although fewer
institutions have failed since the beginning

of the financial crisis compared with failures
during the savings and loan crisis of the late
1980s and early 1990s, the value of failed-bank
assets has been much higher this time (Chart
5.2.11). At the end of first guarter 2011, the
number of institutions on the FDIC’s “problem”
list (institutions with financial, operational, or
managerial weaknesses that threaten their
continued financial viability) was 888, nearly 12
percent of all institutions.

The nation’s largest banking institutions {those
with over $100 billion in assets) have recovered
from the financial crisis to a greater extent than
community banks (institutions with less than
$1 billion in assets). Pretax net income is down
nearly 75 percent at community banks from
the 2006 level, while it is down by 12 percent
at the largest institutions {Charts 5.2.12 and
5.2.13). Although both the largest institutions
and community banks have benefited from
recluctions in loan loss provisions, community
banks have experienced a smaller increase

in net revenue than large banks. In addition,
communily banks continue to deal with credit
problems associated with their still-sizable
commercial real estate portfolios.

Credit Unions

Credit unions are nonprofit, cooperative
financial institutions. Members pool their funds,
and these funds are then lent to members.
Credit unions differ from commercial banks
and thrifts in that the members are also the
owners. Currently, there are nearly 7,300 retail
credit unions with approximately $940 bilfion in
assets and 26 corporate credit unions, which
are organized to provide services to the retail
credit unions.

The credit union experience was similar to that
of commercial banks: the system experienced
a deterioration of asset quality during the

financial crisis, although delinguency rates and

19580 1985 1990 1995 2000 2008 2610
Source: FRIC Note: 2011 as of §/30/2011.
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Chart 5.2.12 Large Bank Pre-Tax Income
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Chart 5.2.13 Community Bank Pre-Tax Income
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Chart 5.2.14 Federally Insured Credit Union Income
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pravisions have been less severe than those

in the banking industry (Chart 5.2.14). Credit
union net revenue totaled $4.6 billion in 2010,
up significantly fror the previous two years but
20 percent below the 20086 level. Net income
rose by 38 percent from 2008 to 2010, while
provisions for loan losses peaked in 2009, when
they absorbed nearly 20 percent of net income.

As in the banking industry, assets in the credit
union system have increased and the system
has become more concentrated, although less
so than commercial banking (Chart 5.2.15).
Assets of the credit union system rose from 4.4
percent of GDP to 6.2 percent over the past
decade. The number of credit unions has fallen
by nearly 30 percent over the same period,
with the 10 largest institutions now holding
nearly 15 percent of system assets. The severe
economic downturn led to losses at retail
credit unions and the failure of several large
corporate credit unions, as a result of declines
in the value of mortgage-related assets held by
these institutions. To address these failures and
reform the corporate credit union system, key
regulatory reforms have been implemented to
improve capital, restrict investments, enhance
asset-Hability management, and enhance
corporate governance provisions.

5.2.3 Specialty Lenders

Specialty lenders are important providers of
credit to a number of markets that have not
been fully served by the traditional banking
industry. Specialty lenders struggled through
the financial crisis because of their heavy
reliance on the capital funding markets, but
they have recovered to a large extent and are
continuing to serve their customer base.

The specialty lending sector, which plays a
significant role in market-based intermediation,
grew dramatically before the crisis as market-
based intermediation expanded. Much of the
growth was in mortgage lending backed by
Fannie Mae and Freddie Mac, the two large
GSEs. Finance companies and real estate
investment trusts (REITs)—tax-advantaged legal
entities that are required to hold 75 percent of
thelr assets in and generate 75 percent of their
income from mortgages and mortgage-related

Financial Davelopments 59



111

Ghart 5.2.15 Assets of the Ten Largest Credit Unions
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Ghart 5.2.16 Finance Company Mortgage Assets
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Chart 5.2.17 Real Estate investment Trust (REIT) Assels
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holdings—played an increasing role {Charts
5.2.16 and 5.2.17). Mortgage lending by these
firms contracted sharply following the collapse
of the securitization business model. Recently,
however, RE{Ts have attracted private capital
for agency MBS investment because of the high
dividend yields they offer, facilitated by the low-
rate environment and steep vield curve.

With the government’s conservatorship of
the two large GSEs, the remaining specialty
lending sector can be split into three broad
types: small niche firms, finance entities that
are captive to a manufacturer, and large
diversified firms. Specialty lenders remain an
important provider of credit to households and
businesses for the purchase and leasing of a
wide variety of goods and services, including
automobiles, household durables, education,
office equipment, and commercial aircraft,

Al year-end 2010, finance companies owned
or managed approximately $600 bilfion in
nonmortgage consumer loans and leases and
approximately $500 bilion in business loans
and leases {Charts 5.2.18 and 5.2.19}.

The sector is concentrated; for example,
approximately three-quarters of consumer
receivables on the balance sheet of finance
companies at the end of 2010 were held by
onty 10 companies. The larger specialty lenders
generally are either captive subsidiaries of major
manufacturing firms that provide financing

for the purchase of the parents’ products

or diversified entities involved in a variety of
consumer and commercial business lines.
Captives and diversified specialty lenders’
businesses are generally global in scope.

Specialty lenders have traditionally relied heavily
on the debt markets for funding, because they
have only limited deposit offerings, usually
through a wholly owned thrift subsidiary or

an industrial loan corporation, The traditional
business modet for many of the large finance
companies depends on access to markets

for secured and unsecured debt, as well as
support from parent manufacturing companies
{Chart 5.2.20). During the financial crisis,
certain specialty nonmortgage lenders adopted
a BHC structure, which made them eligible to
receive government assistance under the TARP.

80
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Ghart 5.2.18 Consumer Loans Outstanding
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Chart 5.2.19 Business Loans Qutstanding
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Ghart 5.2.20 Finance Company Liabilities
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Small specialty lenders, numbering in the
thousands, are primarily focused on a specific
industry niche or gecgraphic area. These firms
obtain financing mainly through bank loans and
equity capital; therefore, they may be vulnerable
to changes in bank underwriting standards as
well as the creditworthiness of their customers.,
In general, these lenders serve higher risk
segments of the economy.

5.2.4 Insurance

The insurance industry is an important source
of long-term funding to the economy through
its investment of premium income. Insurance
companies, with some notable exceptions,
generally withstood the financial crisis and
have since strengthened their balance sheets.
Their investment portfolios have improved
along with general financial market conditions.
The segment of the industry that provided
financial guarantees on mortgages and
mortgage-related assets experienced severe
difficulties.

Insurance companies are broadly classified into
two primary groups: life insurance companies,
which sell life insurance, annuities, and other
retirement products; and property/casualty
insurance companies, which selt personal,
professional, and commercial fiability insurance.
in order to mest future insurance payouts,

all insurers invest their premium income in

a wide range of assets, thereby providing
important long-term funding to the economy.
The different asset and capital composition of
the life and property/casualty industries reflects
distinct claim and benefit payment patterns. In
particular, property/casualty companies tend

to hold higher credit quality instruments and
have greater liquidity needs than life insurance
companies {Charts 5.2.21 and 5.2.22).

Insurers faced challenges during the financiat
crisis as asset prices fell sharply and some
noncore activities such as securities lending
produced large losses. However, the industry
withstood the financial crisis quite well in terms
of providing insurance services to consumers
and businesses. Only 28 of approximately 8,000
insurers became insolvent in 2008 and 2009,
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{hart 5.2.21 Property and Casually Insurance: Assets
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Chart 5.2.23 Properly and Casualty Insurance: Capital and Income
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and those insurers are being resolved pursuant
to applicable state law. The improvement

in financial markets has strengthened the
insurance sector’s balance sheet and the sector
generally is financially healthy.

The property/casualty industry has been in

a soft market cycle for the past few years,
characterized by highly competitive markets and
reduced insurer pricing power. The industry as a
whole realized positive net income in 2009 and
2010 (Chart 5.2.23), and net investment income
has remained relatively stable. The industry faced
higher than usual claims exposure for the first six
months of 2011 due to severe weather in parts
of the United States. Similarly to the property/
casualty industry, the fife insurance sector has
experienced reduced premium volumes along
with an increase in both policyholder claims

and administrative expenses {Chart 5.2.24).
However, these effects were somewhat offset by
increases in investment income.

During 2010, general financiat market conditions
improved and were reflected in insurance
company investment portfolios in several
ways. Valuation concerns have diminished.
Comparisons of fair value to carrying value are
less negative, reducing the pressure to take
impairments. Improved market conditions also
led to more flexibility in managing portfolios
without the negative impact of realized losses.
However, insurers, state regulators, and

the FIO are carefully monitoring exposures

to commercial real estate, residential MBS
{(RMBS}, municipal bonds, securities lending,
euro area exposures, and derivatives,

The financial guaranty and mortgage guaranty
segments of the industry, which are a relatively
smalt portion of the industry as measured by
premium income, experienced severe difficulties
associated with the decline in house prices
and market activity, the increased volume in
residential real estate foreclosures, and the
impairment in the RMBS market. In particular,
due o severe losses, the future viabllity of the
financial guaranty segment {monoline insurers)
remains uncertain, with only one monoline
group actively writing insurance,

62 2011 FSOC Annual Report



114

Ghart 5.2.24 Life and Dther Insurance: Gapital and Income
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Ghart 5.2.25 Household Financial Assets
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5.2.5 Asset Management

The U.S. asset management industry, with
more than $35 trillion under management,

is an integral part of the financial system. It
has grown with the long-run increase in .S,
household financial assets. A wide range of
asset management vehicles, including pension
funds and hedge funds, play an important role
in the financial system as providers of capital.

The U.S. household sector has built a large
stock of financial assets over the past three
decades (Chart 5.2.25). Equity holdings
increased over this period and now make up

a sizable percentage of both financial assets
and GDP (Chart 5.2.26}. Demographic trends
should continue to support asset growth, as the
baby-boom generation, with iis increasing life
expectancy, continues to accumulate assets for
retirement over the next few years. The aging of
the population eventually ma