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THE FINANCIAL STABILITY OVERSIGHT
COUNCIL ANNUAL REPORT TO CONGRESS

THURSDAY, JULY 26, 2012

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

The Committee met at 10:04 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Hon. Tim Johnson, Chairman of the Com-
mittee, presiding.

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON

Chairman JOHNSON. Good morning. I call this hearing to order.

Today we welcome Treasury Secretary Geithner to deliver the Fi-
nancial Stability Oversight Council Annual Report to Congress, as
required by the Wall Street Reform Act.

Having recently marked the 2-year anniversary of Wall Street re-
form, I believe we have made important progress to enhance our
financial system’s stability. Critics are quick to point to the unfin-
ished rules, but the improved regulatory structure was not going
to appear overnight. In 2 years, we have a mechanism in place to
unwind failing nonbank financial firms, the regulators have pro-
posed rules to enhance capital and prudential standards for our
Nation’s largest and most complex financial institutions, and we
f}‘1ave improved consumer and investor protections, among other ef-
orts.

The Financial Stability Oversight Council is a key part of these
efforts to enhance financial stability and eliminate regulatory gaps.
It manages the process to designate financial firms as systemically
important, coordinates interagency rulemakings, monitors develop-
ments in the financial markets, and provides a forum for all of the
financial regulators, Federal and State, to identify areas that need
to be addressed to strengthen our Nation’s financial stability. I look
forward to hearing from Secretary Geithner about the FSOC’s
progress.

The FSOC has had some early challenges too. The Office of Fi-
nancial Research, FSOC’s data arm, has yet to have a confirmed
Director, despite the President nominating a well-qualified can-
didate. Without the certainty of a Director in place, the OFR has
struggled to attract the staff it needs to put the systems in place
to raise red flags when our Nation’s financial institutions and econ-
omy are in trouble. I urge my colleagues to confirm Dick Berner
in this role as quickly as possible.

But the FSOC has also had many successes. The Annual Report
we are reviewing today is solid. It provides important insight into
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the workings of the Council. It identifies many important issues of
concern and provides recommendations for the regulators to ad-
dress these concerns. From the Banking Committee’s oversight per-
spective, this report provides a tangible way to measure the
FSOC’s progress.

The FSOC also recently designated eight financial market utili-
ties as systemically important. This is a major step forward and is
another example of how Wall Street reform is helping to provide
financial stability. The FSOC has finalized the criteria and is in
the process of designating nonbank financial companies as system-
ically important, another critical step.

The FSOC also has its finger on the pulse of the economy’s most
important issues. For example, as we can see from the public min-
utes and the Annual Report, the FSOC has been focusing on the
situation in Europe, an issue that this Committee also has been
monitoring.

As I have previously stated, I asked Secretary Geithner to come
prepared to speak about LIBOR. As the President of the New York
Fed in 2008, he raised some early warning signs about the integ-
rity of the LIBOR submission process and called on the Bank of
England to specifically “eliminate incentive to misreport” LIBOR
submissions by the banks. Shortly thereafter, the CFTC began its
investigation leading to an international effort resulting in the re-
cent enforcement actions by the CFTC, DOJ, and FSA. As addi-
tional investigations into this matter continue, I hope we can have
a conversation today about what happened during the crisis and
how, going forward, we can have more reliable benchmark rates
that accurately reflect the cost of borrowing in both normal and cri-
sis periods, protecting both borrowers and investors.

While this Committee will continue to exercise oversight of regu-
lators, we cannot lose sight of the fact that the LIBOR issue, at its
core, is about fraud. There are some who seek to put the entire
blame on the cops instead. But it would be a mistake to shift the
focus away from the continued effort to hold the companies and in-
dividuals who committed fraud accountable.

Our economy continues to face many challenges and it is unlikely
that we will be able to stop every future crisis, but I do believe be-
cause of the work of the FSOC and Wall Street reform, we are bet-
ter prepared.

I will now turn to Senator Shelby for his opening statement.

STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you, Mr. Chairman.

As you said, Mr. Chairman, Secretary Geithner comes before the
Banking Committee today to report on the work of the Financial
Stability Oversight Council. The Council, as we all recall, was es-
tablished by Dodd-Frank and is required to report annually on the
State of the U.S. economy, threats to financial stability, and the
Council’s activities.

In this year’s report, the Council describes a stagnating U.S.
economy with a mere 1.9-percent growth rate in the first quarter
and a Federal deficit exceeding 7 percent of GDP. It also reports
that U.S. households have seen only modest income growth, that
access to mortgage credit is constrained, and that investment is re-
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strained by continued subdued confidence and elevated uncer-
tainty—their words.

As the Council reports, the unemployment rate is still above 8
percent while labor force participation has fallen to its lowest rate
in 30 years. Nearly 4 years into this Administration, not even a
Council headed by its own Treasury Secretary I believe can hide
the President’s failure to revive the economy and put Americans
back to work.

Also troubling is the Council’s view of Dodd-Frank. Its report de-
scribes at length all of the new Dodd-Frank rules, but fails to men-
tion their enormous cost to the economy. Nowhere does the report
mention that these rules will require Americans to spend more
than 24 million hours and billions of dollars every year to comply
with them.

If the Council wanted to understand why unemployment is high
and mortgage lending is constrained, then examination of Dodd-
Frank would have been a good place to start. More fundamentally,
the Council’s report overlooks the serious structural flaws in our
regulatory system, which Dodd-Frank only made worse.

For all of the President’s talk about the need to reform Wall
Street, Dodd-Frank has merely strengthened the advantage that
large financial institutions possess in our financial system.

First, Dodd-Frank Act imposes huge compliance costs on banks,
conferring a competitive advantage on the large financial institu-
tions that can more easily bear that burden. As a result, the bank-
ing system has and will become even more concentrated in the
largest firms thanks to Dodd-Frank.

Second, Dodd-Frank failed to address the preferential treatment
that our largest banks receive from bank regulators. For far too
long, regulators have viewed themselves as advocates and not su-
pervisors of large banks. They have developed cozy relationships
with their banks and actively sought bank-supported regulatory
changes, such as lower capital requirements. Those close relation-
ships, however caused regulators to ignore red flags from subprime
loans to insufficient capital to dubious securitization practices.

Regulators also adopted a mind-set that none of their large
banks should ever fail on their watch. Consequentially, regulators
have orchestrated a series of bailouts to benefit our largest banks,
including the 1995 bailout of Mexico, the rescue of Long Term Cap-
ital Management, and most recently here TARP. Unfortunately,
Dodd-Frank preserved and codified the preferential treatment for
large financial institutions.

Dodd-Frank solidified the close relationships between regulators
and big banks by maintaining their preexisting prudential regu-
lators. In contrast, the regulator for the smallest banks, the OTS,
was abolished.

It also protected the big banks from bankruptcy by creating a
new resolution mechanism to ensure that large institutions do not
fail. And all the while Dodd-Frank did nothing to make financial
regulators more accountable. Instead, Dodd-Frank I believe made
]i;c mlgre difficult to remove regulators who become captured by their

anks.

For example, the structure of the Consumer Financial Protection
Bureau makes it effectively impossible to remove its Director. I
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have said many times through the years here that nothing focuses
the mind like the specter of being fired. Not one regulator, how-
ever, was held accountable in the wake of the financial crisis.

To add insult to injury, the very same regulators that missed the
warning signs were then closely consulted on how to draft Dodd-
Frank. In fact, staff from the very same agencies that failed us
were detailed to Congress to help write the bill.

This is the type of thing that outrages the American people, but
it is, sadly, business as usual in Washington.

Mr. Geithner is no stranger to bank bailouts or bank regulation.
He has played a key role in financial regulation for the past 20
years. However, recent news reports about his handling of the al-
leged LIBOR manipulations suggests that he, too, may have tem-
pered his response to what can be characterized as a significant
problem within the banking industry.

Accordingly, today’s hearing gives Secretary Geithner before the
Banking Committee an opportunity to explain when he first
learned of the allegations of LIBOR manipulation and how he did
everything he could to protect the American taxpayer from any po-
tential harm.

Mr. Geithner I believe will also have an opportunity to explain
to this Committee and to the American people how the President’s
policies are improving the economy. It should not take too long.

Thank you.

Chairman JOHNSON. Thank you, Senator Shelby.

In order to get to the questions of our witness as soon as pos-
sible, opening statements will be limited to the Chair and Ranking
Member. I want to remind my colleagues that the record will be
open for the next 7 days for opening statements and any other ma-
terials you would like to submit.

Welcome back to the Committee, Mr. Secretary. You may begin
your statement.

STATEMENT OF TIMOTHY F. GEITHNER, SECRETARY,
DEPARTMENT OF THE TREASURY

Mr. GEITHNER. Thank you, Mr. Chairman. Chairman Johnson,
Ranking Member Shelby, and Members of the Committee, thanks
for the chance to come before you today to talk about the Council’s
annual report.

As the Council’s report outlines, we have made significant
progress repairing and reforming our financial system since the cri-
sis. We have forced banks to raise more than $400 billion in cap-
ital, to reduce leverage, and to fund themselves more conserv-
atively.

The size of the shadow banking system, where much of the risk
was concentrated, has fallen by trillions of dollars. The Govern-
ment has closed most of the emergency programs put in place dur-
ing the crisis and recovered most of the taxpayers’ investments
made in the financial system. On current estimates, as you know,
the TARP bank investments will generate an overall profit of ap-
proximately $20 billion. Credit is expanding, and the cost of credit
has fallen significantly for businesses and individuals since the cri-
sis. These improvements have made the financial system safer, less
vulnerable to future economic and financial stress, more likely to
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help rather than hurt future economic growth, and better able to
absorb the impact of potential future failures of large financial in-
stitutions.

But, of course, we still face a number of very significant chal-
lenges. The ongoing European crisis presents the biggest risk to
our economy. The growing recession in Europe is hurting economic
growth around the world, not just in the United States, and the on-
going financial stress caused by the crisis in Europe is causing a
general tightening of financial conditions, exacerbating the global
slowdown in growth.

In the United States, the economy is still expanding, but the
pace of economic growth has slowed significantly during the past
two quarters. In addition to the pressures from Europe and the
broader global economic slowdown, U.S. growth has been hurt by
the earlier rise in oil prices, the ongoing reduction in Government
spending at all levels of Government, and slow rates of growth in
household income.

The slowdown in U.S. growth could be exacerbated by concerns
about the approaching tax increases and spending cuts and by un-
certainty about the shape of the reforms and, frankly, the political
will of this town to put in place reforms to both tax policy and
spending that are necessary to restore long-run fiscal sustain-
ability. And these potential threats underscore the need for contin-
ued progress in repairing the remaining damage from the financial
crisis and enacting financial reforms to make the system stronger
for the long run.

The regulators responsible have made important progress over
the past 2 years designing and implementing the regulations nec-
essary to implement financial reform. Roughly 90 percent of the
rules that had deadlines before July 2nd have been proposed or fi-
nalized, and the key elements of the law will largely be in place
by the end of this year.

As part of this, we have negotiated much tougher, new capital re-
quirements on the banking system, including higher levels of cap-
ital on the largest banks. We now have the ability to put the larg-
est financial institutions under enhanced supervision, tougher pru-
dential standards, whether they are banks or nonbanks, and we
have the ability to subject key elements of the market infrastruc-
turlf to tougher and more carefully designed safeguards against
risk.

The SEC and the CFTC are putting in place a comprehensive
new framework of oversight to the derivatives market, providing
new tools for combating market abuse and bringing this market out
of the shadows. The FDIC has designed an innovative way to put
large financial institutions through an equivalent to bankruptcy
while protecting the taxpayers from the risk of any loss and pro-
tecting the broader economy from the fallout of those failures. And
the Consumer Financial Protection Bureau has worked to simplify
and improve disclosure of mortgage and credit card loans so that
consumers can make better choices about how to borrow respon-
sibly.

Now, these reforms are very complicated. It is a complicated
process. It is challenging, in part because our financial system is
very complex. It is challenge because we need to be careful to tar-
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get damaging behavior without damaging access to capital and
credit. It is complicated and challenging because we want the re-
forms to endure as the market evolves and innovates. And it is
challenging because we need to make sure we are coordinating the
work of multiple agencies, not just in this country but across the
major financial centers.

Now, beyond the reforms enacted in Dodd-Frank, the Council has
put forward a list of additional recommendations for other changes
to help strengthen our financial system. Further reforms are need-
ed to reduce vulnerabilities in wholesale funding markets, includ-
ing to mitigate the risk of runs on money market funds and to re-
duce intra-day credit exposure in what is called the tri-party repo
market, which is an important secure funding market.

Regulators need to establish and enforce strong protections for
customer funds that are deposited for trading. Financial firms and
regulators need to continue to improve risk management practices
with stronger capital buffers, better stress testing disciplines, and
better internal risk management disciplines and controls for over
complex trading and hedging strategies.

The Council recommends further improvements in the quality
and availability of financial data. The Office of Financial Research
is going to continue to lead this effort, and I appreciate Mr. Chair-
man reminding people that we hope the Senate will act on the
nomination of Richard Berner to head that office.

And, finally, the Council continues to push for progress toward
comprehensive housing reform so we can bring private capital back
into the housing market.

Now, these recommendations will help build on the considerable
progress made by the Council over the past few years in making
the system safer and stronger, both more resilient and less vulner-
able to crisis, with better protections for investors and consumers.

We still have a lot of work ahead of us, however, and we need
your support to make these rules strong and effective, and we need
your support to make sure that the enforcement agencies have the
resources they need to prevent fraud, manipulation, and abuse.

I want to convey my compliments and thanks to the members of
the Financial Stability Oversight Council and their staff, and I
want to emphasize again that we look forward to working with this
Committee and with the Congress as a whole to build on this
progress and address the remaining challenges we face in the fi-
nancial system.

Thank you, Mr. Chairman.

Chairman JOHNSON. Secretary Geithner, thank you for your
statement.

We will now begin asking questions of our witness. Will the clerk
please put 5 minutes on the clock for each Member?

With regard to the LIBOR issue, last week I asked Chairman
Bernanke what he knew, when he knew it, and what did he do
about it. Secretary Geithner, you stated that you were aware of
weaknesses and vulnerabilities with LIBOR, that you made rec-
ommendations on this matter in 2008. Were you aware of any ac-
tions any members of the President’s Working Group took after
they were briefed at that time? In light of the recent enforcement
action, is there more that should be done?
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Mr. GEITHNER. Mr. Chairman, in early 2008, as the financial cri-
sis intensified, as concern about the strength of banks in Europe
in particular, and as those banks found it harder to borrow dol-
lars—and they needed to borrow dollars—you saw the LIBOR rates
increase. LIBOR, as you know, is a reference to the London inter-
bank offered rate, which is a rate set in London by the British
Bankers’ Association, which is an average of estimates of what a
group of banks, predominantly foreign banks, might pay to borrow
in 10 currencies at 15 different maturities.

At that time, as the rate went up, there was a lot of concern in
the market about the design of the rate and the potential that cre-
ated for misreporting and the incentives banks faced to under-
report as particularly foreign banks faced higher borrowing costs.

At the New York Fed, we took a very careful look at those con-
cerns in the market. Many of those concerns made it into the press.
The Wall Street Journal and the Financial Times wrote about this
in April of 2008. We looked at those concerns, and we thought they
were justified. We were very concerned about them, and on that
basis, we took the following steps:

We briefed the President’s Working Group on Financial Markets,
which is a group composed of the Secretary of the Treasury, the
Chairman of the Federal Reserve Board, the Chairman of the SEC
and the CFTC, among others, and my staff subsequently briefed
the Treasury and the CFTC and the SEC following that initial
meeting.

But in addition to that, because, again, this was a rate set in
London by the British Bankers’ Association, I raised this directly
and personally with the Governor of the Bank of England, and I
wrote a detailed memorandum to the Governor outlining a series
of reforms to reduce the vulnerability in the rate. And the Bank of
England was very receptive to those recommendations and indi-
cated they supported them and would act on them.

Now, it turns out, as the CFTC has testified, roughly at about
the same time, the CFTC initiated a far-reaching confidential in-
vestigation that, as you have seen, ultimately resulted in the initial
settlement announced earlier this month. And that investigation,
which is still ongoing, has come to involve a range of other regu-
latory authorities.

Now, if you think about what is ahead, I want to just take a
minute and outline what we think is important and necessary
going forward.

In addition to this ongoing enforcement investigation—which, of
course, is very important to the integrity of our system because a
simple, important, necessary test for any financial system is do we
have the capacity to hold people accountable when they do these
kinds of things. So the investigation are still very important. But
in addition to those, I want to highlight some of the additional
work ahead of us.

The Council and the relevant agencies are taking a very careful
look at the potential implications for the functioning of the finan-
cial system of these remaining challenges. We are carefully exam-
ining—this is the members of the Council—other survey-based
measures of financial prices or interest rates to assets whether
there is any other potential out there for the kind of problems we
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have seen in LIBOR. These entities are carefully examining poten-
tial reforms to LIBOR and alternatives to LIBOR.

A broad global effort is underway, led by the Chairman of the Fi-
nancial Stability Board, which is a group that includes all the
world’s major central banks and market regulators, like the SEC
and the CFTC and their global counterparts, also examining re-
forms to the system.

Now, in addition to these additional challenges ahead, we need
to take a very careful look as a Council at how we deal with the
circumstances in which a confidential investigation, enforcement
action, reveals evidence of behavior or practices that could have im-
plications for the financial system as a whole. This is a challenge
because, as you know, we have to have very careful safeguards to
protect the confidentiality of those investigations, and yet I think
we have to find a way to make that information, if it has systemic
implications, available to key members of the Council in this con-
text. We are taking a careful look at that.

Finally, we have to take a careful look at other parts of the fi-
nancial system where the markets rely on private organizations
composed of private firms like the British Bankers’ Association that
have some quasi-regulatory or self-regulatory role. As you have
seen in this case, we have got to be careful to make sure that the
system is not relying on associations of private firms that leave us
vulnerable to the kind of things we have seen.

Of course, it is very important to the integrity of our system that
the enforcement authorities have the resources they need to do
their jobs. You know, if there is a small town in America and its
population grows by 10-fold or 100-fold in a 5-year period, you need
to increase the size of the police department. It is absolutely impor-
tant to do that.

Now, the members of the Council I am very confident will be
fully responsive to the oversight conducted by this Committee and
other bodies in Congress to examine this particular set of chal-
lenges and how we are dealing with them going forward, and we
will continue to keep the Committee informed as we pursue the
things I just outlined.

Chairman JOHNSON. There has been continued criticism about
wrongdoers on Wall Street not being held accountable by enforce-
ment officials. We now know that investigations have been ongoing
on this matter since 2008, and so far there has been one major set-
tlement. I want you to commit to me and the American people, will
the Administration make sure that those found to have been in-
volved in LIBOR fraud are held accountable and prosecuted to the
full extent of the law?

Mr. GEITHNER. Absolutely. It is very important we do that, and
I am very confident that the Department of Justice and the rel-
evant enforcement authorities will make sure they meet that objec-
tive.

Chairman JOHNSON. There have been additional developments
this week in Europe that have been troubling. Do you think re-
cently announced policy changes out of the EU, like the creation of
the Banking Union, are going far enough toward solving the Euro-
pean financial crisis? Are there additional steps that the U.S.
should take?
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Mr. GEITHNER. Europe is working through—working to put in
place a mix of very challenging reforms, reforms to make their
economies more competitive, but also reforms that put better dis-
ciplines in place in how much countries can borrow, and better
oversight of their financial systems. But those reforms are going to
take some time, and in the interim, the European authorities are
going to need to do more to restore confidence in the financial sys-
tem to do more to make—to improve their prospects for economic
growth, and they are going to need to do more to make sure the
countries that are doing these reforms are able to borrow at sus-
tainable interest rates.

So there is absolutely more they need to do to underscore their
commitment and their stated commitment, which is to do what is
necessary to make sure the monetary union is going to work and
hold together. But it is a very challenging crisis for them. The solu-
tions to this have to be designed in Europe because they have to
be willing to live within them, within the constraints, and make
sure they work and pay the financial costs of this working. They
are going to have to be designed in Europe if they are going to
work. What we can do is what we are doing—to make sure that
we are encouraging them to go as far as they can to protect the
rest of us from a long and damaging European recession. And there
are specific areas where we can help them financially in ways that
are very much in our interest, which, for example, the Federal Re-
serve is doing with their swap lines. Again, that helps reduce the
risk that European banks cut back on credit around the world and
hurt prospects for growth here in the United States.

There are a lot of challenges ahead. They are making some
progress, but they have a lot more to do.

Chairman JOHNSON. Senator Shelby.

Senator SHELBY. Thank you, Mr. Chairman.

Mr. Secretary, you referenced LIBOR. We all have. Tell us why
LIBOR and the setting of LIBOR rates is so important not only to
the American people but to the world financial, and what it does
and approximately how many billions of loans are involved, billions
of dollars involved in that?

Mr. GEITHNER. Well, as I said, LIBOR is set in 10 currencies, not
just the dollar or the pound sterling, 15 different maturities. It has
implications around the world, in part because there are a variety
of financial contracts—mortgages is one example in the United
States—around the world that reference that rate. So it is impor-
tant for that reason.

But it is also important, of course, because we have seen a dev-
astating loss of trust in the basic—of trust and confidence in the
integrity of the financial system. So when you see a system vulner-
able to banks’ misreporting, that can have more damage to the
basic confidence people have about how the system works than any
of the direct finance implications of the rate itself. And that is why
it is consequential.

Senator SHELBY. But historically a lot of banking has been based
on trust, has it not, integrity? So when people realized that some
people were perhaps manipulating the LIBOR rate or manipulating
this and that or fraud here and there, it hurts the whole financial
system, it hurts us all, does it not?
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Mr. GEITHNER. I agree with that. As I said, I agree with that
completely.

Senator SHELBY. Mr. Secretary, going back to when you first
learned about possible manipulation of LIBOR, was that in 2008,
early 2008, I believe you said?

Mr. GEITHNER. Yes, that is my judgment, looking back at that
time, which, again, it was—these reports in the market and in the
press and concerns started to come when the rates started to go up
as the financial crisis intensified.

Senator SHELBY. Who did you notify besides Mervyn King, who
was chairman of the Bank of England, about your concerns and
others’ concerns about the manipulation of the rate?

Mr. GEITHNER. Well, as I said, I briefed what was then called the
President’s Working Group on Financial Markets, which means
the—that body includes the Secretary of the Treasury, Chairman
of the Fed, Chairman of the SEC, Chairman of the CFTC, other of-
ficials, too. And then my staff briefed the Treasury and the SEC
and the CFTC after that. That was important because, although it
was clear that the reforms to this problem were going to have to
come in London, this had implications for us.

Sena(;cor SHELBY. Well, we had banks that fed into that rate, did
we not?

Mr. GEITHNER. Well, at that point, 16 banks were part of the
sample. Three of those banks were American banks.

Senator SHELBY. OK. Did you follow up after notifying the work-
ing group you talked about, did you notify the Attorney General of
the United States, the Justice Department?

Mr. GEITHNER. The New York Fed and my colleagues, my former
colleagues, are carefully looking through all the records of whom
the New York Fed staff informed at that point.

Senator SHELBY. Did you, sir, as president of the bank, did you
personally inform

Mr. GEITHNER. No, I did—

Senator SHELBY. or someone on your staff to let the Justice
Department know about the implications of probably manipulation
of the rate?

Mr. GEITHNER. To the best of my knowledge, what I did was to
inform the President’s Working Group and those regulatory bodies,
and the reason I did that is because those are the bodies which
have a range of different authorities that relate to market manipu-
lation and abuse. And so that was a very important and necessary
thing to do.

Senator SHELBY. When you first learned of possible manipulation
of the rate, did you think this was a big deal?

Mr. GEITHNER. I absolutely

Senator SHELBY. Or a trivial thing?

Mr. GEITHNER. I absolutely thought this was a problem, which
is why I took the initiative to do the things we did. Again, the prob-
lem was you had a rate in London overseen by the British Bankers’
Association where banks were asked to provide an estimate of what
they might pay to borrow, and then there was an estimate that was
averaged over time. And that itself created this vulnerability to
misreporting. So it was for that reason that we were concerned
about the problem in this context, which is why we took the actions
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we did to brief the broader regulatory community here in the
United States and to encourage the British to fix it, to reform it.

Senator SHELBY. Going back to the Justice Department, do you
have any knowledge yourself of when the Justice Department got
involved in this? Was it late? Was it recently? Or was it after the
British hearings and regulators were involved, or what?

Mr. GEITHNER. I do not—that is something you have to ask them
in the enforcement agencies. My recollection from what other peo-
ple have testified is that the CFTC’s investigation, which they
started at about the same time, April of 2008, ultimately came to
include the SEC and Justice Department as well as a mix of regu-
lators in London and elsewhere.

Senator SHELBY. Does the Federal Reserve Bank of New York
have the authority to oversee misconduct by banks that would be
under your jurisdiction?

Mr. GEITHNER. The Congress has given the Federal Reserve, in
this case the Board of Governors, a range of different enforcement
powers. Those powers are given to the Federal Reserve as a whole,
and the Reserve Banks, like the Federal Reserve Bank of New
York, do play an active role in enforcement cases working with the
Board of Governors when they implicate our direct authorities.

Senator SHELBY. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Reed.

Senator REED. Mr. Secretary, when you reported to the Presi-
dent’s Working Group, including Secretary Paulson, Chairman
Bernanke, Chairman Cox, and I think Chairman Lukken, did they
direct you to do anything? Did they indicate that they would do
anything? Essentially what was their reaction?

Mr. GEITHNER. No, but as you know, as you now know, the CFTC
did at roughly the same time—I think in response to the similar
concerns we had, did begin this investigation, ultimately involved
other parties. And, again, it took quite a bit of time, as these typi-
cally do. These are complicated things. But you had the CFTC and
ultimately a variety of other regulatory enforcement authorities un-
dertaking a very far-reaching investigation that is resulting in very
tough enforcement actions.

Senator REED. One of the things I think this illustrates again is
the rather ambiguous position of the President of the Federal Re-
serve Bank of New York. This was brought to your attention. Did
you communicate with Mervyn King on your own volition? Were
you directed to do so?

Mr. GEITHNER. No, I did that on my own.

Senator REED. And why would you do that if you were not re-
sponsible for or clearly responsible for the policy of the United
States with respect to LIBOR or anything else? You were simply
i:)hosl,{en by the banking community of New York to regulate that

ank.

Mr. GEITHNER. Well, I thought it was the responsible thing to do
because it had broad implications not just for London but for the
United States, and so I thought that was the appropriate and nec-
essary thing.

Senator REED. Again, I think one of the things we tried to at-
tempt in Dodd-Frank was to clarify the position of the President
of the Federal Reserve Bank, the only person that has a statutory
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position, I believe, on the Open Market Committee, by making that
position subject to confirmation and—appointment by the President
and confirmation. And ironically it was rejected—in fact, on a bi-
partisan basis, by all my colleagues who are here. So that was one
of my ideas that just did not get any traction.

But I think you would have been better served had you had
much clearer authority and been on a level with the Secretary of
the Treasury and with the Chairman of the Federal Reserve and
had clear enforcement responsibilities. What is your view?

Mr. GEITHNER. Well, I think I would say it this way: We had a
financial system before the crisis where you had a huge amount of
risk and activity that had important implications for the average
American and the American economy that grew up outside the
basic protections and safeguards and authorities we put in place
after the Great Depression to deal with these kind of problems, and
that was a terribly damaging problem for us. And neither the Fed-
eral Reserve Bank of New York nor the Chairman of the Federal
Reserve Board or even the Chairman and Chairwoman of the SEC
and the CFTC had authority at that stage to deal with that huge
growth of risk and activity, and as you saw, a lot of manipulation
and abuse and fraud came outside the safeguards of the traditional
banking system.

So the crisis was so severe in part because of that problem but,
of course, also because within the banking system the constraints
on leveraging capital were just not sufficiently prudent or careful
or conservative.

Senator REED. Do you now feel, given the Dodd-Frank legisla-
tion, that you have a much better capacity to deal with issues like
this?

Mr. GEITHNER. I do. I think, as I said in my opening statement,
you know, it is not just that we forced $400 billion more capital
into the banking system and negotiated much tougher constraints
on capital and leverage globally with much tougher requirements
on the largest banks so that large banks have to hold much more
capital against risk than do small banks. We have given the au-
thorities the ability to make sure that where there is risk outside
that in derivatives or in the financial market infrastructure or in
large institutions like AIG that are not banks but still present risk,
that we can put similar constraints on leverage on them, too.

So I definitely believe that Dodd-Frank has put us in a much
stronger position than we were before the crisis, even recognizing,
of course, that you have to get these rules right and there is a lot
of work to do still to address the remaining challenges.

Senator REED. Let me raise a final point in the few moments. Be-
cause of the ubiquity of the LIBOR, this presents huge potential li-
abilities for the banking system, back then and right now. On the
one side, you might have a borrower that is benefiting from de-
pressed rates, but then you have a bond holder that is not receiving
what should be the rates that they contract for. And obviously was
that—first, was that a consideration in your discussions with the
Presidential Working Group that there could be huge potential li-
abilities for manipulation of this rate by particularly bond holders?
And then moving to today, is that a potential going forward now
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where you have actively consideration of suits against multiple in-
stitutions by numerous bond holders?

Mr. GEITHNER. Well, absolutely, that was a concern then, and
that is a critical concern going forward. And as I said in my open-
ing statement or my initial remarks to the Chairman’s question,
one of the issues that the Fed and the SEC and the CEFTC are
working on now, which the Council will review, is to make sure
they are carefully examining not just the remaining implications
for the integrity of the system but reforms and alternatives to
make sure we address those remaining problems. That will be a
critical focus of the remaining work ahead. And, you know, again,
that basic vulnerability and reality is what motivated the actions
I initiated in 2008.

Senator REED. Thank you.

Chairman JOHNSON. Senator Crapo.

Senator CRAPO. Thank you, Mr. Chairman. Thank you, Secretary
Geithner, for being here with us today.

I want to switch to the housing issues, and in your testimony,
you state, “As we move forward, we must take care not to under-
mine the housing market, which is showing signs of recovery but
is still weak in many areas.”

I am hearing a lot of concern about how Dodd-Frank will reduce
credit availability in the housing market through some of the pro-
posed rules for a qualified mortgage that increases liability and a
qualified residential mortgage that requires a 20-percent downpay-
ment. Recently, the Director of the CFPB, Mr. Cordray, said that
if the qualified mortgage is drawn too narrowly, that could upset
the mortgage market. That could be a notable example of a rule
itself restricting access to credit.

I would like your opinion on this. Do you believe that there needs
to be a broad QM definition?

Mr. GEITHNER. Well, I want to just start by saying that I com-
pletely agree that right now mortgage credit is tighter than it
should be, and it is tighter than the basic requirements put in
place by Fannie and Freddie and FHA, for example. And the main
reason for that is because banks and servicers, given all the mis-
takes they made and the damage they made, feel much more vul-
nerable now to what people call “put-back,” which is these institu-
tions protecting the taxpayer by putting back to those originators
loans that did not meet those initial tests, you know, no-doc loans
or some of the other loans they described in that context.

Senator CRAPO. And that is why we are working on the QM and
the QRM.

Mr. GEITHNER. Yes, but I think that concern is the biggest re-
maining cause of the fact that credit is tighter in a mortgage than
it needs to be. And independent of that rule-writing process ahead,
I want to just make it clear that the FHFA—Ed DeMarco, to his
credit, and the FHA are looking at ways even ahead of defining
those rules that they can help address some of those concerns, that
it is residual uncertainty about reps and warranties and put-back
risk is leaving mortgage credit harder to get for an average indi-
vidual with a good credit score than should be the case.

Now, you are right that those rules have to be designed very
carefully, and what the Chairman of the CFPB is doing, what the
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other agencies responsible for what you call the qualified residen-
tial mortgage rules are doing is they are trying to figure out how
to balance appropriately the obvious need for more careful, prudent
underwriting standards, more standardization, better disclosure
with the need to be careful not to overdo it, not to go too far.

Senator CRAPO. But wouldn’t you agree that in that context we
need to be sure that we do not define the QMs too narrowly so that
we do not restrict access to credit more than is necessary?

Mr. GEITHNER. Well, I would not say that. I agree with the objec-
tive completely. I think you want to make sure that both these two
rules are designed together and carefully to reduce the risk that
you restrict mortgage credit more than it would be prudent to do
and is necessary to do.

Senator CRAPO. All right. Thank you. I want to move to another
topic now since the time is obviously short in these 5-minute sec-
tors. I want to go to the end user issue.

You may recall that ever since the Dodd-Frank conference, there
has been a debate about whether nonfinancial end users were in-
tended to be exempted from the margin requirements by the stat-
ute. That was clearly what the Members of Congress intended. In
fact, Chairman Dodd and Chairman Lincoln acknowledged that the
language was intended to exempt those entities that used swaps to
hedge or mitigate commercial risk.

The regulators, though, have read the statute otherwise and
have issued regulations now that do, in fact, require margin from
those nonfinancial end users, and they basically take the position
that, notwithstanding their understanding of congressional intent,
it was the exact language that they feel bound by. Because of that,
I have introduced legislation to correct that and make it clear that
there is an exemption for the end users, and when he was before
the Banking Committee recently, I asked this question that I am
going to ask you to Chairman Bernanke: Would it be appropriate
for us to correct that language and provide an exemption for non-
financial end users so that it is very clear that that is what con-
gressional intent and what statutory language requires?

Mr. GEITHNER. In my own view, I do not think you need to do
that because I think the way the statute was designed, you gave
flexibility and discretion to the regulators to try to achieve the ob-
jective you laid out. I think the concern is if you open this up too
much, you are going to let the exception undermine the critical
safeguards over financial institutions that the law was absolutely
intended to cover.

I do not think this requires a legislative fix. I think the law gives
the regulators the discretion to get that balance right, but that is
obviously something that we need to continue to look at, and I
would be happy to consult with you more, to talk with you more
closely about it to get a better feel for how they are defining that
balance.

Senator CRAPO. So are you saying that you believe that the stat-
utory language as is currently gives the regulators the authority to
exempt nonfinancial end users?

Mr. GEITHNER. I think it gives the regulators—I want to be care-
ful about how I do this, how I say this. And it is not my authority.
It is the authority of the regulatory agencies. I believe it gives
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them the ability and the discretion and the authority to define an
exception that I think meets your objective.

Senator CRAPO. You are not saying that there should be no ex-
ception for end users. You are saying we need to get it right.

Mr. GEITHNER. Yes, that is right. I agree. I believe the law as
you wrote it does try to make sure you are not capturing people
in risk you do not need to capture. But we are worried always that
if you create exceptions and loopholes in this context that you will
end up swallowing or undermining the broader safeguards that are
necessary. I know that is not your intent, but that has to be our
concern.

Senator CRAPO. But if I understand you correctly, then you are
saying that you are worried that if Congress does this, they may
get it wrong and be too broad in the exception?

Mr. GEITHNER. I did not mean to quite imply that. I am just say-
ing that I think the balance the Congress struck in the law I
thought was right, and I think the regulators were given the ability
to try to get that balance right.

Senator CRAPO. Then would you at least agree that if the law is
interpreted to mean otherwise—in other words, if the regulators—
I understand the prudential regulators to be taking the position
that they do not have that discretion. Would you agree that the
regulators need to have the discretion to address this issue and
provide an appropriately formed exemption?

Mr. GEITHNER. I think I want to talk to them a little more care-
fully about it and come back to you and follow up on it. But, again,
I just want to say this: In general, we are trying to be very careful
to make sure that we do not legislate—this 1s not your intention—
that we do not legislate things that would weaken the overall pro-
tections in the bill, and we think the law gave the regulators the
ability to strike an appropriate balance in this context.

Senator CRAPO. And you are not saying there should be no ex-
emption, appropriately defined, for end users?

Mr. GEITHNER. No. What I am saying is I think they should im-
plement the law as you intended it.

Senator CRAPO. Thank you.

Chairman JOHNSON. Senator Tester.

Senator TESTER. Yes, thank you, Mr. Chairman. Secretary
Geithner, welcome.

In the Council’s report, one of the emerging threats that you
identify in the fiscal policy outlook of the United States and the un-
certainty posed by the impending fiscal cliff. Over the past year the
cost of dysfunction here in Washington has caused volatility in the
financial markets, frustration on Wall Street, and uncertainty in
an already tenuous economic recovery. This week, the GAO re-
leased a report showing that the Treasury Department was forced
to spend $1.3 billion in additional borrowing costs associated with
the actions taken to avoid the default last year. That was a self-
inflicted wound which was completely irresponsible. That was peo-
ple putting political agendas ahead of the country, and I do not like
the situation that we found ourselves in.

We do need a long-term plan to get our fiscal house in order.
There is no doubt about that. But I also do not like having to tell
folks that because folks in Washington could not get it together to
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solve our country’s problem, it cost us over a billion bucks. That
happened because some were willing to see the Federal Govern-
ment default on its debt. As a result our credit rating was down-
graded by Standard & Poor’s. There is a real cost associated with
our lack of action on this important issue. Our debt and the costs
associated with it increased by billions every day, and Washington
does not act.

Just this week, we had a made-in-Washington fight encouraged
by interest groups over competing tax plans that we know have lit-
tle chance of being signed into law. And instead of working to ad-
dress the debt, we are no closer to resolving our problems. We can
spend the next few weeks pointing fingers and blaming each other,
but if we continue to play political games, nothing is ever going to
get done. We have to get a lot more urgent about this issue.

The bottom line is we do need a bipartisan, balanced deficit re-
duction plan that is broad in scope and large enough to address the
magnitude of the problem. It is going to have to cut spending. It
is going to have to include revenue. And I think we all know that
there is only one bipartisan plan that has achieved this broad scale
and scope necessary to begin to tackle the challenges before us.
That plan was developed by the President’s Commission on Fiscal
Responsibility and Reform, a Commission that the Administration
did not initially support. And when we tried to create that Commis-
sion through legislation, seven Senators who had previously sup-
ported that idea turned around and opposed it.

Now, I do not support everything in the Commission’s plan, but
it is a real starting point. It is a real plan. The Commission’s ef-
forts are now in their third iteration with input and compromise
from a number of Members from this Committee and renewed sup-
port by a number of CEOs. I am concerned that the President has
given only lukewarm support to these efforts so far, and that came
after the Gang of Six introduced a plan last July and it was evident
that there was wide spread support for it.

Given the experiences of the past few years, do you regret that
the Administration did not engage earlier on this issue and get be-
hind the framework presented by the Fiscal Commission?

Mr. GEITHNER. Senator, I completely agree with you that this
problem of the unsustainable long-term deficits we face is a very
serious economic problem, and it is not something we can avoid
and defer. And I completely agree that the solution to this is going
to lie in the broad frame of what Bowles-Simpson laid out in the
sense that it is going to require a substantial amount of carefully
designed deficit reduction with a balance of revenues through tax
reform tied to significant changes to help reduce the rate of growth
of costs in health care and other parts of spending. That is where
this began. That is where it is going to end. And even if you and
others have some disagreements with the precise composition of
that, or the design, we have been very, very supportive of that
basic strategy.

As you know, the President of the United States in April of 2011
and September of 2011 and the budget in 2012 they released in
February laid out a detailed set of recommendations, both on the
tax reform side but also on the spending side, that would meet that
basic test of restoring our deficits to a sustainable level. And I
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think it is very important to keep reminding people that we face
these two critical challenges. One is we have an economy that is
not growing fast enough, and we need to make sure that we are
doing everything we can to make growth faster so we are healing
the remaining damage caused by the crisis. But we also have to get
Congress to come together on a bipartisan basis and agree on a set
of reforms to start to restore sustainability, and you have got to do
those carefully so they do not hurt growth. They have to be de-
signed carefully. We have got to make sure they are going to make
us more competitive over the long run, things for education, for in-
frastructure, for private investment that make sense. But abso-
lutely we need to get the country to come together around a set of
these reforms, and we have to demonstrate we can make some
tough choices in this area.

You expressed concern about the actions the Senate took on the
tax side yesterday, but I just want to speak in favor of what hap-
pened, because what the Senate did was to extend tax rates for 98
percent of Americans but also demonstrate they are prepared to do
the fiscally responsible and the fair thing by allowing those tax
rates for the top 2 percent to expire. And I think that was a good
example of what you can do that is good for the economy for cer-
tainty, but also demonstrating that this town can make some tough
choices to start to restore sustainability.

Senator TESTER. My concern was more with the fact that if it
ever comes to fruition, I am not sure it will. I just want to ask one
more thing, and my time has run out. I think the country is ready
for a long-term, well-thought-out plan to take care of our deficit
and debt in the long term. I think the country is far ahead of
Washington, DC, on that. The question that I have—and Congress
has its own faults. I talked about it in my opening. The question
I have is: What have you learned, what are you going to rec-
ommend to the President when the time is right to push forth a
real plan to get our deficit under control?

Mr. GEITHNER. Well, I have been a long and consistent supporter
of action on a balanced framework of tax reforms that raise rev-
enue tied to long-term reforms across Government on the spending
side that are designed not just to protect the safety net but make
it more sustainable over time, but also preserve the ability for us
to invest in things that matter for growth. I am a longstanding
supporter of that. I will continue to be. And that is just driven by
a basic recognition that if we are going to do more for growth to
make the economy stronger, we also have to deal with these long-
term fiscal needs.

We cannot just do the long-term fiscal stuff, though. If we do
that alone and do not address this broad range of major challenges
that middle-class America still faces, the erosion of competitiveness
we face, then we will leave the country worse off as well. So we
have to do both those two things.

Senator TESTER. OK. Well, thank you very much.

Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Corker.

Senator CORKER. Thank you, Mr. Chairman, and thank you, Mr.
Secretary, for being here.
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I want to talk to you mostly about the things FSOC has the abil-
ity to look at, and I know that in Title II, as we wrote the bill,
there were lots of words like “liquidate” throughout it. And as the
FDIC has come forth with their proposal, what really is hap-
pening—and I think you know this—is that in these large, highly
complex institutions, they found out that they were so intertwined
that the best way to deal with them was to let the entity continue
to operate but to take the stockholders out and some of the credi-
tors at the holding company level, but continue to allow the institu-
tion to operate, which is very different than liquidation. And for
people who are concerned about consolidation of banking, on the
one hand that solves that problem, but it does not deal with really,
you know, said over and over and over, we want to put these banks
out of business. We have heard some of the leaders in the industry
say that.

The FDIC mechanism really does not do that. I mean, it is a
process where they in essence operate these entities for up to 5
years and then re-IPO them. I mean, in essence, everything stays
the same. I know the stockholders obviously, though, are crushed,
thankfully, and the leadership is gone, and those are all good
things if the institution fails.

But I am just wondering—I mean, I think I have accurately dis-
cussed how that is going to be, and we spent a lot of time with
them. I am just wondering if you feel comfortable about that, or
would we be better off, if there is systemic risk, for the FDIC to
step in potentially during the immediate phase but then move it
on to an orderly bankruptcy at that time, because, again, that is
what happens in a bankruptcy, the entity continues to operate. But
you would really move away from any kind of potential—I am not
saying this would happen—potential crony capitalism where cer-
tain creditors were dealt with differently because they knew the
right people.

Mr. GEITHNER. Senator, I understand your concerns, but I do not
share them in this case, and let me explain. I think what the FDIC
designed is designed to do exactly what you said the objective
should be, which is to come in, if necessary, and dismember the in-
stitution, put it out of its misery, sell whatever is remaining via-
ble—that is viable remaining back into the market

Senator CORKER. That is not what they are doing.

Mr. GEITHNER. I believe that is exactly what they are doing.
Now, you are——

Senator CORKER. No, they are just doing it at the holding com-
pany level.

Mr. GEITHNER. No, I think that is a slight misimpression, but,
again, I understand your concerns about this. What they are trying
to do is to make sure they have a practical way to do the practical
equivalent of bankruptcy for a large, complex financial institution.
And what Congress did, which is very important, is to deprive
them and the Fed and the other relevant agencies of the ability to
protect them from their mistakes and to leave them to survive to
fight another day.

You deprived them of that ability, which you should have done.
And I know Ranking Member Shelby’s longstanding concern about
this, and you said in your opening remarks you have the same
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basic concern. And I do not think it sounds right for these reasons.
Again, what the bill does is force the largest, most complicated in-
stitutions to hold more capital against risk than would a normal
commercial bank, a small regional bank, a community bank. And
it means that if they end up making mistakes that put them in
jeopardy, the Government can do nothing but step in and dis-
member them safely at no risk to the taxpayer.

Now, your concern, I understand your concern, but I do not think
it is justified by their strategy.

Senator CORKER. What I would like to do, because I do not want
to spend the whole 5 minutes on this, but I do not think the word
“dismember” is appropriate, and I would love to—we do not nec-
essarily have to talk to you.

Mr. GEITHNER. That is not really a technical term. I just
meant

Senator CORKER. Well, “dismember” means—and I think what
the FDIC has found is that these organizations are so intertwined,
they are not like stovepipes that you can just move off to the side.

Mr. GEITHNER. That is absolutely

Senator CORKER. That because of that they are not dis-
membering them. They are going to allow them to operate up to
5 years and then re-IPO them. And so that is a different concept.
And, by the way, I see some of the benefits of not creating con-
centration, because another large institution might have to take
those pieces. I understand the problem. But I do not think that is
exactly what Congress intended, and I just think that if it is going
to be laid out the way that it is, one of the things we might think
about is a real bankruptcy taking place, because, in essence, the in-
stitution continues to operate under background.

Let me just move on to one other point. This took longer than
I thought. The money market funds. I think you all believe that
they create systemic risk as they are currently set up, the FSOC.
Is that true or false? There could be systemic risk

Mr. GEITHNER. Well, I believe that although they are in the
stronger position and smaller in size because of the reforms that
were taken by the SEC, I still think—I still believe, as does the
SEC and the Fed, that they are still vulnerable to runs that could
not just disadvantage the investors but could hurt the system as
a whole.

Senator CORKER. So the SEC obviously—and, by the way, con-
trary to some of the folks on my side of the aisle, I do not under-
stand why we are protecting them exactly the way that we are
right now, and I think the SEC maybe has not come up with the
right solution. But I am wondering if you happen to know what
that right solution might be. It seems to me we still have not quite
come to the right conclusion on the money markets. And if the SEC
does not take action, I think the FSOC can. And I am just won-
dering what your thoughts might be in that regard.

Mr. GEITHNER. Well, I think it is important that the SEC propose
a range of options for how to go forward on this so that the market
can assess those and comment on them, and the SEC and others
can reflect on what that means for trying to get this balance right.
I think the SEC has to go further than they have gone. There are
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a range of options people are considering, as you know. One option
is to go to a full floating NAV. One option is——

Senator CORKER. And that would take a tax change to make that
work, right, a Tax Code change.

Mr. GEITHNER. That would take a range of things. One option is
to have a mix of investment restrictions, liquidity requirements
and capital requirements to protect against this risk. And another
option is to have a mix of those things and some type of hold-back
provision. And it is a very complicated question in that context.
And my own judgment is the SEC needs to go further—they can
go further, and we should get on with the business of letting them
expose to the world and to the market a set of options that the
world can comment on and help refine.

Senator CORKER. And I agree, it should be more market based
than what it is, and I think a de minimis floating NAV should not
create tax consequences, and that might be a way of solving it.

If T could just ask one more question, a lot of the community
banks are in here lobbying us about the transaction account guar-
antee. I think it expires at year end. I am reticent to want to con-
tinue things like that. I mean, if you look at a transaction accounts,
there is almost—it does not take much activity to have a trans-
action account, and so if you have got excess reserve with money
markets paying almost nothing and you can move into a trans-
action account that is fully guaranteed—as a matter of fact, I think
there has already been tremendous flight into transaction accounts
for this reason, because it is fully insured. I would just love to have
your thoughts as we consider this at year end. I mean, should we
continue to extend full guarantees on transaction accounts—full
guarantees? Or should we end Government involvement in that
way?

Mr. GEITHNER. Very good question, and the relevant parts of the
FSOC are thinking through that question now. Our judgment so
far has been that it is not necessary to extend it. That has been
the judgment of the relevant authorities so far. But I know this is
an issue and a concern to many people, and we are going to look
at those concerns carefully. I am happy to talk to you about it.

Senator CORKER. You are good.

Chairman JOHNSON. Senator Merkley.

Senator MERKLEY. Thank you, Mr. Chair, and thank you, Mr.
Secretary.

A section of your report addresses housing finance reforms as an
issue to be concerned about, and you note that differing State
standards on foreclosure practices, the lack of national service
standards, the lack of agreed standards for mortgage underwriting,
all of these are relevant to restoring a market for private capital
in financing. But I wanted to focus on a different piece of that puz-
zle, and that is, we have about 4 million families who are under-
water who do not have Fannie and Freddie loans, and they are es-
sentially locked into high interest loans with no chance of refi-
nancing. And I consider this a systemic risk from my perspective
because those families become high risk for foreclosures, fore-
closures drive down the price of the market, and the high amount
of money they are paying every month compared to what they
would pay under a lower interest means that they do not have
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extra spending money, if you will, that would strengthen other
parts of the economy.

So all of those are interconnected, and so that is a piece the
President identified in his State of the Union and certainly I have
been immersed in, and I would like to ask if you share concern
about those 4 million families with no refinancing options, and if
we can kind of get an effort, as much support as you can possibly
give to help us address that piece of the puzzle.

Mr. GEITHNER. We share your view completely. As you know, the
President has been very supportive of legislation in that context.
Your own leadership in this stuff we fully support. We like the way
you designed it. I think it would be—it is good economic policy,
good for the country for that to become law just for the reason you
said. It is not just a fairness question, but it would help reduce the
remaining pressures that housing is putting on the economy as a
whole. There is a very good economic case for doing it. You could
do it in ways that do not leave the taxpayer exposed to any mean-
ingful risk in that context. So we would be very supportive of
progress in that area.

Senator MERKLEY. Thank you. Well, and I would encourage you
to help in any way you can with launching pilots. I realize there
are questions that have to be resolved legally about whether a pro-
gram is a modification of an existing program, but we have a num-
ber of these funds out there congressionally approved that are
being underutilized, and if one refinancing program is a modifica-
tion of another, it seems like launching a few pilots in the balance
of this year would really help pave the path for us to build some
momentum.

Mr. GEITHNER. Well, I think the policy is very good. It is very
well designed. We would like to work with you on it. And the ques-
tion is whether we can find legal authority and resources to test
on a pilot basis.

Senator MERKLEY. Great. Thank you.

I wanted to turn to another issue that I thought carried some
systemic risk. There was an article in the Financial Times just
about a week and a half ago about banks’ stepping up their oil
trade role, and what the article basically says is that several of the
largest banks have got into close relationships with refineries in
order to have contracts to provide the crude to the refinery, to buy
the refined products after they are refined. And this is essentially
because under the draft rules, spot commodities are exempted from
proprietary trading restrictions, and banks are also pressing for
forward commodity contracts to be exempted as well.

My question is, you know, 3 years from now are we going to have
a situation where, because one entity is both affecting the supply
of oil and trading over the contracts related that are affected by the
price of oil, essentially a conflict of interest that is going to be an
Enron-style issue?

Mr. GEITHNER. Good question. So I think you need to think about
this in two different ways. First, it is very important that we have
in place safeguards that limit the risk. Banks take risks in these
areas that could threaten the ability of the firm or the markets
more generally. That is about making sure they hold capital
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against the risks they hold, we limit the risks they hold. And provi-
sions like the Volcker Rule are part of that important objective.

But in addition to that, you need to make sure that the market
regulators have the authority that they need to make sure that
they can police and deter manipulation, and one of the things that
is very important—the most important consequences of the fact
that the SEC and the CFTC have now adopted the definitions they
adopted earlier this month on swaps is that that will unlock now
a range of additional authorities they have to police abuse and ma-
nipulation.

Both those two things are important to address the risks they
pointed out, and we are going to be very focused on making sure
we are not just limiting the risk they take too much risk in those
areas but that the market is not vulnerable to manipulation and
abuse.

Senator MERKLEY. Well, thank you very much, Mr. Secretary.

Thank you, Mr. Chair.

Mr. GEITHNER. Senator Vitter.

Senator VITTER. Thank you, Mr. Chairman, and thank you, Mr.
Secretary.

I also wanted to ask some things about this very concerning
LIBOR issue. As we sit here today, do we know whether Citibank,
Bank of America, and JPMorgan, which participate in the LIBOR
process like Barclays, did or did not similarly manipulate LIBOR?

Mr. GEITHNER. We do not know that, but I think that is a ques-
tion you need to refer to the enforcement agencies, and I suspect
you are going to find that because this is still a confidential inves-
tigation, they will not be in a position to answer that question until
the remaining investigation is brought to its natural conclusion. So
I do not

Senator VITTER. So we do not know that as we sit here today?

Mr. GEITHNER. Well, I can only tell you what I know, and I do
not know that. I do not know what they know. And the reason I
do not is because, as you would expect, they have very careful pro-
tections around their investigations to preserve confidentiality.

Senator VITTER. When did you first know about this LIBOR issue
and manipulation?

Mr. GEITHNER. Well, as I said, in roughly the spring of 2008.

Senator VITTER. So spring of 2008.

Mr. GEITHNER. Right.

Senator VITTER. So we are now over 4 years later, and we have
not answered that question. Doesn’t that

Mr. GEITHNER. No, I do not think that is quite right in the sense
that—you know, again, what we did at a very early stage in this
process is bring this to the attention at the highest levels of the
relevant agencies with authority to prevent manipulation and
abuse and push

Senator VITTER. You brought it to the highest levels, but we have
not gotten to the bottom of it 4% years later?

Mr. GEITHNER. Well, no, I do not——

Senator VITTER. Doesn’t that unequivocally suggest somebody
dropped the ball?

Mr. GEITHNER. Well, I do not think you should look at it this
way, but the CFTC at that same time started this investigation, ul-
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timately involved the SEC and the Justice Department in it, and
it is true it took 4 years for them to find the evidence they dis-
closed in the settlement. I do not know that that is surprising if
you look at what is typical in financial cases like this. Again, if you
look at a cross-history of these things, these things take a lot of
time. You have to do them very carefully. But they were

Senator VITTER. Do you think it is reasons to take 4% years and
we do not know as we sit here today whether Citi, Bank of Amer-
ica, or JPMorgan were involved in this activity?

Mr. GEITHNER. I think that you have to address that to them,
but I think that, again, what they did—and to their credit, they
started very early, like we did, in trying to make sure that they
were examining carefully what there was any not just risk of this
behavior but it was actually happening in that context. And they
deserve enormous credit for doing that.

Senator VITTER. As the prudential regulator through the New
York Fed of these three institutions, did you and the New York Fed
look into the issue directly?

Mr. GEITHNER. I believe that we did the necessary and appro-
priate things, as I said, in bringing this to the attention not just
to the Fed and the SEC and the CFTC, which was a very impor-
tant thing to do at that early time, but also to the attention of the
British. And, remember, these concerns

Senator VITTER. Can I just follow up on the question? You do not
think this issue with regard to those three institutions potentially
impacted their safety and soundness?

Mr. GEITHNER. I thought this was

Senator VITTER. The New York Fed was the primary regulator
of that.

Mr. GEITHNER. I thought this was a very important issue not just
for our financial system but for the global financial system, which
is why we did what we did. And, again, I think that——

Senator VITTER. Do you think it directly potentially went to the
safety and soundness of those three institutions?

Mr. GEITHNER. I do not know, but I am not sure that I needed
to know that because I thought the concerns themselves were suffi-
ciently troubling to justify a very substantial response.

Senator VITTER. Given what we all now agree is very troubling
information about LIBOR, why was it allowed to be essentially the
repayment metric for TARP?

Mr. GEITHNER. Well, what you are referring to, I believe, is that
in a series of specific programs that the Fed and the Treasury un-
dertook in the financial crisis, we, like many investors, used
LIBOR as a reference rate. In many ways, we were in the position
of investors around the world, which is we had to make use of the
best available index at that time.

Now, you are raising the concern of were we disadvantaged by
that. We do not know whether we were or not, but we are looking
very carefully at that question, and we will obviously be in a posi-
tion to brief you on that once we have looked at it carefully enough.

Senator VITTER. When LIBOR was used in those contracts, you
and others had knowledge of the fundamental systemic concerns
about its validity, right? So why was it used in those contracts?




24

Surely there were some other alternatives, and surely the Federal
Government was calling the shots about the repayment metric.

Mr. GEITHNER. Well, no, you are right. We, the Fed and the
Treasury, at that point needed to choose what rate to reference,
and we made a judgment at that time what was the best rate at
that time. And it is true that in that same broad timeframe, we
knew this rate was vulnerable to the type of practice we faced. But
what we do not know is whether we were disadvantaged by that
choice.

Again, it is not clear at this stage—although this is really a ques-
tion you should talk to the SEC and the CFTC about, we do not
know at this point what impact that behavior had the rate up or
down for investors and borrowers. As one of your colleagues said
earlier, it is possible that people who borrowed money were advan-
taged by this. It is possible people who borrowed money were dis-
advantaged. But we do not really know the extent that happened.

Senator VITTER. It is certainly easy to imagine—let me put it
this way—that mega banks that borrowed money were advantaged
by manipulation of LIBOR that artificially pushed it down, correct?

Mr. GEITHNER. It is possible, but, again, if——

Senator VITTER. And if that happened, the taxpayer was dis-
advantaged.

Mr. GEITHNER. But I think if you read carefully the SEC settle-
ment documents, you will find that the attempted behavior went in
both directions. So what you do not now know is what impact that
had on the rate itself or the direction of the impact. But, again,
that is a very important issue, and it is an issue which those agen-
cies and the other agencies that are part of the Council are going
to examine very carefully. And, of course, it is going to be a matter
of litigation as well.

Senator VITTER. But you knew when using LIBOR that it was
manipulated so there was that potential, so why did we use it?

Mr. GEITHNER. No, that is not quite accurate, what you said.
What we knew is that the way the rate was designed, as I said—
and this was fully in the public domain—that the rate was de-
signed where banks, mostly foreign banks, presented estimates of
what they might pay to borrow across these different currencies.
And, therefore, as you might expect, any rate that is an average
of estimates, there is some risk in that context. And it was just
that risk that caused us to push for broader reforms and make sure
we briefed the enforcement agencies. But——

. Senator VITTER. But beyond that, you knew of reports of manipu-
ation.

Mr. GEITHNER. No. We knew of reports of underreporting in that
context, misreporting in that context, but, again, what we did, in
terms of choosing a reference rate, which is we do what investors
around the world did, which is we had to make a choice among al-
ternatives, and that was the best alternative available at the time.
And I cannot say now with confidence that that choice in any way
disadvantaged the American taxpayer. I think it is quite unlikely,
but we are going to take a careful look at that.

Senator VITTER. Well, again, let me just wrap up because I am
over time. It seems to me that Treasury and the Fed and the New
York Fed knew of basic problems with LIBOR, knew of charges of
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manipulation that underreported and pushed down the rate, and
then the Treasury adopts that very metric for TARP repayment.

Now, it is very clear that that raises the huge potential of
advantaging those mega banks and disadvantaging the taxpayer.

Chairman JOHNSON. Senator Menendez.

Senator VITTER. Thank you, Mr. Chair.

Senator MENENDEZ. Thank you, Mr. Chairman. Mr. Secretary,
thank you for your service and your testimony.

You know, I was reading, as someone who wrote a letter to you
on this issue on LIBOR, that documents that were released by the
Fed banks show that as early as August 2007 Barclays told Fed an-
alysts about possible problems. And you testified earlier that some
time in early 2008 you made not only recommendations to the
Bank of England but you informed—and correct me if I am
wrong—the Securities and Exchange Commission, the Commodity
Futures Trading Commission, and the Fed under Federal Reserve
that had the control here. Those are all 2008. Now, let me just see
my history. In 2008, who was the President of the United States?

Mr. GEITHNER. Well, you know the answer to that question, Sen-
ator. President Bush was President.

Senator MENENDEZ. Right. And who were the appointees in those
respective agencies made by?

Mr. GEITHNER. By the President of the United States and con-
firmed by the Senate.

Senator MENENDEZ. OK. So we start off with a reality that this
was known to entities going back into the Bush administration,
and when you became aware of it, you raised it to all of those ap-
propriate entities that had the wherewithal to conduct investiga-
tory abilities to pursue. Is that a fair statement?

Mr. GEITHNER. That is absolutely a fair statement.

Senator MENENDEZ. All right. So with that in mind, so that we
cast this in the appropriate context, it still is challenging and trou-
bling because, obviously, the reason that Barclays enters into a
consent agreement is they did something wrong. And when they
did something wrong, there is a manipulation of some sort.

Now, depending upon that moment that you borrowed, as has
been said, you might have actually benefited, or you might have ac-
tually been caused harm. And considering how many mortgages
and other commercial instruments are indexed to LIBOR, that is
a real concern.

My question is: As we move forward here, has the Treasury or
the Fed considered issuing our own American LIBOR or using
banks’ data when calculating a number? Is that feasible? And how
do we prevent this from happening again? Because one of my frus-
trations is that we can in the Congress pass and have the Presi-
dent sign laws that define what is acceptable and unacceptable
practices. But we cannot seem to get the culture in financial insti-
tutions—many, not all, but in many financial institutions—to ac-
cept that.

So, one, can we have an equivalent of an American LIBOR or
other index that would be more transparent, less subject to any
manipulation? And how do we get the culture here to turn around?

Mr. GEITHNER. Let me start with the latter question. You need
tough rules, tough safeguards, enforced by people who have the re-
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sources to enforce them. There is no alternative to that. You cannot
regulate for ethics. You cannot regulate for culture. You have to as-
sume these institutions are going to have incentives to do the
wrong things sometimes, take risks they understand or do not un-
derstand. That is inherent in finance. The job of Washington and
Government is to make sure there are tough rules in place that can
be enforced, and that requires resources, not just authority.

Now, we are looking very carefully at not just what reforms
make sense to how LIBOR is determined, but what alternatives
might be better for the system of LIBOR going forward. And we are
going to so that very carefully and involve all the relevant people,
and we will brief this Committee and the Congress as we go
through that process.

As you are pointing out, it is an interesting thing that an inter-
est rate that affects the price at which Americans might borrow in
dollars was set in London by a group of foreign banks, largely by
a group of foreign banks who needed to be able to borrow dollars
occasionally under a process overseen by the British Bankers’ Asso-
ciation. It is a strange thing. And so it is right to think about what
is a better alternative to that now, and that is one of the things
we are very focused on.

Senator MENENDEZ. Well, I think the question is very ripe to
think about what is an appropriate alternative here, and I appre-
ciate your answer to my question of culture. But let me just say
that if we have the rules, the regulations, the laws, and even if we
give—which I support—the regulators the resources to pursue this,
what we need is vigorous sanctions at the end of the day so that
people get the message this is not simply the cost of doing busi-
ness.

Mr. GEITHNER. I agree. That is what enforcement means.

Senator MENENDEZ. And I have a challenge here with many of
my colleagues who actually want to retract from those vigorous
sanctions and the essence of the process that would bring those to
a determination when someone should be sanctioned, because oth-
erwise we are not going to change the culture, and the American
people are ultimately going to be subject to the risk of those who
make decisions that ultimately create collective risk. And that is a
huge problem.

Finally, I would like to ask you, can you tell us at a time that
your testimony talks about the European debt crisis remaining a
looming challenge for the United States, with the possibility of de-
faults in certain countries, what have we done to know the full ex-
posure of U.S. banks and other institutions to the debt of European
countries, and if they were to materialize at this point in time,
Wha;c are we doing to limit the effects on Americans in that con-
text?

Mr. GEITHNER. A very good question. The Federal Reserve has
throughout the past 3 years not just carefully looked at how best
to measure the potential exposure—actual and potential exposure
of U.S. banks and other financial institutions to those parts of Eu-
rope, but as I said in my opening testimony, we force banks to hold
much, much more capital against the risks than they held before
the crisis, $400 billion more capital than they held before the crisis.
And banks have moved very aggressively to significantly reduce
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and limit their exposure to the risks you pointed out. That has hap-
pened in money market funds, too, by the way, which is important
in this context.

Now, it is important to recognize, though, that Europe is a very
large part of the global economy, and the strongest economies in
Europe still are very big and very consequential. So a prolonged se-
rious financial crisis in Europe that goes well beyond a long reces-
sion would still have significant implications for our economy be-
cause, you know, export growth would be weaker, financial condi-
tions would be tighter here, and that would add to the pressure we
are facing on the U.S. economy.

But U.S. institutions have much less exposure, they hold much
more capital against the risk in that exposure, and that is a good
thing for us.

Senator MENENDEZ. Thank you.

Chairman JOHNSON. Senator Toomey.

Senator TOOMEY. Thank you, Mr. Chairman. Mr. Secretary,
thanks for being with us.

Just briefly, I want to follow up on the discussion that we had
in the anteroom earlier about the money market funds. I just want
to strongly urge you to reconsider the position that the SEC needs
to adopt a new round of regulations now, for several reasons.

First, I am not aware—we certainly have not seen the evidence—
that the new wave of regulations that was already imposed in 2010
is somehow inadequate, and we have seen that this industry is now
on a stronger footing and got through some very difficult times last
summer without a single hitch, suggesting, in fact, that they are
in pretty good shape.

The second point I would make is this notion that I see repeated
often that they are somehow very susceptible to runs is quite ironic
to me given that over the 40-year history of hundreds and hun-
dreds of funds through all kinds of extraordinary historical mo-
ments, there have not been runs.

So to suggest that we need this new wave of regulations, some
of the proposals of which I am concerned would destroy the prod-
uct—I mean, the capital requirement I do not think achieves its
stated objective. I think it is unaffordable. Withholding require-
ments I think badly damaged the product. So I would like to just
urge you to reconsider this. I think this is the wrong way to go.

The question I would like to get to, if I could, is on LIBOR. First
of all, there has been some suggestion that some of the British reg-
ulators may have known and, in fact, may have condoned or even
encouraged some misreporting during the financial crisis for fear
that otherwise a perception of risk at these banks might cause
problems. So I think I know the answer, but just for the record, did
you or any of the regulators that you are aware of ever actually
condone or encourage misreporting of LIBOR?

Mr. GEITHNER. Absolutely not.

Senator TOOMEY. OK. That is what I thought.

Here is what I do not understand, and that is, how you were
aware of this in early 2008, and for the last 4 years you never used
the bully pulpit that you had to, A, warn the American people—
all right? So there are literally hundreds of municipalities across
Pennsylvania that were engaging in interest rate swaps where they
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were paying a fixed rate typically and receiving LIBOR payments,
and we know and you knew that those LIBOR payments may not
be the correct payments, in fact, might very well be less than what
they ought to be getting. These municipalities did not know that,
and they should have.

The second thing—and then I will let you answer. But the second
thing is: Why did you not use the enormous influence that you
have had, both at the Fed and at Treasury, to persuade the finan-
cial institutions to adopt a different mechanism that would not be
subject to this kind of manipulation when there are other alter-
natives available?

Mr. GEITHNER. On your first question, again, I did what I
thought was the most effective way to get to the heart of this. In
general, you are right, there are some problems that you can ad-
dress by talking about them, but generally, I am of the view that
it is better to act on these things, and that is what we tried to do.

Now, these concerns that you refer to, as you know, were in the
public domain at that time. The Wall Street Journal, among others,
did a very good job of reporting these concerns. And the vulner-
ability that we were worried about was there for people to see.

Now, in this period between that time, the spring of 2008, when
we acted, and when the CFTC announced the settlement earlier
this month, they were involved, to their credit, in a far-reaching,
complicated, difficult investigation which ultimately uncovered the
damage that you referred to. And, again, they ultimately involved
the SEC and Justice in that context, fully appropriate I am sure
in this context, and that process took some time.

But in the interim, the British did do some things to try to re-
form the way the rate was structured. I do not think those reforms
went far enough. But our system has to work this way, which is
you have to combine reforms to the underlying problem, which we
set in motion, with enforcement action, with consequences. And
that is exactly what happened in this context.

Senator TOOMEY. I am not at all suggesting that we should not
have had enforcement.

Mr. GEITHNER. Right.

Senator TOOMEY. I think we should have, absolutely. My concern
is that knowing that this rate did not have integrity, you neverthe-
less stood by while thousands of transactions were being executed,
you know, interest rate swaps, loans, all kinds of agreements, and
it seems to me you could have used the enormous persuasive power
that the Secretary of the Treasury has to encourage and, in fact,
persuade the financial institutions to fix this or start using an al-
ternative mechanism.

Mr. GEITHNER. Well, that was exactly the objective of the actions
I took at that early stage in the process. I do think it is important
to recognize that the market began some time ago because the
market was broadly aware of these concerns, both investors, bor-
rowers, and lenders were aware of these concerns, has started to
evolve toward other alternatives, and that is happening. And that
was d&riven by the recognition that their interests might be better
served.

Again, I want to just caution, though, that it is important to take
some time to carefully examine what was the impact of the behav-
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ior on those rates. Again, I do not think we know with confidence
now the direction of the impact or the magnitude of the impact, but
that is a very important issue and critical to restoring trust and
confidence in the system. And I think the relevant authorities are
doing a careful job now of looking through that.

Senator TOOMEY. And my time has expired. I will just close by
saying I understand that we do not yet know exactly the direction
or magnitude of the costs, but we know that this was a process
that lacked integrity, and I would suggest that some of the trans-
actions that were entered into, and subsequently resulted in sig-
nificant losses, might never have been entered into in the first
place had the participants understood the lack of integrity in this
rate-setting process.

Mr. GEITHNER. Well, I think that is one reason why it was so im-
portant that we did what we did, which is to try to set in motion
reforms—not just reforms to the process, but make sure that the
authorities responsible for abuse and manipulation had the ability
to act on those concerns.

Chairman JOHNSON. Senator Bennet.

Senator BENNET. Thank you, Mr. Chairman, and thank you, Mr.
Secretary, for your testimony.

Just on the LIBOR point, when the Chairman of the Fed was
here the other day, he talked about the possibility of moving to-
ward a more market-based alternative to LIBOR, and you had
mentioned to Senator Menendez maybe we should be thinking
about that. What would those alternatives look like? And I think
the point he was making was that rather than having a rate that
is sort of voluntarily reported by a small set of banks, security
might actually find yourself in a place where you could have rates
that were stress-tested by the market so that we could really have
confidence in what we were getting. Could you tell us a little more?

Mr. GEITHNER. You are absolutely right, and I think one of the
dominant questions before the Council and the people looking at
this question is exactly what would be a better alternative and
what transaction-based rate would better serve the broader inter-
ests of the market.

There are other parts of the financial markets where they rely
on survey-based estimates, and they do that for very practical rea-
sons. And doing that does not necessarily make it vulnerable to the
types of incentives to misreport that you saw in this case. But you
have to design the safeguards around that very, very carefully so
it is not vulnerable to that. But, of course, we will look at all those
options, and we will be happy to brief this Committee as the think-
ing evolves on that.

Senator BENNET. I think we would like to hear about that. I
think there are probably some situations where the market is lag-
ging or transactions are not actually happening, and you can see
why in that circumstance you might not have a market rate that
would work. But it would seem that there ought to be one that
could replace LIBOR. That would be very interesting to me.

Robert Samuelson had a piece in the Washington Post this week
called “The $12 Trillion Misunderstanding”, and in this piece he ac-
counts for how we got from a projected budget surplus of $5.6 tril-
lion that was made in 2001 to where we are, which is $6.1 tril-
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lion—an $11.7 trillion swing, he says. And he goes through and he
says this is how we got here: The biggest cause of it was the reces-
sion itself, which was about 27 percent. If you add up the recession
and the tax cuts from the early 2000s, you are at 40 percent. If you
add up the Iraq and Afghanistan war, you are at 10 percent. That
is 50 percent of where we are. Increases in defense spending, 5 per-
cent; the Obama stimulus, 6 percent; and so on and so forth until
he gets to 100 percent. And his conclusion is: “So, most theories
(often partisan) of the $11.7 trillion shift turn out to be wrong, ex-
aggerated or misleading. There were lots of causes; no single cause
dominates.”

And I think I would like to enter that article in the record, Mr.
Chairman, with your permission.

Chairman JOHNSON. Without objection.

Senator BENNET. I think he very clearly lays out the comprehen-
sive nature of how we created this problem and the reason why we
are going to need, as you have testified, a comprehensive solution
to get out of this problem.

So as we think about coming to the end of the year here, it seems
to me maybe there are four alternatives to what we face.

We could go over the cliff—and when I say we are going over the
cliff, it is not the U.S. Congress. We are driving the American peo-
ple over the cliff if we do not do something. That is one option, so
we could let the sequester go into effect, the tax cuts expire.

We could do as we have done for a long time and continue to kick
the can down the road and just say, well, we did not really mean
it. When we put this tough sequester in place, we did not really
mean it, so we are going to turn around and just lift it or extend
the tax cuts.

We could solve the problem in a comprehensive way during the
lame-duck session.

Or we could put some process in place to try to get us to a solu-
tion in the new year.

I wonder if you could talk a little bit about, first of all, are those
the only alternatives? Maybe there is something I have not thought
about. And, second, how the financial markets would respond to
those, or maybe what would be the most reassuring thing we could
do for the American people at the end of the day not to repeat the
travesty of the debt ceiling discussion last summer.

Mr. GEITHNER. Well, I agree that if Congress were to choose to
try to defer everything—tax cuts, tax expiry, and sequester—and
do nothing about the long-term fiscal position and nothing to help
growth in the short term, that would be very damaging to the in-
terests of the country. And I think to say that as a Nation we have
no capacity to come together on a set of reforms to address these
problems and have to go, as you used the phrase, off the cliff seems
deeply irresponsible.

So I think the solution to this problem has to lie in—and there
has been a lot of foundation laying by you and others and your col-
leagues in this direction over the last year in particular. The solu-
tion has to lie in replacing those expiring tax cuts for middle-class
Americans and the sequester with a balanced mix of reforms that
will raise a modest amount of revenue and lock in some carefully
designed savings to make our commitments to seniors more afford-
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able over time and still preserve some room to invest in things nec-
essary for us to grow.

That is the way this has to be resolved, and if were to do that
as a country, that would be good for confidence and good for the
economy, good for certainty, and it would demonstrate again what
the world has always believed about this country, which is ulti-
mately we come together and do the necessary thing. We do not
wait until it is too late.

Senator BENNET. I think—and, Mr. Chairman, I apologize, be-
cause I know that my light is red, but I have been here for the
whole hearing, so I will just ask one follow-up question.

[Laughter.]

Senator BENNET. And I have learned so much, so it has been
good. One follow-up question to that is—and I do not believe there
is enough of this around this place, but at home, people do have
a sense that we are all in this together, that we have to come to-
gether and fix this together. And at least in Colorado they really
are sick of the partisanship in this place on this topic.

Could you give us, in that spirit, a sense of what the scale we
would be asking ourselves to commit to versus what they have to
do in Europe, for example, and what we would be asking our gen-
eration to do to secure the future for the next generation, as a rel-
ative matter, and what the people in these other countries are
going to have to face?

Mr. GEITHNER. Excellent question. Let me just try and do it very
briefly. To get our deficits down to level where the debt stops grow-
ing as a share of the economy, we need to do—on top of the trillion
dollars of savings Congress enacted last, we have to agree on
roughly $3 trillion, at least $3 trillion of additional savings. That
seems like a lot to people, but it only about 2 percent of the na-
tional output income this economy creates. It is roughly 2 percent
of GDP. And that is a very manageable challenge for a country like
us. And if you do it carefully, with sensible reforms on the tax side
and carefully designed savings on the spending side, you can do it
without causing any damage to the growth prospects of the U.S.
economy and to the basic confidence and security retirees have or
what people have for health care, even the basic safety net for low-
income Americans.

The challenges faced by every other major industrial economy in
the world, from Japan to Europe, are vastly greater because their
growth potential is weaker, their populations are much older, the
size of their Governments are dramatically larger, the generosity of
their commitments are much higher. So our challenges, although
they feel daunting to us and cannot be deferred forever, are com-
pletely within our capacity to act again without asking Americans
or the business community or the retirees to accept an unaccept-
able basic burden in that context. And that is why this should be
within our capacity to solve.

You know, we cannot control what Europe does. It has big effects
on us, but they are not within our capacity to control. These things
are completely within our capacity to control, and they are com-
pletely within the ability of this body to come together and agree
on some sensible reforms.

Senator BENNET. Thank you, Mr. Chairman.
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Chairman JOHNSON. Senator Wicker.

Senator WICKER. Mr. Secretary, I sure appreciate Senator Ben-
net being here the whole time. I can assure you I have been watch-
ing on television, and I have learned a lot, too. I admire Senator
Bennet for being here the whole time. I have got some prepared
questions, but let me just follow up on what he says. Two things.

These carefully structured savings, let us not talk about the rev-
enue stuff, but the carefully structured savings, they have to in-
clude savings in the entitlement programs like Medicaid and Medi-
care. That is correct, right?

[Secretary Geithner nodding head.]

Senator WICKER. The witness is nodding his head.

Mr. GEITHNER. That is correct, and the President has proposed
hundreds of billions of dollars of savings in that area because, as
you know, the long-term deficits are driven by mostly the aging of
America and the rising health care costs.

Senator WICKER. Right. And, for example, the Medicare program,
I think we all concede—Senator Bennet has been outspoken on
this—a program that grows at 3 times the rate of inflation just
simply cannot be sustained, and that is Medicare at the present
time.

Mr. GEITHNER. That is right. I think that even with the long-
term savings in the Affordable Care Act and even with what you
might call promising slower growth in health care costs, long-term
projections still show unsustainably rapid growth, again, mostly be-
cause more Americans are retiring and because the cost of health
care is still rising.

Senator WICKER. And I think also most of us, while appreciating
the importance of the savings in the Budget Control Act, I think
we agree with Secretary Panetta and other members of the Admin-
istration that the meat axe approach of the sequester by the end
of this year is not helpful to the economy. Is that your view also?

Mr. GEITHNER. Well, again, the sequester was designed by the
Republican and Democratic leadership not because it was good pol-
icy. It was designed to force this body to make some compromises
on a set of long-term reforms. That was its purpose.

Senator WICKER. And yet, Mr. Secretary, now it is the law of the
land, and we did not get the result out of the super committee that
we wanted. And so back to my question: You agree that it is unset-
tling for the economy to be facing this meat axe approach, particu-
larly in the defense and other important discretionary programs be-
tween now and the end of the year.

Mr. GEITHNER. I would say it a little differently. I think what is
damaging to the economy now is the combination of inability of
Congress to find legislative majorities to do things that would help
growth, short term and long run, as well as an inability to come
together and agree on a balanced package of long-term fiscal re-
forms to replace the sequester. I think both those concerns are
weighing on the economy. I do not think they are as big now as
the direct effects of Europe or the fact that spending is actually
falling across the Government. But it is a risk, and it is referred
to in this Council report, and I think we all have a responsibility
to try to demonstrate to the American people and the private sector
that, again, this body is going to be able to come together and
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make some tough choices on a balanced package of reforms. And
then what the sequester is designed to do is to force that, and if
Congress in the face of concerns about the impact of the spending
cuts were to simply defer them—you are not advocating that, but
simply defer them—that would not be good for confidence because
it would leave the world and the markets concerned that it is an-
other symptom of inability of Democrats and Republicans to com-
promise on things that are in the interest of the country.

Senator WICKER. My clock is ticking too fast for us to go on with
this, but let me just say that I think the looming sequester is hurt-
ing economic confidence, even as we speak. It is going to make the
economy worse between today and the end of the year, and I do not
think I want that, I do not think you want that, and I do not think
the President wants that.

Let me just ask one other question. I have in my hand here a
report from SIGTARP, Office of the Special Inspector General for
the Troubled Asset Relief Program. It is dated yesterday, but it has
been out for a while. Have you had a chance to look at it?

Mr. GEITHNER. I have not read the report, but I have read a
summary of it.

Senator WICKER. OK. Well, in your testimony you state, “The
TARP bank investments have already produced a profit for the tax-
payer of over $19.5 billion and on current estimates will generate
an overall profit”—from TARP—*of approximately $22 billion.”

The SIGTARP report appears to contradict that quite substan-
tially. This is a quarterly report. It states that taxpayers are owed
$109.1 billion as of June 30, 2012, and the Treasury Department
has written off or realized losses of $15.6 billion that taxpayers will
never get back, leaving $93.5 billion in TARP funds outstanding.

This seems to be a huge inconsistency, and I would like to ask
you to explain why there is such a different take from your testi-
mony and the Inspector General’s report.

Mr. GEITHNER. Thank you for raising that. The $20 billion esti-
mate refers to the investments in banks made with the authority
the Congress gave us at the peak of the crisis, and we have already
realized $20 billion in returns. And if you look at estimates of the
remaining exposure, we will earn a bit more for the taxpayer.

Now, if you look at the full complement of exposure that the
Treasury and the Fed took to AIG, again, to protect the economy
from a failing AIG, on current estimates the taxpayer in that case,
too, is likely to realize a modest return, looking at the full com-
plement of exposure and risk the Government took, not just the
Fed but the Treasury as a whole.

Now, we still own some common equity in AIG which we have
begun to sell and we expect to sell down significantly over time. We
are moving to do that as quickly as we can. And as important as
the results on how carefully we have managed the taxpayers’ expo-
sure, I think it is important to recognize that the Fed and the
Treasury move very aggressively to note just replace the manage-
ment and board of the institution but to bring down the risk and
the risky parts of the entity that put it in jeopardy very dramati-
cally. So alongside what the State insurance companies have been
doing to make sure the insurance business of AIG is carefully su-
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pervised and monitored, we have been very aggressive in bringing
down the risk. I will just give you one example.

The notional derivative exposure of AIG which so famously was
at the center of their vulnerability has been reduced by roughly 90
percent. So AIG is in a less risky position today, a very different
firm, and most estimates look all into the Government’s exposure—
and this is a remarkable thing—are likely to show that the tax-
payer earned a modest return. Of course, life is uncertain, the
world is uncertain. We still have substantial exposure in the equity
stake we placed, but that is a remarkable outcome foreseen by no
one at the time.

Senator WICKER. So you disagree with the conclusion of the In-
spector General that says

Mr. GEITHNER. I do no think

Senator WICKER. ——we are unlikely to get some of these funds
back ever?

Mr. GEITHNER. Well, again, we cannot—all we can know is what
our remaining exposure is and what the market value is of that ex-
posure today. But what I just said is not a matter of dispute. It
is a matter of fact.

Now, people might take different views of what happens to the
taxpayers’ remaining exposure in the common equity of AIG as the
world evolve going forward, and that is something we do not have
any certainty over. And, of course, there are some places in the
world where that may not turn out as well, but on current esti-
mates, it looks pretty favorable, and most of the exposure has al-
ready been recovered for the Fed and the Treasury.

Senator WICKER. Thank you.

Chairman JOHNSON. Senator Hagan.

Senator HAGAN. Thank you, Mr. Chairman. I appreciate, Sec-
retary Geithner, you being here today and your testimony.

The FSOC recently exercised one of its key authorities when it
designated eight firms as financial market utilities. As I under-
stand it, these companies, which are often referred to as the
plumbing of the financial system, have not challenged those deter-
minations. The timing of these mid-July determinations made it
impossible for the FSOC to include a discussion of the selection
process in its most recent annual report. Can you talk about the
determination process? Why were those eight firms selected? Will
there be other firms selected for designation? What does that des-
ignation mean for these firms going forward?

Mr. GEITHNER. There are two types of what is called “designation
authority” provided in the financial reforms Congress enacted. The
ones you are referring to specifically involve key parts of the finan-
cial market infrastructure, and we designated eight firms. And
what that means is we have the authority—and this is very impor-
tant, it did not exist before—to make sure that they are run with
conservative cushions against risk so we are protecting the system
from systemic risk.

We went through a very, very careful process within the Council
to identify the criteria we should use to decide where we needed
to extend that authority, and we went through a very carefully de-
signed process to make sure we gave the firms the opportunity to
provide better information for our judgments and to contest it. And
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as you said, they seemed broadly comfortable with the outcome in
that context.

We have remaining authority that we have not yet executed, but
we will, to designate large nonbank financial institutions—AIG is
one potential example of this, but we have not made that judgment
yet—who, as we saw in a way could pose risk to the broader econ-
omy and the taxpayer. And the reason why that is so important,
again, is that if all you do is limit leverage and capital for the core
of the banking system—and there is some risk over time, as we
saw over the last few decades—you have a huge parallel banking
system emerge with a lot of risk in it, and so it is very important
to protect the system to make sure you have the authority to ex-
tend those prudential safeguards, leverage limitations, for example,
to firms that are in the business of things like banks do that might
threaten the system. That is what we are examining now.

But, again, in each of these cases, we have to move very, very
carefully because we want to do so in a way that is fair and gives
the firms a fair opportunity to contest those judgments and that we
can sustain them legally.

Senator HAGAN. Thank you.

Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Warner.

Senator WARNER. Thank you, Mr. Chairman, and thank you,
Senator Hagan.

Let me, first of all, start with just following up on what Senator
Wicker said. I would concur with him that, you know, we want to
try to avoid the sequester at all costs. My State is very contingent
upon defense costs, but I would find it just stunning to me that if
all we did was simply buy off $55 billion in 1-year defense seques-
ter costs and say that is the extent of our responsibility. I mean,
we need a minimum of $4 trillion, as you and everyone else from
left to right have said. We all care about our country’s security and
national defense, but I wholeheartedly believe the former Chair-
man of the Joint Chief, Admiral Mullen, when he said the greatest
single threat to our country is not the threat of terrorism but the
threat of our debt and deficit. And those who say, well, all we have
to deal with is sequester or even a subset of sequester, just the de-
fense half of the house, to me—and I do not think Senator Wicker
said this, but, I mean, there are others who say that should be our
only top priority—is stunning to me and I do not think addresses
the concern that we face. And I would hope that we could perhaps,
with your assistance or others’, size, as you mentioned, the chal-
lenge of $4 to $5 trillion over a 10-year frame that would both
move revenues closer to historic numbers, bring spending down,
start to reform our entitlement programs. The relative ask of the
American people is so much smaller than what is being asked of
people all across the world. Senator Bennet pointed out Europe,
but, you know, slowing circumstances in India and China and else-
where. And the more we could frame that I think would be helpful.

I want to come back to LIBOR for a moment, but I listened with
some irony, and as somebody who has kind of not fully followed as
closely as you and others, but, you know, here was a circumstance
that was reported in the press, in the Wall Street and other papers
at the time. We had regulators in Britain. We had a host of regu-
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lators in the United States. We had Treasury officials in the United
States. And to my knowledge, the only guy that actually sounded
the alarm and said we ought to be looking at this was the then-
New York Fed President, and yet you seem to be getting perhaps
a disproportionate share of “Why not more?” when there were a
host of other folks who would at least have equal or greater respon-
sibility in acting on this matter.

There is going to be a question here.

You know, one of the things that I think one of my other col-
leagues pointed out—and I think we all kind of scratch our head.
You pointed this out. We moved to the CFTC to start an enforce-
ment action. I think we all kind of scratch our heads saying, “Gosh,
does it really take 4 years to get an enforcement action through?”

One of the things that concerns me is the nature of these enforce-
ment actions, because of their confidentiality, what would happen
if an enforcement entity feels they have got to do this in a confiden-
tial basis, and yet the actions may end up posing a systemic risk,
how do we get that right so that under the guise of confidentiality
a regulator is free to at least reveal to the FSOC, hey, this is not
only potentially criminal or otherwise, but the action in itself may
be systemically risky, and we cannot wait for 3 or 4 years for the
investigation to finish before we kind of bring it forward?

Mr. GEITHNER. Well, I think it is a very good question, and I
thank you for raising it. I think that this is a solvable problem, but
what it requires is that the enforcement agencies have in place
safeguards so that if they find it necessary to bring to the attention
behavior that has systemic implications to other agencies, like, for
example, the Fed, they are able to do that without jeopardizing the
investigation. There is lots of precedent for doing this, but we do
not yet have in place the types of MOUs and other types of agree-
ments that would give them that satisfaction. And we are on that
and trying to fix that quickly.

Senator WARNER. And, Mr. Chairman and Ranking Member, this
would be something I think we ought to look into a bit more to
make sure that I could just see some systemically risky action
being caught up inside an investigation, and we sure as heck—we
created an FSOC to try to make sure we have got that broad over-
view. We ought to urge the Treasury and others to get these MOUs
in place.

Let me follow up with a second question. A lot of concern, again,
raised by both sides of the aisle about the kind of voluntary actions
of the financial institutions to contribute to LIBOR and then maybe
the sense that some of the incentives may not have been right to
make sure folks were coming clean. You know, aren’t there across
the whole financial system a whole series of other voluntary actions
where financial institutions are asked to contribute information
that could also be subject to manipulation, and we have whole
swaths, I think, about—again, with the Chairman and the Ranking
Member, as we sorted through after the financial crisis, organiza-
tions like FINRA and others that are more kind of self-policing; you
know, not that we want to create massive new amounts of rules
and regulations, but how do we make sure that if it is LIBOR this
month that there is not one of these other voluntary industry-gen-
erated self-regulatory bodies? How do we put a warning out that,
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hey, guys, everybody needs to be coming forward with clean, non-
manipulated information?

Mr. GEITHNER. A very good question, and this is something the
Council is looking at right now. Again, there are two different sets
of examples we have had recently that create this vulnerability.
One is what you saw with the British Bankers’ Association and
LIBOR, and as I said earlier, we are looking carefully at other sur-
vey-based measures of financial prices that are set by industry bod-
ies to make sure they are not vulnerable to this, and we will do
that very carefully.

But there is a different example we had recently in the failure
of Peregrine, for example, which points out—and this is true in a
variety of areas—that the market regulators rely on so-called self-
regulatory bodies to carry some of the burden for examination and
audit. And as you saw in that case, and as the report refers to in
a different context, that puts us in a position where you might have
customer funds more vulnerable to fraud than would otherwise be
the case.

So the Council is going to take a careful look at all those things,
too. I do not know where that is going to take us yet, but we want
to address both of them, not just the first question.

Senator WARNER. Well, Mr. Chairman, one of the things may be
that many of these entities I think works, do self-police. Rather
than trying to create some huge new governmental structure, we
may want to look at how, again, we can look at the penalty side
if there is bad behavior within these voluntary organizations, what
we might—to make sure we do not have to create a whole new arti-
fice. And I was hoping I was going to—you know, that maybe being
the last Member I had one more question, but I see my colleague
is coming—no, no. Hey, listen, I am 3 minutes over.

Senator SCHUMER. I need to get settled.

[Laughter.]

Senator SCHUMER. Ask a nice long one.

Senator WARNER. Can I get one more little brief one in?

Senator SCHUMER. With the Chairman’s permission, of course.

Chairman JOHNSON. Permission granted.

Senator WARNER. Although, you know, I am falling into the hy-
pocrisy category as well. I was going to suggest maybe we ought
to go to 4-minute rounds to make us all do 5 minutes, but I have
just violated it as well.

The only last quick comment I would like to have is a very inter-
esting comment by one of the architects of the collapse of Glass-
Steagall yesterday to say let us put Glass-Steagall back in case.
You know, interesting transformation there.

I think one of the things, you know, as we were trying to sort
through how you kind of get the right balance, was the ability of
these liquidation plans or funeral plans to help try to regulate size.
You are seeing a lot of the banks trade below book value. Maybe
the market is saying size may not be this big of asset in terms of
how the market views it. Are you starting to see any of these tools
change any behavior? And thank you, Mr. Chairman.

Mr. GEITHNER. You know, Congress thought about this question
long and hard in considering financial system, and it put in place,
I think to its credit, a set of, again, pretty tough new safeguards
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in the system. And among those are, again, higher capital require-
ments or authority on the largest institutions. So it means if you
are among the largest in the world, you have to hold more capital
against the risk you take than is true for a typical bank. That is
one.

Two, it is not just living wills, but there is broad authority in the
law to limit the ability of the Government in the future to come in
and save these firms from their mistakes, cannot protect them from
that. That is very consequential.

There is authority in the law for regulators to break up or limit
the size and scope of those institutions in advance of a crisis if they
believe they pose too much risk to the system. And my own sense
is what is happening right now is the full effect and impact of
those reforms as they get traction are starting to have people reas-
sess what is the right mix of scale and scope and size that is appro-
priate for investors in this kind of thing. That is what is forcing
this examination.

What we are going to do is continue to look at any idea that
helps satisfy this basic obligation we have to create a system that
is more stable, more resilient, and less vulnerable to what we saw
in 2008. But we have a much tougher framework in place today
than we had before the crisis, and we want to make sure that we
do not see that weakened by all the pressure we are facing to
weaken those reforms.

Chairman JOHNSON. Senator Schumer.

Senator SCHUMER. Thank you, Mr. Chairman. I appreciate your
being here and waiting, and I appreciate the Secretary.

First, you know, Mr. Secretary, there has been a lot of discussion
about LIBOR in recent weeks, about who knew what and when and
whether various regulators should have done more to crack down
on alleged manipulation of LIBOR. Obviously this is a serious
issue. The potential impact is vast, although it goes in different di-
rections. If people wanted a low LIBOR, they would lower mortgage
rates and lower credit card rates and things like that. So it is hard-
ly as clear-cut as some are making it.

But I am puzzled by repeated claims that you and other regu-
lators stood by and did nothing and that somehow we are just
learning about this 4 years later. You and the New York Fed were
proactive, not only by raising concerns but also proposing struc-
tural solutions. Moreover, Barclays just reached a large settlement
with—guess who?—the U.S. regulators—not the U.K. regulators or
anybody else—and it was the Fed, DOJ, CFTC working on this in-
vestigation. And those did not just startup 2 weeks ago. They have
been going on for a long time.

So I think the idea that we did nothing for 4 years is obviously
false, and I think some are taking unfair shots at you. Obviously
you have to answer every question and every criticism, and overall
I would say this, since I heard one or two comments were talked
about even here today and a lot in the House yesterday: I think
you have been just a very, very fine public servant. From the days
when we first met when we were dealing with the TARP and the
stimulus, both of which saved our country from what I think would
have the Great Depression, and you have been smart on the mer-
its, down the middle, you have stood up to the financial services
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industry when you thought they were wrong—the Volcker Rule as
an example—but you also did not just bash them needlessly. And
so I give you kudos for that, and I think somebody should say it,
so I did.

I have a question for you on our favorite subject where we dis-
agree: some big country over there at the other side of the Pacific
Ocean. Under Secretary Brainard recently gave a speech which re-
minds us that China’s economy is now too large for it to pick and
choose which rules it follows, which is what the Chinese have done
constantly. President Hu, at the fourth meeting of the U.S.—China
Strategic Economic Dialogue, made significant commitments to cre-
ate opportunities for Americans to export and sell to China by in-
creasing market access and leveling the playing field by elimi-
nating several barriers to trade from foreign firms. These reforms,
if implemented, would significantly bolster U.S. investment in
China, but you know what? I do not put much credence in them
because we have heard commitments like this over and over and
over again with very little result.

What progress, if any, has China made to live up to the commit-
ments they made this spring to increase foreign market access?
What concretely have they done since that speech by President Hu,
particularly in light of the proposed acquisition of Nexon by the
China National Offshore Oil Corporation, which obviously provides
increased Chinese access to the U.S. market?

Mr. GEITHNER. Senator, I do not actually think you and I dis-
agree on this, although sometimes we disagree a little bit on how
best to promote our interests in this context. But on the basic prob-
lem, I agree with you and you are right to continue to give it a lot
of attention in this context. I would be happy my staff, or do it di-
rectly, lay out to you exactly where they are on that specific piece,
which is opening up the broader investment opportunities to U.S.
firms. But our interests go much broader than that. I mean, they
are not just about making sure the exchange rate appreciates over
time, that it is more market determined, their trade surplus comes
down, it has dramatically. But we need to provide much stronger
protection for intellectual property rights for U.S. innovators.

There is a whole range of other disadvantages U.S. firms that
compete in China face today that we need to address over time,
and it is not tenable for China, which now has a world-class manu-
facturing sector, to continue to sustain and maintain this range of
protections for its own basic firms.

Senator SCHUMER. OK. Well, I would like some specifics on any-
thing that has happened specifically since President Hu gave his
speech. I would say that the Chinese trade deficit has come down
significantly, but not with the U.S. Not with the U.S. It has come
down worldwide and with Europe a lot, but not with us, as I read
the numbers.

Mr. GEITHNER. True, but U.S. exports, just to take the other side
of it, are growing very rapidly to China, and that is a very good
thing, a sign of our strength and competitiveness, too.

Senator SCHUMER. OK. One final question, if I might, Mr. Chair-
man?

Chairman JOHNSON. Yes.
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Senator SCHUMER. This is about the fiscal cliff and the middle-
class tax cut bill the Senate passed yesterday. As you noted in your
opening statement, the slowdown in U.S. growth could be exacer-
bated by concerns about approaching tax increases and spending
cuts. And yesterday the Senate took significant action to eliminate
a major piece of that certainty, so let me just ask a few questions
to highlight that.

What percentage of the fiscal cliff does the extension of middle-
class tax cuts take care of?

Mr. GEITHNER. The extension of the rate itself avoids $100 billion
tax increase on 98 percent of Americans. So that is a very substan-
tial piece of what you called the full complement of fiscal measures.

Senator SCHUMER. The numbers I have are it takes $130 billion
out of $607 billion, or about 21 percent. That is a lot, right?

Mr. GEITHNER. That is a lot, absolutely. And it has a big effect
because, again, it goes to the tax rates that 98 percent of American
pay.

Senator SCHUMER. How about the 1-year AMT patch?

Mr. GEITHNER. That is also about $100 billion.

Senator SCHUMER. Right, so that is another—I have 92 out of
607, so that is 15 percent. If you add those two things up, 36 per-
cent, that is a lot. And all together, how much protection from the
anticipated GDP hit would the House’s passage of our tax bill af-
ford the country? My numbers are 41 percent.

Mr. GEITHNER. I would say a very substantial part of it, but I
think that 40-percent number slightly understates it, because what
people count in the overall number to some extent is already ex-
pected and planned for. The thing that would be most damaging to
confidence and economic activity would be the tax of middle-class
Americans to go up in this context. And as you know, if you let
them expire, it is a very substantial tax increase on middle-class
Americans. And, remember, it is not just—you all recognized this
in the Senate. You do not need just to extend the rates and AMT,
but you need to make sure you extend the expanded tax credits
that we put in place in 2009 that go to 25 million Americans. If
you do not extend those tax credits, then taxes go up for 25 million
Americans as well. So you need to do that full mix of things. And
if the Congress were to enact that, the House were to enact that,
that would take care of the most damaging piece of the end-of-the-
year uncertainty for

Senator SCHUMER. So, clearly, I mean, there are other issues
here, who should pay what, what percentage the Government
should pay in taxes. But if you are caring about uncertainty, which
we hear from our Republican colleagues all the time, the number
one thing they could do is pass our tax cut, which we all agree on.
We may not agree on what to do with people above 250, but we
all agree it should be below 250. So you could take a huge amount
of the uncertainty off the table. So my view—I do not know if you
agree with this. If they do not pass our tax cut, they should stop
talking about uncertainty.

Mr. GEITHNER. I think it is necessary to do but it needs to go be-
yond that, and there are other things you can do for the economy
now that would make growth stronger and infrastructure, involving
teachers or incentives to hire. And, of course, we all want to see
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Congress come together on some set of reforms to help reduce the
long-term deficits.

Senator SCHUMER. Thank you, Mr. Chairman. I appreciate your
indulgence.

Chairman JOHNSON. Thank you again, Secretary Geithner, for
being here today. Your work and the work of the Council is greatly
appreciated.

Thanks again to my colleagues and our panelist for being here
today. This hearing is adjourned.

[Whereupon, at 12:15 p.m., the hearing was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follow:]
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PREPARED STATEMENT OF TIMOTHY F. GEITHNER
SECRETARY, DEPARTMENT OF THE TREASURY

JULY 26, 2012

Chairman Johnson, Ranking Member Shelby, and Members of the Committee,
thank you for the opportunity to testify today regarding the Financial Stability
Oversight Council’s (the “Council”) annual report.

Each year, the Council is required to prepare a public report reviewing financial
market and regulatory developments, potential threats to financial stability, and
recommendations to strengthen the financial system. My testimony today reviews
the conclusions and recommendations made by the Council in its second annual re-
port, which is being submitted in full alongside this testimony.

Measures of Strength in the Financial System

The strategy adopted by the United States to repair and reform the financial sys-
tem after the crisis has helped produce a stronger and more resilient system.

e We have forced banks to substantially increase the amount of capital they hold,
so that they are able to provide credit to the economy and absorb losses in the
future. Tier 1 common capital levels at our country’s banks are up by $420 bil-
lion, or 70 percent, from 3 years ago. The ratio of tier 1 common equity to risk-
weighted assets at these institutions increased from 6 percent to over 11 per-
cent during this period.

e We have forced a significant reduction in overall leverage in the financial sys-
tem. Financial sector debt has dropped by more than $3 trillion since the crisis,
and household debt is down $900 billion.

e Banks are funding themselves more conservatively, relying less on riskier short-
term funding.

e The size of the “shadow banking system”—which had been a key source of fi-
ilancial stress during the crisis—has fallen substantially, by several trillion dol-
ars.

e The Government has closed most of the emergency programs put in place dur-
ing the crisis and recovered most of the investments made into the financial
system, which were originally expected to result in a loss to taxpayers of several
hundred billion dollars. The TARP bank investments have already produced a
profit for the taxpayer of over $19.5 billion, and on current estimates will gen-
erate an overall profit of approximately $22 billion.

e Credit is expanding, and the cost of credit has fallen significantly from the
peaks of the crisis. Commercial and industrial lending at commercial banks in-
creased 10 percent in 2011 and increased at an annual rate of 11 percent in
the first 5 months of 2012.

The overall impact of these changes is very important. They have made the finan-
cial system safer, less vulnerable to future economic and financial stress, more like-
ly to help rather than hurt future economic growth, and better able to absorb the
impact of failures of individual financial institutions.

Threats to Financial Stability

The Council’s report identifies a number of potential threats to the stability of the
financial system. Among the most important of these is the fact that the financial
system still confronts a challenging and uncertain overall economic environment.

The ongoing European crisis presents the biggest risk to our economy. The eco-
nomic recession in Europe is hurting economic growth around the world, and the
ongoing financial stress is causing a general tightening of financial conditions, exac-
erbating the global slowdown.

Over the past 2 years, U.S. financial institutions have significantly reduced their
exposure to the most vulnerable economies of Europe, and they hold substantial lev-
els of capital against the remaining exposures. The combined economies of the euro
area constitute the second largest economy in the world and are home to many of
the world’s largest and most interconnected financial institutions. As a result, a se-
vere crisis in Europe would necessarily have very substantial, adverse effects on the
United States.

Europe’s leaders are putting in place a package of long-term reforms—economic
reforms to restore competitiveness, improve fiscal sustainability, and restructure
their financial systems, and governance changes to transfer more responsibility to
European institutions for oversight of national financial systems and how much Na-
tions can borrow. For these reforms to work, they need to be complemented by ac-
tions in the near term to restore financial stability and support economic growth,
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including strengthening the stability of the banking systems and bringing sovereign
borrowing rates down in the countries implementing reforms.

Global economic growth has slowed and forecasts for future economic growth have
been reduced. Europe is responsible for much of this, but not all of it. Growth in
China, India, Brazil, and other large emerging economies has slowed for a variety
of reasons unique to those countries.

In the United States, the economy is still expanding, but the pace of economic
growth has slowed during the last two quarters. In addition to pressures from Eu-
rope and the global economic slowdown, U.S. growth has been hurt by the rise in
oil prices earlier this year, the ongoing reduction in spending at all levels of Govern-
ment, and slow rates of growth in income.

The slowdown in U.S. growth could be exacerbated by concerns about approaching
tax increases and spending cuts, and by uncertainty about the shape of the reforms
to tax policy and spending that are necessary to restore fiscal responsibility. As the
Council’s report discusses, the United States faces fiscal deficits that are
unsustainable over the long run. The failure of policy makers to enact reforms in
a timely and credible manner will be damaging to future economic growth.

These potential threats underscore the need for continued progress in repairing
the remaining damage from the financial crisis and enacting reforms to make the
system stronger for the long run.

Progress Implementing Financial Reform

Regulators have made important progress over the past 2 years designing and im-
plementing the regulations necessary to implement financial reform. Nine out of 10
rules with deadlines before July 2, 2012, have been proposed or finalized. The key
elements of the law will largely be in place by the end of the year. The financial
system is already in the process of adapting to these reforms.

e We have taken important steps to limit risk-taking at the largest financial insti-
tutions. The Federal Reserve and other supervisors have negotiated new,
stronger global capital and liquidity requirements. As part of this effort, Federal
banking regulators will impose even higher requirements on the largest banks.

o We now have the ability to put the largest financial companies under enhanced
supervision and prudential standards, whether they are banks or nonbanks,
and the ability to subject key market infrastructure firms to heightened risk-
management standards.

e We are implementing the provisions of the law designed to protect taxpayers
and the financial system from the failure of a large financial firm. Regulators,
led by the FDIC, have established the new “orderly liquidation authority,” a
mechanism to unwind responsibly large, complex financial companies. This au-
thority will help make sure that culpable management is fired and that inves-
tors pay for the failure of a firm, not taxpayers. Nine of the largest banks have
now submitted “living wills,” providing contingency plans for an orderly bank-
ruptcy.

e The SEC and CFTC are putting in place a new framework for derivatives over-
sight, providing new tools for combatting market abuse and bringing the deriva-
tives markets out of the shadows. Their recent joint adoption of a swaps defini-
tion will trigger the effectiveness of more than 20 key rulemakings and marks
a major milestone in the implementation of derivatives reforms.

e Regulators are working to strengthen protections for investors and consumers.
The CFPB has worked to simplify and improve disclosure of mortgage and cred-
it card loans to help consumers make more informed financial decisions. The
CFPB has also launched its supervisory program for very large depository insti-
tutions (in coordination with prudential regulators) and for certain nonbanks.

e As we put in place these reforms in the United States, we are working with
supervisors and regulators in Europe, Japan, and around the world to provide
a more level playing field. In addition to the new global standards for capital
and liquidity requirements, we are negotiating global margin requirements for
derivatives. On these and a range of other issues, we are trying to improve the
prospect of tougher and broadly equivalent global standards and requirements,
so that financial risk cannot simply move to where it cannot be seen or effec-
tively constrained.

These are complicated reforms. This process is challenging because our financial
system is complex, because we want to target damaging behavior without damaging
access to capital and credit, because we want the reforms to endure as the market
evolves, and because we need to coordinate the work of multiple agencies in the
United States and many others around the world.
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Recommendations To Improve Financial Stability

In addition to these important reforms, the Council has put forward recommenda-
tions in a variety of other areas to help strengthen our financial system.

Risks in Wholesale Short-Term Funding Markets

The Council recommends a set of reforms to address structural vulnerabilities,
particularly in wholesale short-term funding markets such as money market funds
(MMFs) and the tri-party repo market. As we saw during the crisis, these sources
of funding were particularly vulnerable to disruption that can quickly spread
through the markets.

The SEC adopted a number of reforms to money market funds in 2010, but they
remain vulnerable to runs. The Council supports SEC Chairman Schapiro’s efforts
to address certain weaknesses, including (1) the lack of a mechanism to absorb a
sudden loss in value of a portfolio security and (2) the incentive for investors to re-
deem at the first indication of any perceived threat to the value or liquidity of the
MMF. The Council recommends that the SEC publish structural reform options for
public comment and ultimately adopt reforms that address money market funds’
susceptibility to runs. The Council further recommends that, where applicable, its
members align regulation of cash management vehicles similar to MMFs within
their regulatory jurisdiction to limit the susceptibility of these vehicles to run risk.

In tri-party repo markets, the Council supports additional steps toward reducing
intraday credit exposure within the next 6 to 12 months. In addition, the Council
recommends that regulators and industry participants work together to define
standards for collateral management in the tri-party repo market, particularly for
lend}elr?d(such as MMF's) that have certain restrictions on the instruments that they
can hold.

Customer Fund Protection

The Council highlights the importance of establishing and enforcing strong stand-
ards for protecting customer funds deposited for trading. For example, the Council
recommends that regulators consider strengthening regulations governing the hold-
ing and protection of customer funds deposited for trading on foreign futures mar-
kets. The Council also recommends that regulators seek ways to strengthen risk-
management standards for clearinghouses and to develop and monitor best practices
across their respective jurisdictions.

Risk Management and Supervisory Attention

The Council recommends continued work to improve risk-management practices,
highlighting a number of specific challenges facing firms and their supervisors. The
Council supports continued attention to strengthening capital buffers and stress
testing. Firms also need to continue to guard against potential disruptions in whole-
sale short-term funding markets and bolster their resilience to interest rate shifts.

Firms need to continue to strengthen internal disciplines and safeguards in un-
derwriting standards, the development of new financial products, and complex trad-
ing strategies. The report also notes that high-speed trading is an area where in-
creased speed and automation of trade execution may require a parallel increase in
trading risk management and controls.

Housing Finance Reform

The Council continues to support progress toward comprehensive housing finance
reform. The U.S. housing finance system has required extraordinary Government
support since the financial crisis, and the market continues to lack sufficient private
capital. As recognized in the framework for housing finance reform developed by cer-
tain member agencies of the Council, the return of private capital is crucial to rees-
tablishing confidence in the integrity of the market and better aligning incentives.

However, in order for private capital to come back into the market, there needs
to be greater clarity from regulators and Congress on new rules for all participants
in the market. Challenges include the lack of broadly agreed upon standards for
mortgage underwriting (which are necessary to support the valuation and liquidity
of mortgage-backed instruments), nonuniform foreclosure practices across different
States, and uncertainty surrounding the potential liability of mortgage loan
securitizers.

In addition, reform should address servicer compensation models and the need for
national mortgage servicing standards, and it should strengthen protections for bor-
rowers. Members of the Council are addressing many of these challenges through
existing authority and the implementation of Wall Street Reform, yet comprehensive
reform will require significant legislation, and the leadership of this Committee will
be central to the effort. As we move forward, we must take care not to undermine
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the housing market, which is showing signs of recovery but is still weak in many
areas.

Improving Transparency and Financial Data

One of the weaknesses in our old system of regulation was a lack of information—
information that could be used to help identify threats and more effectively under-
stand the financial system. Gaps in data and analysis remain a threat to financial
stability, and an important part of reform efforts will continue to be the improve-
ment and availability of financial data and information.

This project is being spearheaded by the Office of Financial Research (OFR),
which was established by Wall Street Reform. The OFR’s work is crucial to improv-
ing transparency, our understanding of how the financial system supports the econ-
omy, and our capacity to identify threats to financial stability. The OFR has done
tremendous work over the past year, undertaking a number of initiatives, including
steps to create a “legal entity identifier” for financial contracts, which will help us
understand exposures in the market. Last week, the OFR released its first annual
report, which analyzes threats to financial stability along with ways to address data
gaps and promote data standards.

Conclusion

The member agencies of the Council have made considerable progress over the
past few years in making our financial system safer and stronger—more resilient
and less vulnerable to crisis, with better protections for investors and consumers.

We still have a lot of work ahead of us, however. We need your support to make
these rules strong and effective. And we need your support to make sure the en-
forcement agencies have the resources they need to prevent fraud, manipulation,
and abuse.

I want to thank the other members of the Financial Stability Oversight Council,
as well as the staff of the members and their agencies, 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 sys-
tem.
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RESPONSES TO WRITTEN QUESTIONS OF
CHAIRMAN JOHNSON FROM TIMOTHY F. GEITHNER

Q.1. One of the purposes of FSOC was to increase coordination
among the agencies to better spot risks to the financial system.
Can you offer specific examples of how FSOC coordination has ben-
efited the financial system? If Congress were to repeal or under-
mine Wall Street Reform, as some have suggested, what would be
the impact on financial stability?

A.1. The FSOC has benefited the financial system through in-
creased, ongoing information-sharing among its members and their
staffs, and through new joint accountability for the monitoring and
identification of threats to financial stability pursuant to the Dodd-
Frank Act.

While statutorily required to meet quarterly, the FSOC has met
over 25 times since its formation. For example, the FSOC’s prin-
cipals have come together to share information on a range of im-
portant financial developments, such as the situation in Europe,
housing markets, the interaction of the economy and energy mar-
kets, the tri-party repo market, and lessons to be drawn from re-
cent errors in risk management at several major financial institu-
tions, including the failure of MF Global and trading losses at
JPMorgan Chase. More recently, the FSOC met to discuss the im-
pact of Hurricane Sandy on the functioning of our markets and has
proposed for public comment recommendations to the SEC regard-
ing reforms of money market funds. Staffs of FSOC members and
member agencies continue to work on these issues.

Under the Dodd-Frank Act, the FSOC is required to report on its
view of potential emerging threats to financial stability and signifi-
cant financial market and regulatory developments. This require-
ment informs the FSOC’s work throughout the year, and allows the
public to be informed of the FSOC’s views on important matters re-
garding financial stability and the financial services marketplace.

Q.2. As Wall Street Reform and Basel III rulemakings on SIFIs
progress, what steps did FSOC take to analyze the differences be-
tween banks and nonbank SIFIs and to incorporate those findings
into the rulemakings? Do you think that the actions and
rulemakings to date recognize the differences between banks and
nonbank SIFIs? How do you plan to synchronize designation of
nonbank SIFIs with regulations that would govern the different
types of nonbank SIFIs? What role did FIO and the Independent
Insurance member of FSOC play in the rulemakings?

A.2. The Dodd-Frank Act and subsequent work of the Financial
Stability Oversight Council recognize the various distinctions be-
tween bank holding companies and nonbank financial companies as
well as between different types of nonbank financial companies.
Unlike bank holding companies, for which the statute provides a
specific threshold for the application of enhanced prudential stand-
ards, nonbank financial companies must be considered by the
Council based on specific statutory criteria and the Council’s deter-
mination that a particular firm could pose a threat to U.S. finan-
cial stability. The designation of nonbank financial companies also
differs from that of systemically important financial market utili-
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ties, which are considered under another designation process set
forth in Title VIII of the Dodd-Frank Act.

In general, before being designated by the Council, a nonbank fi-
nancial company will be evaluated in a three-stage process which
goes well beyond the consideration of a firm’s size (as measured
through total consolidated assets) that occurs under the Dodd-
Frank Act for a bank holding company. The Council’s six-category
framework for evaluating nonbank financial companies focuses on
a firm’s size, interconnectedness, substitutability, leverage, liquid-
ity risk and maturity mismatch, and existing regulatory scrutiny.
Furthermore, the Council has consulted with the Federal Reserve
Board on the potential differences between the supervision of and
enhanced prudential standards for nonbank financial companies
and for bank holding companies.

The Federal Insurance Office and the Council’s independent
member with insurance expertise were instrumental in developing
the rulemaking and processes for designating nonbank financial
companies which allow for more effective and fully informed eval-
uations of insurers for potential designation.

Regarding Basel III rules, Treasury is not a rule writer. Never-
theless, the banking agencies have consulted with the Federal In-
surance Office as they consider public comments received on their
prop(fsed capital rules and work toward final rules to implement
Basel III.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM TIMOTHY F. GEITHNER

Q.1. While you were President of the Federal Reserve Bank of New
York (the “New York Fed”), did you:

A. Take any action to further investigate allegations of LIBOR
manipulations before or after the President’s Working Group
on Financial Markets met in May of 20087

B. Instruct your staff to request information about allegations
of LIBOR manipulation from any LIBOR-reporting bank su-
pervised or regulated by the New York Fed?

C. Instruct your staff to send inspectors or examiners to LIBOR-
reporting banks supervised or regulated by the New York Fed
to investigate allegations of LIBOR manipulation?

D. Recommend to the Board of Governors of the Federal Re-
serve System to exercise its statutory authority and com-
mence formal enforcement action (including imposing fines or

penalties) against LIBOR-reporting banks supervised or regu-
lated by the New York Fed for manipulations of LIBOR?

If you answer “yes” to any of the above questions, provide a full
explanation, including the dates of any actions taken.
A.1. During the financial crisis, market participants began to raise
concerns about the reliability of the LIBOR and the possibility that
banks were not reporting their actual cost of borrowing. Some of
these concerns were reported in articles in the the Wall Street
Journal and the Financial Times in 2008.

The New York Fed took a number of actions in response to these
concerns. The New York Fed informed U.S. regulators and other
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Government officials, including the key agencies with responsibility
and authority for market manipulation and abuse. As you noted,
I raised the issue personally with the President’s Working Group
on Financial Markets in May of 2008. This meeting included the
leaders of the CFTC, SEC, OCC, FDIC, the Federal Reserve Board
of Governors, and Treasury.

The New York Fed also raised concerns with the Bank of Eng-
land and pushed for reforms to the LIBOR process that would
make the rate less vulnerable to misreporting. I raised concerns in
person with Bank of England Governor Mervyn King in May of
2008. Shortly thereafter, I sent Governor King a memorandum
with six specific recommendations for ways to address this prob-
lem. The Bank of England responded favorably to our recommenda-
tions and indicated that they would act on them. New York Fed
staff continued to communicate with British authorities in follow-

up.

At roughly the same time, the CFTC began a 4-year long, far-
reaching, confidential investigation, which ultimately involved the
SEC, the DOJ, and a number of foreign regulators. The CFTC’s in-
vestigation resulted in the very substantial fines and other meas-
ures related to Barclays and other firms.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR REED
FROM TIMOTHY F. GEITHNER

Q.1. It is my understanding that despite serious questions about
LIBOR’s accuracy and relevance raised throughout the spring and
summer of 2008, the Federal Reserve and the Treasury Depart-
ment continued to use LIBOR as a benchmark in connection with
the emergency liquidity and credit facilities created during the fi-
nancial crisis. For example, this measure was used to set the inter-
est rate for the Term Asset-Backed Securities Loan Facility
(TALF), which was established by the Federal Reserve Bank of
New York and the Treasury Department in March 2009. Why did
the Federal Reserve use this measure to set the loan rates in the
TALF? Did the Federal Reserve use this measure to set the rates
used in the other credit and liquidity programs established during
the financial crisis? If so, which programs? Did the Federal Reserve
consider using other rates? Why or why not?

A.1. As you noted, Treasury worked with the Federal Reserve to
establish the Term Asset-Backed Securities Loan Facility (TALF)
to increase the availability of credit for U.S. households and small
businesses. Because of Treasury’s involvement in the program, we
are happy to address your question as it relates to the TALF.
Under the TALF, the Federal Reserve Bank of New York ex-
tended loans to finance purchases of certain highly rated asset-
backed securities that were in turn backed by loans to businesses
and households. TALF loans with both fixed and floating interest
rates were extended, and the floating-rate loans were based on sev-
eral base rates, including LIBOR, prime, and the FOMC’s target
Federal funds rate. Each TALF borrower was required to choose a
TALF loan rate that corresponds to the interest payments on the
securities financed by and collateralizing the TALF loan. If the in-
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terest rate on the securities is based on LIBOR, the TALF loan rate
is also based on LIBOR.

The TALF is now being wound down. Whereas approximately
$70 billion in loans were extended, there were approximately $850
million in loans outstanding as of December 2012. We do not expect
to have any losses from the program.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR CORKER
FROM TIMOTHY F. GEITHNER

Q.1. Yesterday you said at the House hearing that regulation is not
meant to protect institutions from their own mistakes but to pre-
vent the system from the consequences of these mistakes. I whole-
heartedly agree and, in fact, I think we have taken too much of a
focus on protection institutions as a regulatory paradigm. Would
you elaborate on what you meant by this, and tell us if you think
regulators or policy makers are too focused on protecting institu-
tions, not protecting the system?

A.1. Previously, I testified that the Dodd-Frank Act prohibits regu-
lators from bailing out financial firms from their own mistakes.
Further, the Dodd-Frank Act is designed to make sure that when
financial firms do make mistakes, the broader economy and the
U.S. financial system are not imperiled.

Reforms include provisions designed to make sure that firms are
able to absorb the costs of their own mistakes. Higher capital re-
quirements, better quality capital, and mandatory stress testing
are important parts of these reforms along with enhanced pruden-
tial standards for nonbank financial companies that are designated
as systemically significant. Mandatory clearing reduces the inter-
connection risks that can come with complex derivatives contracts
by creating a central counterparty. Additionally single counterparty
exposure ceilings further constrain the size of risks that individual
firms can assume to each other.

In addition, the Dodd-Frank Act creates an orderly liquidation
authority so that when a complex financial company does fail, it
can be wound down in a way that mitigates potential adverse ef-
fects on the U.S. financial system and the economy at large.

Q.2. Some people have talked about various “silver bullet” fixes to
systemic risk. A few ideas include making banks smaller or sepa-
rating types of activities that one firm can engage in. As the Chair-
man of the FSOC, have you given thought to these approaches?
Why hasn’t the FSOC advocated for a more aggressive approach to
dealing with risk?

A.2. The ideas that you mention have been the subject of discus-
sions of the Council and within its member agencies. While dif-
ferent policies have the potential to reduce risk in different ways,
I do not agree that there is a single “silver bullet” fix.

With regard to making big banks smaller, the Dodd-Frank Act
reduced the probability of failure of large institutions and helped
ensure that the rest of the financial system can absorb or contain
losses. Reforms included new liquidity requirements for large fi-
nancial institutions, limits on leverage, concentration limits on rel-
ative size of financial institutions, activity restrictions, margin
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rules for derivatives, and stronger financial cushions for central
counterparties. The FSOC has also been active, pursuing reforms
with its members on money market funds and the tri-party repo
market.

It is important to remember that the U.S. banking system is less
concentrated than that of any other major developed economy. The
three largest U.S. banks account for 32 percent of total banking as-
sets in the United States, compared to 46 percent for the three
largest in Japan, 58 percent in Canada, 63 percent in the U.K., 65
percent in France, 70 percent in Germany, 71 percent in Italy, and
76 percent in Switzerland.

With regard to separating types of activities that one firm can
engage in, this is being addressed most importantly by the Volcker
Rule. In Treasury’s role as a coordinator of the rulemaking, we are
working with the Council’s relevant member agencies to implement
the Volcker Rule in a manner that will prohibit banking entities
from engaging in proprietary trading and restrict their ability to
invest in or sponsor hedge or private equity funds, while protecting
statutorily permitted activities. This is, however, a complex process
that involves coordination of rulemakings by five different agencies
that have received thousands of comment letters from the public.

Q.3. Has BASEL effectively killed LIBOR because the capital re-
quirements of BASEL make interbank lending prohibitively expen-
sive? This is what some banks are telling us. Do you agree with
this assessment?

A.3. The Basel Committee on Banking Supervision’s Basel II agree-
ments introduced harmonized global liquidity standards for banks
known as the Liquidity Coverage Ratio (LCR). An important provi-
sion to promote financial stability, the LCR would reduce a bank’s
liquidity risk by requiring that a bank have sufficient resources to
survive an acute short-term stress scenario: banks would be re-
quired to have a sufficient amount of unencumbered, high quality
and liquid assets to offset net cash flows the bank could experience
under an acute short-term stress scenario over a 30-day horizon.
Unsecured lending from financial institutions is assumed to com-
pletely run-off under the proposed LCR stress scenario suggesting
that a bank’s funding through the interbank market is not a stable
source of financing. While the U.S. banking regulators have yet to
propose a rule to implement the LCR and it is anticipated that
there could be an impact on interbank funding rates, the markets
do not show evidence of a correlation between the advent of such
rules and cost of interbank lending at this time.

Q.4. We now have an unlimited guarantee on “transaction ac-
count.” This guarantee provides insurance to accounts greater than
$250,000. Since this guarantee was put into place, $1.3 trillion
have come into TAG accounts. Many of these have of course come
from money market funds. Is this a systemic risk in your view?

A.4. The Non-interest Bearing Transaction Account program ex-
tended in 2010 by the Dodd-Frank Act expired on December 31,
2012. It is estimated that at the time of expiration, $1.4 trillion
was deposited in such accounts at small and large banks. The
expiry may cause some larger depositors to withdraw their deposits
from the banking system because these deposits are no longer in-
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sured, while other depositors may elect to keep their deposits in
uninsured accounts. Those depositors that leave the banking sys-
tem may invest previously deposited funds into cash-like vehicles
such as money market mutual funds, short-term securities, or off-
shore investment vehicles, or short-term securities. To date, we
have seen no evidence of disorderly flows of funds and will continue
to monitor these flows over the coming weeks and months.

Q.5. The Treasury Department is responsible for managing the
term structure of U.S. debt issuance. According to the Office of
Debt Management the weighted average maturity of outstanding
U.S. debt has increased from about 73 months to roughly 77
months. Could we be lengthening it more as a way to lock in to-
day’s low long-term rates?

A.5. In 2008, the weighted average maturity of the Treasury’s port-
folio was approximately 48 months. Since that time, through pru-
dent debt management, we have increased the portfolio’s weighted
average maturity to approximately 64 months, which is above both
precrisis levels and the long-term average of 58 months.

On numerous occasions, I have stated our intention to continue
the extension of the average maturity of our debt outstanding.
However, while we remain steadfast in this goal, Treasury must
also adhere to the same principles that have made the Treasury
market the deepest and most liquid in the world. One of these prin-
ciples is that we do not act opportunistically and try to “time” our
issuance with the overall level of interest rates. Another is that we
strive for our auctions to be regular and predictable. While these
principles may limit how quickly we can extend the weighted aver-
age maturity of the debt, they also help Treasury to attain the low-
est cost of funding over time.

Q.6. Looking at various possible structures on MBS, if we had had
just a 7 percent first loss tranche in front of the taxpayer on GSE
MBS, the taxpayer would have been insulated from loss during this
latest crisis. In fact Fannie and Freddie’s multifamily models show
that this can be done. Should the private sector be in a first loss
position in mortgage-backed securities?

A.6. The Treasury’s white paper on housing finance reform re-
leased in February 2011 (Reforming America’s Housing Finance
Market) presents three options for long-term, structural change—
all three of which are conditioned upon placing private investors
and lenders in a first-loss position on mortgage-backed securities.
Treasury staff continues to explore these options by engaging with
stakeholders on alternatives that would best facilitate a more ro-
bust return of private capital to mortgage lending.

Q.7. If you have had a chance to review the proposals from the
FDIC on Title 2, do you still agree that liquidation is the way the
FDIC is viewing their authority? Is a better way to do this to make
Title 2 more of a temporary “holding bin” where we would take a
firm “off the grid” during a time of financial stress then put that
firm into bankruptcy once the systemic risk has passed?

A.7. Title II is meant to take the place of bankruptcy under limited
circumstances; specifically, where the resolution of the failed finan-
cial company under the Bankruptcy Code would have serious ad-



52

verse effects on U.S. financial stability. The purpose of Title II is
to provide the FDIC with the necessary authority to resolve failing
financial companies that pose a significant risk to U.S. financial
stability. As receiver under Title II, the FDIC is prohibited from
using taxpayer funds to prevent the liquidation of the failed finan-
cial company. Equity holders in the failed financial company are
expected to be wiped out.

The notion of placing a large financial company into a temporary
“holding bin” and taking it “off the grid” assumes that it could be
accomplished in a seamless manner. However, a firm that is placed
into a Title II receivership is expected to be highly interconnected.
In addition, placing a large, interconnected financial firm into a
“holding bin” is analogous to conservatorship, which Congress re-
jected.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR KOHL
FROM TIMOTHY F. GEITHNER

Q.1. On the second anniversary of the signing of the Dodd-Frank
legislation the SEC was scheduled to provide a report on the cur-
rent credit rating agency industry.

What actions have you and Financial Stability Oversight Council
taken to insure that rating agencies will not repeat the same error
of over rating issues? Has the FSOC and the SEC evaluated what
types of reforms to the current structure would mitigate conflict of
interest and avoid inaccuracies in the future?

A.1. The FSOC has highlighted the role that credit rating agencies
played in the lead-up to the financial crisis, and continues to con-
Sid(if the role of credit ratings in specific markets and more gen-
erally.

In its 2011 annual report, the FSOC noted the role that credit
rating agencies played in the structuring and sale of residential
mortgage backed securities and collateralized debt obligations.
Moreover, the annual report stated that credit rating agencies did
not understand well the complex ways that these products allo-
cated credit risk, and that these products contributed to the build-
up 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.

Further, in its 2012 annual report, the FSOC noted that credit
ratings are critical for institutions that rely on short-term funding,
and that the continued reliance on short-term funding for illiquid
assets can be a source of instability for the financial system. The
FSOC recommended reforms to mitigate the risk of instability in
these short-term wholesale funding markets in its 2011 and 2012
annual reports.

Additionally, the SEC has proposed rules designed to improve
the integrity of credit ratings and increase transparency in the rat-
ings process. These proposed rules would require Nationally Recog-
nized Statistical Rating Organizations to disclose information on
internal controls, the methodology used to determine ratings, and
the performance of past ratings. The proposed rules would also es-
tablish strengthened protections against conflicts of interest.
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The FSOC will continue to monitor the role of credit ratings in
the wholesale short-term funding markets and in the financial
services marketplace more generally. The FSOC will also discuss
the SEC’s work to reform the oversight of credit rating agencies,
as appropriate and consistent with the FSOC’s duties.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR TOOMEY
FROM TIMOTHY F. GEITHNER

Q.1. Are you or do you plan to consult with State insurance regu-
lators in the evaluation of any insurance companies for possible
designation as systemically important financial institutions? If so,
when and with whom? If not, why?

A.1. As required by the Dodd-Frank Act and as set out in the
Council’s rule and interpretive guidance on nonbank financial com-
pany designations, the Council will consult with the primary finan-
cial regulatory agency, if any, for each nonbank financial company
or subsidiary of a nonbank financial company that is being consid-
ered for designation before the Council makes a final designation
of such nonbank financial company. We have been actively con-
sulting with appropriate State insurance regulators and will con-
tinue to benefit from their expertise and perspective throughout
the Council’s analysis of any insurance company being considered
for designation.

Q.2. Please explain how SIFI determination criteria for nonbanks
such as interconnectedness and substitutability will be measured
as part of the evaluation process. For example, how will FSOC de-
termine how much interconnectedness is enough to lead to a firm
being designated as a SIFI? Do all the factors weigh equally or are
particular factors more (or less) important? When does the com-
bination of factors lead to SIFI designation? Please share any
metrics that will be used in this regard.

A.2. The Council generally uses a broad range of company-specific
and industry-specific quantitative and qualitative information to
evaluate nonbank financial companies. The Council’s rule and in-
terpretive guidance on the designation of nonbank financial compa-
nies extensively describes the Council’s analytic framework and the
types of analysis that the Council intends to carry out.

During Stage 1 of the analysis, the interpretive guidance sets
forth specific quantitative thresholds that the Council use to iden-
tify nonbank financial companies for further evaluation. With re-
gard to interconnectedness, the thresholds of $30 billion in out-
standing credit-default swaps for which the company is the ref-
erence entity, $3.5 billion of derivative liabilities, and $20 billion in
total debt outstanding are all relevant. In addition to these Stage
1 thresholds, the interpretive guidance provides numerous exam-
ples of quantitative metrics that the Council can use in its Stage
2 and Stage 3 analyses.

Substitutability, however, is not as easily measured quan-
titatively and is one reason that the Council does not believe that
a determination decision can be reduced to a formula. Because each
company considered for designation may present unique risks to fi-
nancial stability, the Council must approach each decision based on
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the particular facts relevant to that company, which will include a
mix of quantitative and qualitative factors not weighted according
to a formula but evaluated in a manner that holistically considers
whether the company could pose a threat to U.S. financial stability.

Additionally, the Council will provide any nonbank financial com-
pany subject to a proposed designation with a written explanation
of the basis for the Council’s proposed designation. This expla-
nation provides companies with clarity with respect to the Council’s
reasoning in arriving at proposed designations.

Q.3. What is the current timing for designations? Roughly how
many designations do you anticipate in first round? Roughly how
many designations do you anticipate overall?

A.3. In accordance with the Council’s interpretive guidance on
nonbank financial company designations, the Council has been ap-
plying the Stage 1 thresholds to nonbank financial companies on
a quarterly basis, and those companies that exceed the Stage 1
thresholds are reviewed in Stage 2.

Each analysis is company-specific, and the timing of designations
depends on the amount of existing public and regulatory informa-
tion as well as the amount of information sought from the compa-
nies directly. The Council continues to work expeditiously on this
front. At the Council’s September 28 and October 18, 2012, meet-
ings the Council voted to advance an initial set of companies to
Stage 3 of its designations process, which is the final stage before
a proposed designation.

The Council’s rulemaking notes that, based on data currently
available to the Council through existing public and regulatory
sources, the Council has estimated that fewer than 50 nonbank fi-
nancial companies meet the Stage 1 thresholds. It is not possible
to predict the number of companies likely to be designated, due to
the company-specific analysis that is required for each designation.

Q.4. Given that the Treasury is a member of the Financial Sta-
bility Board (FSB), which will make G—SIFI determinations, can
you clarify how a company that is designated a G—SIFI but not des-
ignated a SIFI in the U.S. will be regulated?

For instance, how would an insurance company that is currently
regulated at the State level be regulated as a G-SIFI?
A.4. Council members are working closely with their international
counterparts on a number of initiatives, including the process for
identifying globally systemically important financial institutions
(G=SIFIs). This international coordination is being undertaken
with the goal of creating international standards that are as con-
sistent as possible with domestic standards to create a level play-
ing field and minimize the risk of regulatory arbitrage. In par-
ticular, FIO is a member of the International Association of Insur-
ance Supervisors (IAIS) and serves on its Financial Stability Com-
mittee and Executive Committee. In this role, FIO has worked to
align the IAIS methodology, criteria, and timing with the Council’s
designation process in order to minimize the possibility that a U.S.
insurance firm could be recommended by the IAIS for designation
but not designated by the Council under section 113 of the Dodd-
Frank Act.
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The aforementioned efforts should minimize the likelihood that a
company would be designated as a G-SIFI without being des-
ignated by the Council. However, if such a situation arose, the
Council would make a determination as to the appropriate course
of action at that time. In relation to an insurer, until the IAIS fi-
nalizes prescribed policy measures to be applied to a G-SIFI, it
would be inappropriate to speculate about the enforcement mecha-
nism.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR KIRK
FROM TIMOTHY F. GEITHNER

Q.1. As implied in Secretary Geithner’s testimony and reinforced
by recent Ford Motor 2012 earnings projection, the eurozone reces-
sion will impact U.S. firms (hitp:/ /www.chicagotribune.com [ classi-
fied | automotive [ sns-rt-us-ford-resultsbre8600ky-
20120725,0,6348895.story).

e How will FSOC monitor and measure the systemic risk of a
eurozone recession on the U.S. economy?

o Is there a possibility that FSOC would recommend delay of
regulatory rules that are shown to carry high costs until the
eurozone crisis subsides, if such delay might minimize the risk
of U.S. recession?

A.1. The prospect of a eurozone recession or credit market disrup-
tion is a principal risk to the stability of U.S. financial markets
today. As such, the FSOC and its members will continue to monitor
exposures of U.S. financial institutions to euro-area risks. It will
also continue to monitor potential asset price declines that could
arise from euro-area shocks, which could in turn translate into
stresses on balance sheets within the U.S. financial system. De-
creased market confidence resulting from euro-area struggles could
lead to greater risk aversion in U.S. financial markets. The FSOC
will remain alert to indications of such behavior and any potential
consequences that it may have on the stability of the financial sys-
tem.

The FSOC’s member agencies are implementing regulations in a
thoughtful manner that is effective and supports the financial sys-
tem’s ability to grow, innovate, and better serve our economy.
Delays in rulemaking could increase uncertainty, since clear rules
are most necessary when markets are under stress. The United
States has taken a leading role in an extensive international effort
to improve financial regulation around the globe. The FSOC’s mem-
ber agencies are playing an important part in coordinating this ef-
fort globally to enhance the safety and soundness of the financial
system and to close gaps in financial regulation.

Q.2. Weaker eurozone countries are struggling to issue the debt
that they need to fund current deficits. Spain currently pays an in-
terest rate over 7 percent for debt with a 2-year maturity.

e Do all sovereign borrowers need to learn that credit may not
be available to them in public markets?

e If so, what are credible funding alternatives?
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A.2. The eurozone is undergoing a difficult, but necessary adjust-
ment of the large economic imbalances that developed in the dec-
ade before the global economic crisis. Countries that are reforming
deserve strong support from their European partners. European
fiscal and monetary authorities have committed to stabilize mar-
kets with a credible firewall to limit market contagion and rein-
force access to market financing at sustainable rates for countries
undertaking difficult long-term reforms to stabilize public finances,
restore competiveness, and repair banking systems.

While much work remains to be done, progress toward putting
in place Europe’s permanent crisis response facility, the European
Stability Mechanism, and the introduction of the ECB’s new instru-
ment aimed at restoring order and “remov[ing] tail risks for the
euro area,” are welcome.

Q.3. This year’s FSOC annual report notes a shift toward
deleveraging across the U.S. economy.

o Is this shift a factor in the slower-than-expected economic
growth seen in the past year?

e What is its long-term impact on the financial sector?

A.3. The shift toward deleveraging by both households and firms
has been a contributing factor to the pace of economic activity over
the past year. Increased uncertainty stemming from domestic eco-
nomic growth and eurozone concerns has led to greater risk reduc-
tion by consumers and institutions. Debts are being paid down and
credit flows remain substantially below the levels observed prior to
the recent financial crisis. These trends have led to higher savings
rates and stronger balance sheets, but have also acted to reduce
overall consumption in the economy.

The longer-term effects of deleveraging will depend on the extent
to which this trend continues or is reversed. The FSOC will con-
tinue to closely monitor the use of leverage in the financial sector
to identify and respond to possible risks to financial stability.

Q.4. A recent study published by the Federal Reserve Bank of New
York finds that more than 80 percent of equity premiums earned
since 1994 occurred in the 24 hours preceding an announcement by
the Federal Open Market Committee (http:/ /
libertystreeteconomics.newyorkfed.org /2012 /07 | the-puzzling-pre-
fome-announcement-drift.html). Does this concentration of return
present a systemic threat?

A.4. 1 appreciate you bringing this report to my attention. The
FSOC has established an ongoing interagency process, in collabora-
tion with the OFR, to analyze trends in financial markets and to
identify and monitor threats to the financial system. The FSOC
makes an annual report to Congress on identified emerging threats
and recommendations to promote financial stability.

Q.5. In January 2009, U.S. banks started closing Government-
guaranteed SBA loans using a new LIBOR-based index set by the
Small Business Administration, shifting from Prime Rate-based
loans to LIBOR.

¢ Considering the concerns that the Federal Reserve Bank of
New York had expressed about the efficacy of LIBOR in 2008,
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why did the Treasury Department not recommend that SBA
programs return to a Prime Rate base before expanding SBA
lending as part of the stimulus plan?

o Is there are possibility that the SBA’s LIBOR index set artifi-
cially low rates that may have discouraged banks from partici-
pating in the SBA programs while the economy was still in re-
cession?

A.5. As you know, there is a broad, global effort currently under-
way to analyze and seek reform to LIBOR and explore alternatives.
Your specific question refers to a decision announced by the Small
Business Administration in 2008 pursuant to its authority under
Section 7(a) of the Small Business Act. The Treasury Department
does not have authority over the 7(a) program.

In an SBA Procedural Notice, dated November 14, 2008, which
can be found on the SBA’s Web site, the SBA observed that “[d]ue
to the globalization of the financial markets, many SBA lenders’
source and cost of funds (and/or internal yield model) is partially
or completely based on the London Interbank Offered Rate
(LIBOR) rather than the Prime Rate, which traditionally has been
SBA’s base interest rate for establishing the maximum interest
rate lenders can charge for SBA-guaranteed loans.”! According to
the SBA, due to market turmoil, spreads between the Prime Rate
and LIBOR narrowed such that lenders were unable to profitably
make SBA loans based on the Prime Rate. As a result, lenders
“substantially reduced or eliminated their SBA lending.” Following
discussions with lenders, the SBA “concluded that allowing lenders
to use an adjusted thirty day (one month) LIBOR rate as a base
rate for pricing SBA loans [would] ameliorate several of the factors
impeding small businesses’ access to capital through SBA’s guaran-
teed loan programs.” Allowing an adjustment of three percentage
points to the thirty day (one month) LIBOR rate “reflect[s] the his-
torical 3 percentage point spread between the LIBOR and the
Prime Rate and [helps] reduce the uncertainty and the financial
risk to lenders and to secondary market participants.”

Q.6. Currently, various financial regulators, including the Treas-
ury, are finalizing rules for Qualified Residential Mortgages
(QRMs), intended to assure a liquid secondary market for mortgage
securities. Should a final rule include criteria for the borrowing
index used to set secondary market securities and/or the under-
lying mortgages in a QRM?

A.6. While the Secretary of the Treasury, as Chairperson of the
FSOC, is a coordinator of the credit risk retention rule for asset-
backed securities, Treasury is not a rule writer. The Dodd-Frank
Act directs the Board of Governors of the Federal Reserve, the Of-
fice of the Comptroller of the Currency, the Federal Deposit Insur-
ance Corporation, the Securities and Exchange Commission, the
Federal Housing Finance Agency, and the Department of Housing
and Urban Development to define QRM based on characteristics
that indicate a “lower risk of default.” In adopting the final QRM
definition, the Dodd-Frank Act provision directs agencies to con-

1Procedural Notice 5000-1081, hitp:/ /www.sba.gov/sites/default/files/bank 5000-1081.pdf.
See also, 73 Fed. Reg. 67101 (2008).
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sider, among other standards, underwriting and product features
that historical data indicate reduce the risk of default, such as doc-
umentation and verification of the financial resources relied upon
for qualification, residual income and debt-to-income standards,
mitigation of the potential for payment shock on adjustable rate
mortgages, mortgage guarantee insurance or other credit insur-
ance, and restriction the use of balloon payments, negative amorti-
zation, prepayment penalties, interest only payments, and other
features where data show a higher risk of default.
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ADDITIONAL MATERIAL SUPPLIED FOR THE RECORD
“WASHINGTON POST” ARTICLE SUBMITTED BY SENATOR BENNET

THE $12 TRILLION MISUNDERSTANDING: WHOSE BUDGET BLUNDER?
The Washington Post, July 24, 2012
By Robert J. Samuelson, Washington Post Columnist

Call it the $12 trillion misunderstanding.

It ranks among the biggest forecasting errors ever. Back in 2001, the Congres-
sional Budget Office projected Federal budget surpluses of $5.6 trillion for 2002—
2011. Instead we got $6.1 trillion of deficits—a swing of $11.7 trillion. Naturally,
political recriminations followed. Who or what caused the change? President Bush’s
tax cuts for “the rich”? The Iraq and Afghanistan wars? The Medicare drug benefit?
The financial crisis? President Obama’s “stimulus”?

Doubtlessly, the question will emerge as a campaign issue. But any intellectually
honest answer—perhaps futile in today’s politically charged climate—will admit
that no single cause explains the change. We now have evaluations from the CBO
and two nonpartisan groups: the Committee for a Responsible Federal Budget
(CRFB) and the Pew Fiscal Analysis Initiative. They all point in the same direction.

For starters, a weak economy was the largest cause. The CBO attributes $3.2 tril-
lion of the $11.7 trillion shift (about 27 percent) to “economic and technical
changes.” “We overestimated how good the economy would be, even before the Great
Recession,” says Marc Goldwein of the CRFB.

Consider. In 2001, the CBO projected that the economy would grow about 3 per-
cent a year over the 2002—2011 period. Actual growth from 2002 to 2007 averaged
only 2.6 percent. From 2008 through 2011—the Great Recession started in late
2007—growth averaged only about 0.2 percent annually. Slow economic growth re-
duces tax revenues and increases spending for jobless benefits and other assistance.

After the CBO issued its report, Sen. Rob Portman (R-Ohio), a former director of
the Office of Management and Budget who is often mentioned as a vice presidential
possibility, put out a press release claiming that Bush tax cuts for wealthier Ameri-
cans (generally $250,000 or more for couples and $200,000 for singles) explained
only 4 percent of the debt shift. The CRFB checked his math and concluded he was
right. But all of Bush’s 2001 and 2003 tax cuts—which, except for benefits for the
rich, are now supported by Obama—had a bigger effect, accounting for about 13 per-
cent of the debt swing.

Together, the weaker economy and 2001-2003 tax cuts explain 40 percent of the
debt shift. Here’s how Pew allocates the rest. Its estimates parallel the CBO’s and
the CRFB’s, which either cover slightly different time periods or use slightly dif-
ferent budget categories.

Iraq and Afghanistan wars: 10 percent

Increases in discretionary domestic spending: 10 percent

Other increases in defense spending: 5 percent

Obama stimulus: 6 percent

2010 tax cuts: 3 percent

Medicare drug benefit: 2 percent

Other tax cuts and means of financing: 12 percent

Higher interest costs on larger Federal debt: 11 percent

So, most theories (often partisan) of the $11.7 trillion shift turn out to be wrong,
exaggerated or misleading. There were lots of causes; no single cause dominates.

One other thing: Even projecting surpluses from 2002 to 2011, the CBO cautioned
then that large deficits would ultimately return.

“Over the longer term,” then-deputy CBO director Barry Anderson testified before
the Senate Budget Committee in January 2001, “budgetary pressures linked to the
aging and retirement of the baby boom generation threaten to produce record defi-
cits and unsustainable levels of Federal debt.”

Unfortunately, that hasn’t changed.
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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. Toidentify 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.

2. 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,

3. Torespond 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 regulators, 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; 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 Dircctor of the Office of Financial Research;
¢ the Director of the Federal Insurance Office;
*  astate insurance commissioner designated by the state insurance
commissioners;
*  astate banking supervisor designated by the state banking supervisors; and
*  astate 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 Wo-year terms,

Financial S1sbility Oversight Council
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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;

ii. significant financial market and regulatory developments, including

insurance and ac ing reguls and standards, along with an

of those develop on the stability of the financial system;
jii. potential emerging threats to the financial stability of the
United States;

iv. all determinations made under Section 113 or Title VIII, and the
basis for such determinations;
v.  all recommendations made under Section 119 and the result of such
recommendations; and
vi. recommendations—
L. toenhance the integrity, efficiency, competitiveness, and stability
of United States financial markets;
II. to promote market discipline; and
ML to maintain investor confidence,

Approval of the Annual Report

This Annual Report was approved unanimously by the voting members of the
Council on July 18, 2012. Except as otherwise indicated, data cited in this report
is as of July 6, 2012,

Abbreviations for Federal Member Agencies of the Council
*  Department of the Treasury (Treasury)
- Dffice of Financial Research (OFR)
- Federal Insurance Office (FIO)
+  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 (NCUA)

2012 FSOC 1V Ansuol Repert
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H— Member Statement

The Honorable John A. Bochner 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 all
reasonable steps o help ensure financial stability and 1o mitigate systemic risk thal would negatively aflect
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 deseribed in the
Council's annual report; the Council and its member agencies should continue 1o 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 potential risks to the financial stability of the United States,

T aR— A

Timothy F. Geifhner Ben S. Bernanke /

Secretary of the Treasury Chairman

Chairperson, Fipaneet5 v Oversight Council Board of Governors of the Federal Reserve Sysiem
Thou J. Curry rd Richard Cordray Q

Conffraller of the Carrency Director

Office of the Comptroller of the Currency Bureau of Consumer Financial Protection

Martin |, Gruenberg (/.
Acting Chairman

Federal Deposit Insurance Corporation

Edward |. DeMa
Acting Director
Federal Housing Finance Agency

5. Roy Wi I
Independent Member with Insurance Expertise
National Credit Union Administration Financial Stability Oversight Council

Member Statement
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Executive Summary

In the nearly five years since the initial strains of the subprime crisis emerged,

the U.5. financial system has traveled from the brink of collapse in late 2008

and early 2004 1o a more resilient system with stronger capital, maore liquidity,
improved funding, and important progress on reform. Even with that progress,
haowever, the Financial Stability Oversight Council (Council) believes that the
financial system in the United States and globally still faces significant challenges.
Investor confidence has not been restored to pre-crisis levels. The crisis in the
euro area and general weakness in global economic growth present identifiable
threats to financial stability. There is still work to be done to address structural
vulnerabilities within the financial system itself.

Akey feature of the current environment is the stress in the euro area, which has
disrupted sovereign debt markets and put considerable pressure on euro area
banks. European leaders recognize the need to address near-term strains and

are continuing to elaborate a path toward greater fiscal and financial union that
would garner both pelitical and market support. Because the combined economies
of the euro area constitute the second largest economy in the world and are home
to many of the world’s largest and most interconnected financial institutions,
problems in Europe could have very real consequences for financial stability in the
United States.

The potential threats from the crisis in Europe and continued economic weakness
in the United States and globally underscore the need for regulators to continue
strengthening the financial system and addressing structural vulnerabilities. Such
reforms are essential 1o ensure that inancial markets continue 1 serve the real
econamy even during periods of stress, Reducing amplification mechanisms and
strengthening shock-absorbing capacity make the financial system more resilient,
whether shocks originate from inside or outside the system. This increased
resilience in turn can reduce, though not eliminate, the impact these shocks
deliver to economic activity and employment. More broadly, a sound financial
system is a necessary foundation for sustained growth,

Both our financial health and our reform efforts are inextricably linked 1o

the rest of the world. The very complexity of the global financial system makes
designing and implementing effective reforms an inherently challenging process
that at times moves more slowly than would be the case if we acted alone.
International coordination is necessary, however, 4s there are key areas where the
effectiveness of the U.S. reforms will depend on a level playing field with strong
and consistent regulatory regimes internationally.

Macroeconomic Environment

Three years after the end of the deepest and longest recession since the Great
Depression, the U.5. economy is expanding at a moderate pace, but growth has
not accelerated to the rate required to make rapid progress replacing lost jobs

Executive Summary -
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and meeting the employment needs of a growing warkforce. Consequently, while
unemployment has trended down, it remains at unacceptably high levels.

Investment spending in the first half of 2012 appears to be growing at a restrained
pace, likely reflecting continued subdued confidence and elevated uncertainty.
Corporate balance sheets are generally strong, and large businesses have access to
ample financing in the capital markets. Smaller businesses, in contrast, continue 1o
face amore challengi i i that has ¢ ined their recovery.

ik -l ]

Consumption continues to expand, but U.S. households still see only modest
growth in income, Housing remains a drag on household balance sheets

and weighs on broader economic activity, as housing wealth has declined by

50 percent or $6.8 trillion from its peak in 2006:Q1 o 2012:Q1. Aggregate
household debt is declining gradually, but remains well above historical levels

as a percentage of GDP. Access to mortgage credit is still constrained for many
households, limiting the extent 1o which they can benefit from low interest
rates. Overall, the morigage market remains dependent on the Federal Housing
Administration and the government-sponsored emerprises (GSEs). Housing
activity remains weak, but there are some positive signs emerging in recent data.

Fiscal policy is no longer providing suppert to growth as it did in 2009-2010, and
the federal deficit is declining as a share of GDP. In addition, states and localities
are a drag on demand and employment as they struggle to repair their finances,
However, the U.S. government has benefited from very low interest costs, a factor
that will reverse over time as monetary policy normalizes.

In the long run, U.S. budgetary trends are inable and must be addressed
in a manner that is consistent with supporting the ongoing recovery. The aging of
the population and the rising costs for health care will add w long-term deficits,

States and localities remain challenged by led pension obligati

Abroad, growth in Europe has slowed sharply as GDP has declined ina
number of nations. Growth in most emerging market economies (EMEs)
remains high relative to the industrialized world, but has been slower of late,
with more variation in performance. EMEs, particularly China, have taken an
increasingly important role in the global economy. However, dependence on
export and investment-led growth leaves many of these economies exposed to
weaker prospects in the developed world. Weak global growth limits the self-
healing capacity of financial institutions and can put stress on parts of the
financial system.

Financial Developments

Market volatility increased sharply in the summer and fall of 2011 around the
U.S. debi ceiling debate, and intensified at the end of 2011 and in the spring
and early summer of 2012 amid concern over Europe. The debt limit debate and
questions about the political will to resolve U.S. fiscal challenges led Standard
and Poor’s to downgrade the long-term sovereign credit rating of the United
States from AAA to AA+ in August 2011. However, demand for U.S. sovereign
debit remains strong, As sovereign bond yields in the euro area periphery
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increased, sovereign yields in the United States, Japan, the United Kingdom
and Germany declined further and are now at historically low levels. These
low yields reflect both safe-haven inflows as well as expectations that global
economic weakness may warrant prolonged monetary policy accommodation,
Extraordinarily low interest rates provide essential support to growth and
jobs, but this low-growth, low-rate P a challenge for life
insurers, pension funds, money market funds (MMFs), and some banks and
credit unions, which invest the savings of many Americans.

Financial stress in Europe and consequent spillovers to the United States has
been mitigated to some degree by the aggressive provision of liquidity within
the euro area. In the initial stages of the crisis, the European Central Bank
(ECB} purchased peripheral sovereign debu directly. U.S. dollar swap lines were
extended and their fees reduced, and the ECB conducted two large longer-term
refinancing operations and authorized further financing under the Emergency
Liquidity Assistance process for banks in the hardest-hit countries,

U.S. financial institutions have strengthened their balance sheets by augmenting
their capital levels and by accumulating more liquid assets. They also have more

stable funding profiles than in recent years, with greater use of deposits and less

reliance on short-term wholesale funding. The number of bank failures has been
decreasing since 2010, and the FDIC's list of problem banks is shrinking.

Within the euro area, a number of banking systems remain under stress.
Recently, the Spanish government announced plans to strengthen its bank
recapitalization fund with EU support. In late June 2012, euro area heads of

g proposed to allow the European Stability Mechanism (ESM) to
recapitalize banks directly, rather than through national governments, and to
establish a single European banking supervisor. At a subsequent meeting on July
9, euro area finance ministers welcomed the European Commission's intention
10 present prop
involving the ECB, with the European Council expected to consider these
proposals by the end of 2012,

s in early September for a single supervisory mechanism

Meanwhile, European financial institutions are reducing their share of lending
activity—including ign debi purch in other euro area siates. Cross-
border financing of current account deficits by private sector financial institutions
in core Europe has declined. Official sector funding, notably in the form of ECB
loans to banks in peripheral Europe, is making up for this decline.

Periods of risk aversion in short-term funding markets, particularly in the fall of
2011, have only reinforced the need to promptly address sources of vulnerability
in these markets, such as weaknesses in the tri-party repo infrastructure and
among money market funds. Over the past year, the U.S, tri-party repo market
continued to shift away from non-traditional, riskier collateral wowards Treasury
and agency obligations. However, limited progress has been made in substantially
reducing the reliance of this market on intraday credit or improving risk-
management and collateral practices to avoid fire sales in the event of a large
dealer default. Money market funds continue o maintain short weighted average
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maturities and have shifted their portfolio composition more toward government
debt and repurchase agreements, although they retain some exposure to riskier
assets. As highlighted last year, money market funds remain susceptible o
destabilizing runs because the commitment to a stable net asset value, without
the requisite buffers to absorb losses, gives i particularly institutional
investors, an incentive to be the first movers in redeeming shares.

Meanwhile, advances in technology continue to transform the business of
trading, providing financial markets with enhanced speed and elficiency while
potentially enabling increased transparency, The market infrastructure has
generally functioned well over the past year. Still, the wend towards high-speed
algorithmic trading, and the resulting increases in market complexity, may create
vulnerabilities like those witnessed in the “flash crash” of 2010,

Dodd-Frank Implementation and Activities of the Financial Stability Oversight Council
Over the past year, financial regulators have focused on strengthening the
financial system against potential threats and eliminating incentives to take
excessive risk. These efforts are most notable in steps to implement the Dodd-
Frank Act. The financial reforms in the Dodd-Frank Act are designed to creaic a
more resilient financial system that is better able to absorh a wide range of shocks,
whether they originate within the financial system (as with the subprime crisis of
2007}, outside it (for instance in the event of an oil price shock), or a combination
of the two (as is the case with the problems in the euro area), Regulators are
making progress in implementing the Dodd-Frank Act in a consistent and
coordinated manner. The reform effort has proceeded along four broad

dimensi gthening the safety and soundness of core financial institutions;
making financial markets more resilient and transparent; implementing new
authorities to resolve large, complex financial institutions; and enhancing investor
and consumer protections.

As aresult of this effort, federal banking regulators have imposed tougher
standards on the largest, most complex financial institutions. The Federal
Reserve has proposed enl | prudential standards for large bank holding
companies—standards that will also apply to nonbank financial companies
designated by the Council for Federal Reserve supervision. Through the

Comprehensive Capital Analysis and Review (CCAR) process, it evaluated bank

holding companies' capital planning processes to ensure that they would remain
well capitalized in a stressed economic scenario. In addition, the Federal Reserve,
FDIC, OCC, SEC, and CFTC proposed substantively identical proposals to

implement the Volcker Rule, which prohibits banks from engaging in proprietary
trading, and (subject to certain exemptions) from owning, sponsoring, or having
certain relationships with, a hedge fund or private equity fund. In June 2012,
federal banking regulators finalized changes 1o the market risk capital rule to
better reflect the risks faced by an institution and to help ensure the adequacy

of capital related 1o an institution’s trading positions. Concurrently, they invited
comment on three joint proposed rules to implement Basel 1l and the Dodd-
Frank Act that will increase the amount of high-quality capital banks are required
to hold relative to their risk exposures,
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Regulators led by the FDIC have also taken important steps to build a framework
under the "orderly liquidation authority” (OLA) that could be used 1o resolve a
large failing financial company in cases where normal bankruptey would have
serious adverse effects on financial stability in the United States. The purpose of
OLA s to ensure that in the event of a big financial company's failure the cost is
borne by its shareholders and creditors and not the U.S. taxpayer. Establishing
the framework under OLA and progressively working through the many practical
issues required to implement this authority is essential to end the perception

that some: financial companics are “1oo big to fail” and 1o address other moral
hazard problems. The Dodd-Frank Act also requires the largest bank holding
companies 1o produce resolution plans or “living wills” to explain how they could
be resolved in an orderly manner if they failed. In July 2012 the first such plans
were submitted to the Federal Reserve and the FDIC.

Astable financial system also requires resilient and transparent markets. To this
end, the CFTC and SEC have proposed and begun to finalize rules that will
provide, for the first time, a comprehensive regulatory f k for the over-
the-counter derivatives market, The CFTC and SEC have adopted final rules that
provide precise definitions of the instruments and entities to be covered, The
CFTC has adopted rules that increase market transparency for both the public
and regul provide for lized reporting of trades; require swap dealers
to establish risk-management policies; and require swap dealers to interact fairly
with customers in their sales practices, In addition, the CFTC has completed
rules related to designated contract markets, which will be able to list and trade
swaps, and position reporting rules for physical commodity swaps. Regulators
are also w&rking together to strengthen financial market utilities (FMUs)—the
infrastructures that transfer, clear, and settle financial trades—to enhance their
ability to withstand the failure of participating firms. To this end, the Federal
Reserve and the SEC have proposed, and the CFTC has finalized, rules for FMUs,
including rules establishing risk g Jui for these entities. In
addition, the Council has made its initial designations of systemically important
FMUs. The Office of Financial Research (OFR) is making substantial progress to
improve the quality and availability of financial market data.

Regulators continue to bring greater transparency to the financial markets. The
SEC has implemented the Dodd-Frank Act's requirement that advisers to most
hedge funds and certain other private funds register with the SEC. As of March
31, 2012, public reporting of the identities of these advisers is required, as well as
information about the private funds’ size and key service providers. In addition,
in October 2011 the SEC and CFTC adopted a joint rule that requires non-public
reporting by certain advisers to hedge funds and other private funds to facilitate
the assessment of systemic risk. This non-public reporting includes information
about the operations and risk profiles of these private funds, which will enable

regulators to review risk trends over time.

Regulators are working to strengthen protections for consumers and investors.
Notably, the CFPB has adopted and proposed a variety of rules required
under the Dodd-Frank Act, including the adoption of new rules to provide

£

protections to who make remittance and the proposal of
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rules to consolidate morigage loan disclosure forms o make loan information
more useful to consumers and to reduce burdens on lenders. In addition, the
CFPB launched its supervision program for very large depository institutions
(in coordination with prudential regulators) and for certain nonbanks. It

has established its ¢ ponse function, and d rulemaking
responsibility for federal consumer financial laws.

Because financial markets are global, U.S. authoritics are closcly engaged

in international regulatory negotiations as they continue to implement the

Dodd-Frank Act, The effectiveness of reform at home could be undermined

if risk is able to migrate to jurisdictions with weaker standards. Therefore, itis

essential 1o have internationally consistent regulations on capital and liquidity,

resolution regimes, derivatives markets and regulation of large, complex financial
" institutions, while acknowledging that individual countries may require different

approaches based on structural differences in their financial systems. The task of

achieving strong and consistent global standard

outcomes of U.S. and international reform efforts are intimately connected.

is ial because the ultimate

While much progress has been made, U.S. regulators are operating with
limited resources to implement reforms that apply to very complex markets and
institutions and are essential for the national economic interest. Ultimarely, for
these reforms to be successful, regulators must have the necessary resources to
undertake their policymaking, supervisory and enforcement responsibilities,

The Council—which brings together our many different regulatory agencies—
has convened 12 times since last year’s report to share information on key

financial develop C on reg y impl ion, and monitor
progress on recommendations from the first annual report, The Council finalized
a rule outlining the process it will use for determining which nonbank financial
companies will be supervised by the Federal Reserve and subject to enhanced
prudential standards, including resolution planning requi As previoush
discussed, the Council has also designated an initial set of systemically important
financial market utilities that will be subject to enhanced risk-management
standards. It remains focused on both identifying near-term threats and
addressing structural vlnerabilities in the financial system.

Patential Emerging Threats to U.S. Financial Stability
Threats to financial stability, like threats to national security, are always present,
even if they are not always easy to discern in advance, The euro area poses an
obvious risk to LS. financial stability. To date, curo area authorities have been
able to prevent a major dislocation by providing large quantities of liquidity to
their banking systems, and by providing official sector funding on a case-hy-
case basis, conditional on fiscal and structural reforms, for nations that have
lost market access. The nations under stress have taken painful steps to reduce
structural fiscal deficits, and have undertaken some cconomic liberalization
inan effort to boost growth and competitiveness. Euro area leaders have also
taken actions towards recapitalizing troubled banks. However, the uncertainty
ding euro area devel remains high.
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Many argue that the euro area needs a more system-wide solution that deepens
financial and fiscal integration and completes economic and monetary union,
Such a solution might include a roadmap to strengthen the institutional
foundations of the euro, with appropriate governance and incentives, as well asa
credible crisis-fighting bridge 1o that future set of arrangements.

M the challenges surrounding Greece have focused market attention
on the sustainability of countries” euro membership and the costs of a potential
euro breakup, The establishment of the single currency was a remarkable step
towards greater European unity, and dissolution of the euro would come at
great cost. Specifically, market participants highlight credit risk, legal risk, and
redenomination risk—the risk that obligations due in euros will be repaid in an
alternative, less valuable, currency.

The direct net exposures of large U.S. banks to the most stressed euro area
sovereigns are very small relative to capital. However, a systemic crisis in Europe,
in which contagion and spillover effects spread widely amang euro area countries
and markets, represents a significant risk for U.S. institutions, In addition, asset
price declines due to shocks originating in the euro area would likely have an
adverse impact on the balance sheets of U.S. institutions, as would a generalized
deterioration in market sentiment due to increased European volatility.

While Europe is the principal financial stability risk facing the U.S. financial
system today, it is not the only source of potential threat, The U.S. recovery has
not yet transitioned from moderate to self-sustainable growth. The "fiscal cliff”
around year end—including expiration of the tax cuts originally enacted in

2001 and 2003, the expiration of payroll tax cuts and extended unemployment
benefits, and the Budget Control Ackmandated seq I a threat to
the recovery and financial stability if not addressed.

Structural and cyclical weaknesses persist in the housing sector, including the
large number of households with low or negative equity in their homes. Asa
result, the housing market could face increased pressures should there be a
slowdown in economic growth. Meanwhile, cybersecurity remains a constant area
of concern and potential vulnerability.

Risks could also arise from uncertainty about the vigor of global growth outside
Europe, including in the emerging markets. Authorities in China and a number
of other EMEs face the challenge of supporting demand and employment at a
time of weakness in the industrialized world while attempting to avoid fuelling
domestic real estate bubbles. China's substantial contribution to global growth
and its purchases of advanced economy debt mean that a hard landing there
would have important implications for the U.5. economy.

Itis essential to enhance the resilience of the financial system against both the
threats that we can identify today and ones we cannot. Vulnerabilities in the
financial system can be grouped into three broad classes or types: inherent

vulnerabilities {features of our financial system that will always make financial

markets and institusions fragile), potential control weal (failures in
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p risk g and g ¢}, and behavioral vulnerabilities
(incentives to take too much risk).

One area that merits ongoing scrutiny is the potential interaction between reliance
on shoreterm wholesale funding (an inherent vulnerability) and incentives to
“reach for yield" (a behavioral vulnerability) in a low interest rate environment,

for instance, by taking on excessive duration or credit risk or by shortening the
tenor of funding, Some nonbank financial companies already rely heavily on
short-term market financing, which could represent a source of instability it
borrowers were to have difficulty rolling over liabilities in a time of stress, For
example, while short-term funding markets were not disrupted by the recent
downgrades of internationally active financial institutions, these events are causing
market participants to reevaluate both concentration and duration of exposures

in these markets. While the use of short-term liabilities to fund long-term assets

is central 1o financial intermediation, the risks associated with this practice must
be carefully managed and subjected to appropriate oversight. Events over the

past year have also highlighted the importance of potential control weaknesses
particularly for concentrated exposures or complex trading strategies.

While member agencies of the Council are engaged in implementing the Dodd-
Frank Act, much of the Council's attention has also been on vulnerabilities

that require additional focus beyond Dodd-Frank rulemaking, As emphasized

in last year's report, the instability of short-term wholesale funding markets is
exacerbated by ongoing structural vulnerabilities in the tri-party repo market and
in the money market fund industry. These vulnerabilities cannot be adequately
addressed only at the firm level and must be tackled at the system level.

Consistent with the Jation of the Council last year, the Federal
Reserve has now taken a more direct supervisory approach to pursuing the
necessary changes to the tri-party repo market. Similarly, the SEC continues to
work through policy options for much needed reform of money market funds.
Section 3 of this report sets out the Council's 2012 recommendations in these and
other areas,

The Council remains vigilant against potential shocks and vulnerabilities in
financial markets. Regulators cannot eliminate risk nor provide guarantees that
in the event of a major disruption in the euro area or elsewhere, there would

be no impact on U.S. financial stability. However, thanks in part to progress on
financial reform, the U.S, financial system is stronger and better able to absorb
shocks than was the case even a year ago. Moreover, the member agencies of the
Council have important tools to combat contagion and mitigate its effects on our
national economy, and will not hesitate to use these tools should the national
interest require them.
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Annual Report Recommendations

The Dodd-Frank Act requires the Council to make annual recommendations

to: (1) enhance the integrity, efficiency, competitiveness, and stability of U5,
linancial markets; (2) promote market discipline; and (3) maintain investor
confidence. In this section, we discuss the ongoing work of the Conncil, its
members, and the private sector to address these important mandates and lay out
concrete recommendations.

31 Reforms to Address Structural Vulnerabilities

Reforming Structural Vulnerabilities in Wholesale Short-Term Funding Markets
Stable wholesale short-term funding markets are a critical component of 4 well-
functioning financial system, but if they suffer disruptions, these markets can
rapidly spread shocks across financial instittions. The Council continues wo be
particularly focused on structural vulnerabilities in money market funds (MMFs)
and the tri-party repo market, as follows.

Money Market Funds

The Council continues to support the imp} ion of structural reforms

to mitigate the run risk in MMFs. Specifically, these reforms are intended 1o
address the structural features of MMFs that caused a run on prime MMFs and
the freezing of the short-term credit markets after the Reserve Primary Fund was
unable to maintain a stable net asset value (NAV) in September 2008, In 2010,
the SEC adopted MMF reforms designed 1o make MMF portfolios more resilient
by improving credit quality standards, reducing marurities, and—For the first
time—instituting liquidity requi The 2010 reforms appear to he working
a3 designed and meeting the intended goals. However, the SEC's 2010 reforms
did not address—and were not intended to address—two core characteristics of
MMFs that continue to contribute to their susceptibility o destabilizing runs,
First, MMFs have no mechanism to absorb a sudden loss in the value of a portfolio
security, without threatening the stable $1.00 NAV. Second, there continues to be
a "first mover advantage” in MMFs, which can lead investors to redeem at the first
indication of any perceived threat to the value or liquidity of the MMF.

SEC Chairman Schapiro recommended two alternative reforms to address these
remaining structural fragilities. They are (1) 2 mandatory foating NAY; and/

or (2) a capital buffer to absorb losses, possibly combined with a redemption
restriction to reduce the incentive 1 exit the fund. The Council supports this
effort and recommends that the SEC publish structural reform options for public
comment and ultimately adopt reforms that address MMFs' susceptibility to runs.

In addition, the OCC issued a proposed rulemaking in April 2012 that would
partially align the requirements for short-term bank common and collective
investment funds (STIFs) with the SEC's revisions to Rule 2a-7 under the
Investment Company Act. In an effort to impose comparable standards on
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comparable financial activities, the Council further recommends that, where
applicable, its members align regulation of cash management vehicles similar
to MMFs within their regulatory jurisdiction to limit the susceptibility of these
wehicles to run risk.

Tri-Party Repo Market

The elimination of most intraday credit exposure and the reform of collateral
practices in the tri-party repo market continues to be an area of intense focus for
the Council. The Tri-Party Repo Infrastructure Reform Task Force was formed
in September 2009 in response to the financial crisis. Before being dishanded in
February 2012, the Task Force accomplished a number of changes in process and
practice that laid a foundation for future risk reduction, including; (1) moving
the daily unwind of some repos from 8:30 a.m. 10 3:30 p.m., which shortens the
period of credit exposure; (2) introducing 1 collateral substitution; and
(3) introducing three-way trade confirmation functionality. While important,
these changes do not meaningfully reduce reliance on intraday credit from the
clearing banks.

The industry has indicated that elimination of intraday credit associated with
tri-party settlement will be a multi-year effort. The Council views this proposed
timeline as unacceptable to achieve timely substantive reductions in risk. The
Council recommends that the industry implement near-term steps to reduce
intraday credit usage within the next 6 to 12 months and an ilerative strategy over
six-month increments to continue both to reduce intraday credit substantially
and to impl imp: in risk g practices across all market
participants. In addition, the Council rec ds that regulators and industry
participants work together to define standards for collateral management in
tri-party repo markets, particularly for lenders, such as MMFs, that have legal or
operational restrictions on the instruments that they can hold.

Customer Protection Standards and Segregation of Customer Assets

Financial intermediaries hold customer assets for a variety of purposes, such as
maintaining cash balances prior to investment and as margin, Intermediaries
are able to increase efficiencies and lower costs for their customers by investing,
and earning a return on, these customer assets. However, appropriate limits

on the ways in which intermediaries can use these assets, including customer
segregation rules, are a necessary part of strong customer protection standards
that contribute to market integrity and confidence. Customer protection
standards also help ensure the prompt return of assets to customers in the event
of a financial intermediary’s insolvency. Recent developments highlight the
importance of such standards, including protection standards for trading in
foreign markets, that are well-understood by market participants and enforced

by regulators.

The CFTC and SEC recently ook a number of actions to maintain strong
standards for customer protection. Specifically, in December 2011, the CFTC
amended its rules to add additional safeguards to the p whereby

customer funds may be invested by derivatives clearing organizations and futures
commission merchants. In addition, in February 2012, the CFTC adopted new
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standards to protect the collateral posted by customers clearing swaps through
futures commission merchants on derivatives clearing organizations. Further, the
SEC recently reopened the comment period on a 2007 propasal to amend certain
customer protection rules.

The Council recommends that regulators continue to take steps to enforce
existing customer protection standards and to enhance such standards going
forward, particularly in light of the reforms 1o the swaps market introduced by
the Dodd-Frank Act. The Council further recommends that regulators consider
strengthening regulations governing the holding and protection of customer
funds deposited for trading on foreign futures markets.

Clearinghouse Risk Management

The Dodd-Frank Act mandates central clearing of standardized swaps to mitigate
the counterparty risk inherent in bilateral, over-the-counter (OTC) transactions.
Although central clearing decreases counterparty risk, it also increases the
concentration and operational risks p d by a clearingh li
between the two sides of numerous transactions,

The Dodd-Frank Act provides various tools that can be used to address this
increased concentration risk. For example, the Council is authorized to designate
financial market utilities as systemically important, which subjects such utilities
to heightened risk-manag dards. As discussed in more detail in Section
6, the Council recently designated a number of financial market utilities. The
CFTC and SEC also took actions to further strengthen clearinghouse risk-

g dards. For ple, in November 2011, the CFTC adopted
new risk-management standards for derivatives clearing organizations and
the SEC continues to work to finalize rules on risk-management standards for

clearing agencies,

The Council recommends that regulators continue to seek ways to strengthen the
risk: g dards for clearingt and to wark together to monitor
clearinghouse practices across their respective jurisdictions to determine industry
best practices that could be followed mare broadly.

32  Heightened Risk Management and Supervisory Attention

Rabust Gapital and Liquidity Pianning

Capital and liquidity buffers form the most fundamental protection for the
broader financial system and the economy against unexpected risks or failures

of risk management at financial institutions. Consistent with the Council's

2011 report, considerable progress has been made over the past 12 months on
robust capital and liquidity planning at U.S. financial institutions, In addition

to carrying out the 2012 Comprehensive Capital Analysis and Review (CCAR)
exercise, the Federal Reserve proposed enhanced prudential standards, including
capital and liquidity planning requirements, for the largest bank holding

panies and for nonbank financial companies designated by the Council,
Jointly with the FDIC and OCC, the Federal Reserve released supervisory
guidance on stress testing for all banking organizations with total lidated
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assets over $10 billion in May 2012. In June 2012, the Federal Reserve, FDIC, and
OCC invited public comment on three proposed rules that would implement

in the United States the Basel Il and other regulatory capital reforms and

the changes required by the Dodd-Frank Act. Concurrently, the agencies also
approved a final rule to implement changes to the market risk capital rule.

The Council rec ds continued interagency coordination on regulation to
help ensure enhanced capital planning and robust capital buffers for financial
institutions. The Council also recommends continued research and development
of stress-test methodologies to reflect evolution of the financial markets.

On liquidity planning, supervisors and private sector risk managers should
closely monitor the risks inherent in short-term funding of longer-term assets.
Although this practice is an essential function of the financial system, institutions
should refrain from over-reliance on wholesale short-term funding where it could
create additional vulnerabilities in extreme but plausible stress scenarios, In

2010, the federal banking agencies, state bank regulators, and the NCUA issued

a policy statement on funding and liquidity risk management that addressed the
importance of cash flow projections, diversified funding sources, stress testing,

a cushion of liquid assets, and a formal, well-developed contingency funding

plan as primary tools for measuring and managing liquidity risk. In late 2011,

the Federal Reserve proposed a rule w require enhanced risk management of
funding and liquidity risk by U.5. bank holding companies with total lidaied
assets of $50 billion or more. In addition, the Basel Il liquidity framework
augments these expectations and proposes thresholds for short-term and longer-
term funding resilience. The Council rec ds that financial institutions take
particular care to construct their funding models to be resilient to disruptions in
wheolesale short-term funding markets.

Effective Resolution Plans

Effective resolution plans for the largest financial institutions are important
supervisary tools to address the operational and legal complexity of these

firms on an ongoing basis, as well as to implement the new orderly liquidation
autherity, Last fall, the Federal Reserve Board and the FDIC approved a final rule
that requires bank holding companies with total consolidated assets of $50 billion
or more and nonbank financial companies designated by the Council to develop,
miintain, and periodically submit resolution plans, also known as *living wills."
The FDIC also issued another rule requiring FDIC-insured depository institutions
with assets of $50 billion or more to file resolution plans. Taken together, these
resolution plan requirements will improve efficiencies, risk management, and
contingency planning, The Council recommends that firms use these plans

ta reduce izational lexity to facilitate orderly resolution under the

B ¥

bankruptey code.

Bolster Resilience to Interest Rate Shifts

While the ongoing environment of low interest rates supports the economic
recovery, it can also pose particular challenges for financial i i

by compressing net interest margins and inducing losses on products with
guaranteed returns, leading such institutions to pursue riskier investment
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strategies in an effort to “reach for yield.” Often, such strategies only show their
negative consequences when a shift occurs in interest rates or credit conditions.
Banking regulators and the NCUA, working with the Federal Financial
Institutions Examination Council (FFIEC), released an advisory on Interest
Rate Risk Management in January 2010 and provided additional clarification
on this advisory through the issuance of an FAQ in January 2012. This guidance
recommends stress testing for: (1) instantaneous and significant changes in the
level of interest rates; (2) substantial changes in rates over time; (3) changes in
the relationships among key market rates; and (4) changes in the slope and the
shape of the yield curve, The NCUA also issued a final rule in January 2012 aimed
atmitigating interest rate risk in credit unions.

The Council rec ds that regulatory agencies and private sector risk
managers continue their scrutiny of how potential changes in interest rates could
adversely affect the risk profiles of financial firms and recommends using extreme
but plausible interest rate scenarios in stress testing.

Maintain Discipling in Complex Trading Strategies, Underwriting, and New

Financial Products

Events in the past year, including the publicly announced trading loss at

[PMorgan Chase, demonstrate the imp of rabust risk

when addressing complex trading strategies, illiquid positions, or concentrated
T to areas of heightened risk. Such risk: g practices include:

strong and clear lines of authority, reporting, and oversight; rigorous and

ongoing validation of models used 1o design, execute, and control trading

strategies; a farmal process for changes to approved models; appropriate risk

limits and metrics; and strong capital buffers. The Council recommends that

financial institations' senior g blish, and directors approve,
strong risk-management and reporting structures to help ensure that risks are
assessed independently and at appropriately senior levels. The Council further
e ds that instituti blish clear accountability for failures of

risk management.

While these examples highlight the importance of risk management in

trading strategies, similar dynamics operate in maintaining disciplined credit
underwriting standards and in vetting emerging financial products, In its 2011
Report, the Council noted the importance of maintaining discipline in credit
underwriting standards and responding appropriately when there are signs
that loan terms may allow borrowers to take on excessive risk. The 2011 Report
also highlighted leveraged lending as an area for continued monitoring, While
there was a pull-back in leveraged lending during the crisis, volumes have since
increased while underwriting practices have deteriorated. In response 1o these
trends, the federal banking agencies in March 2012 issued for comment revised
and strengthened supervisory guidance to govern leveraged transactions financed
by banks. The Council recommends that oversight of all of these activities
continue to form an ongoing focus of supervisors' efforts and the Council's
monitoring of the financial system.
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High-Spesd Trading

High-speed trading activities, combined with automated mechanisms for the
generation, transmission, and matching of orders, represent technological
developments that require particular attention. Speed and automation confer
important advantages to financial markets, However, potential operational, credit,
transmission, and other risks require careful monitoring. This is particularly
true for markets that have limited experience with high-speed and algorithmic
trading or where regulatory circuit breakers are not in place. In its 2011 Annual
Report, the Council stressed the importance of keeping pace with competitive
and technalogical developments in financial markets, The SEC and CFTC have
taken a number of steps to address potential risks, such as facilitating improved
audit rails for surveillance use by regulatory authorities, and requiring risk
controls that pause or halt trading in securities and futures markets, including a
new “limit up-limit down” for equity securities {described further in Section 6),
For example, in July 2012, the SEC adopted a rule requiring the self-regulatory
organizations (SROs) to develop a plan 1o create a consolidated audit wrail that
would provide for a centralized order tracking system—capturing customer

and order event inft for orders in exchange-listed equities and equity
options, across all markets, from the time of order inception, through routing,
cancellation, modification, or execution. This single tracking system would
enable regulators to monitor trading that is widely dispersed across a variety of
market centers. The Council supports these efforts by the two Commissions. More
generally, the Council recognizes that acceleration in the speed and automation
of trade execution requires a parallel acceleration in trading risk g

and controls. The Council recommends that the CFTC and SEC consider error
control and risk-management standards for exchanges, clearing firms, and other
market participants that are relevant for a high-speed trading environment.

The Council also recommends that the CFTC and SEC continue to track
developments in current and evolving market structure and analyze the need for
policy responses when appropriate.

tssues Ralated to Cybersecurity

The quickly evolving cyber threat envi requires strengthening the
ongoing collaboration and coordination among financial regulators and private
entities in the financial sector. The Council e is continued mt

by financial regulators with both public and private sector organizations o
identify and respond 1o emerging cyber threats against the financial system.

The development of mechanisms for sharing information related to cyber

threats and vulnerabilities should continue to be explored. Regulators should
continue to take steps to help ensure that information security standards for
financial institutions are appropriate to the current threat environment, and that
examinations assess institutions’ performance against those standards.

33 Housing Finance Reforms

Reforms to the Housing Finance System

The U.S. housing finance system has required extraordinary féderal government
support over the past several years, Since September 2008, Freddie Mac and
Fannie Mae (the government-sponsored enterprises, or GSEs) have been in
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conservatorship under FHFA. Even wday, nearly four years later, approximaely
90 percent of newly issued morigages carry some form of government support,
and the market continues to lack sufficient private capital to back residential
mortgage credit risk.

During the past year, certain member agencies of the Council worked on
aframework for housing reform that facilitates increased private sector
invalvement, while protecting consumers from abuses and reducing taxpayer
exposures. In early 2012, FHFA released a Strategic Plan for the GSEs to develop
approaches to mortgage finance infrastructure that could support any potential
path towards broader housing reform going forward. The Strategic Plan is
designed to reduce the GSEs' risk profile and to increase incentives for the private
sector to absorb morigage credit risk through improved pricing and enhanced
risk sharing, At the same time, it preserves a role for the GSEs in mitigating credit
lnsses from the legacy book and providing foreclosure alternatives to borrowers,

In addition, the CFPB is working toward implementing important Dodd-Frank
Act rules to help ensure that lenders make a reasonable determination, based

on verified information, that a consumer has the ability 1o repay a loan. Such
provisions can help protect consumers from many of the abuses that led up to the
crisis and can improve transparency and confidence in the mortgage markets.

Member agencies of the Council are also working to promote more efficient
markets for residential morigage-backed securities (RMBS). In particular, the
SEC continues to consider appropriate disclosure rules for RMBS, forming part
of its Regulation AB, which will provide private market participants with more
transparent information about the assets underlying RMBS. Enhanced clarity
and guidelines for asser-backed securities, including securitization of residential
mortgages, is also the goal of work by five Council member agencies, along with
the 1.8, Department of Housing and Urban Development (HUD), on the Dodd-
Frank Act’s risk retention rule.

All of these efforts are important near-term steps to encourage private capital
1o take on additional morigage credit risk. Nonetheless, additional certainty is
necessary about the future of housing finance infrastructure and related policy
issues to further promote the return of private capital. In particular, there do
not yet exist broadly agreed-upon standards to characterize the quality and
consistency of mortgage underwriting, Such standards are necessary 1o support
the valuation and liquidity of mortgage-backed instruments. There continue to
be non-uniform foreclosure practices across different states. And there remains
uncertainty about the legal liability of a mortgage securitizer should a loan fail
to conform to representations and warranties that were made about specific
loan characteristics.

Treasury and HUD, in their joint white paper on longer-term housing

finance reform released in February 2011, put forth a range of options for the
government’s role in a privatized system of housing finance, Treasury continues to
evaluate these options and continues to pursue working with Congress on these
issues to support a safer and more robust long-term housing finance system.
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The Council recommends continued work to develop a long-term housing
finance reform framework that supports the central role of private capital and
the emphasis on consumer and investor protections in any future housing finance
system. It is critical for the Council members, HUD, and Congress to continue
their work to develop standards and best practices. In addressing these issues,
Council members should be mindful of the important role of housing in the
econonyy, the nascent recovery, and household finances and act to balance these
concerns. As the Council members, HUD, and Congress continue their work w0
establish a new and lasting system for housing finance, it is critical to address the
weaknesses that became evident in the recent housing crisis.

Mortgage Servicing Standards and Servicer Compensation Reform

The Council continues to focus on the need for national mortgage servicing
standards and servicer compensation reform to strengthen confidence in the
maortgage market. The lack of clear servicing standards in the period leading up
to the housing crisis led to problems in assisting borrowers to avoid foreclosure,
inappropriate servicing practices, and additional losses for investors.

In early 2011, the federal prudential banking regulators, along with HUD, FHFA,
and Treasury, formed an interagency working group to address the need for

fair, clear, and uniform national servicing standards. This followed an earlier
review by the Federal Reserve, OCC, and FDIC of major servicers that resulted

in supervisary consent orders that are now being implemented by the largest
mortgage servicers. Also in April 2011, FHFA announced the Servicing Alignment
Initiative for Fannie Mae and Freddie Mac, which produced a consistent set of
protocols for servicing mortgages from the onset of delinquency. In February
2012, the federal government (led by the Department of Justice, together with
Treasury and HUD) and 49 states reached a $25 billion settlement with the
nation's five largest mortgage servicers to address mortgage loan servicing and
foreclosure abuses. The CFPB joined the interagency working group in July 2011,
and in April 2012 provided a public outline of its plans for mortgage servicing
regulations, with formal rules expected to be proposed for comment this summer.

In addition, in September 2011, the Joint Mortgage Servicing Compensation
Initiative, launched by FHFA, released a discussion document seeking comments
on two alternative servicing compensation structures for servicing single-family
‘mortgages. The current structure of mortgage servicing compensation could
have contributed to an underinvestment in servicing capacity and greater
concentration in the mortgage servicing industry. One proposal would establish a
reserve account within the current compensation structure that could be used to
increase servicing capacity in times of stress. The other proposal would create a
new fee-for-service compensation structure to better align incentives and reduce
the capital intensity of morigage servicing assets. :

Mortgage servicing standards can contribute to long-term servicing improvements
for all borrowers and other participants in the mortgage market. The Council
recommends that the FHFA, HUD, CFPB, and the other agencies, as necessary,
develop comprehensi gage servicing standards that require

and transparent processes for consumers and promote efficient alternatives to
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foreclosure where appropriate, In addition, the Council rec C
efforts to implement compensation structures that align the incentives of
mortgage servicing with those of borrowers and other participants in the
mortgage market.

34 Progress on Implementation and Coordination of Financial Reform

The Dodd-Frank Act

In the two years since the Dodd-Frank Act became law, members of the Council
and their agencies have proposed and finalized a substantial number of rules
implementing provisions of the Act, and they continue to work on additional rules
ina coordinated manner, The reforms in the Dodd-Frank Act strengthen the
resilience of the financial system and provide a clear agenda for the regulatory
community to address vulnerabilities exposed in the recent crisis. As described

in Section 6, the Dodd-Frank Act establishes new protections for financial

" consumers and investors. It irn:nprmm-s financial markets through designation of
and enhanced risk-management standards for systemically important financial
market utilities. It provides for private fund adviser registration and reporting
and imposes constraints on risk as well as transparency requirements for
derivatives markeis. In conjunction with international agreements on consistent
global prudential standards, the Dodd-Frank Act will require financial firms 1w
operate with larger capital and liquidity buffers and better risk controls, and it
requires firms 1o submit resolution plans to the FDIC, Federal Reserve, and the
Council. Finally, the Dodd-Frank Act provides important new authority to resolve
a large, complex financial institution in an orderly manner.

Finalizing the rulemakings under the Dodd-Frank Act and implementing the
required changes effectively will require close coordi
community and open dialogue with the public and industry. To meet the
challenges of designing and enforcing these new rules, the resources dedicated

to financial oversight must increase, Regulatory agencies must have sufficient
resources to attract and retain talented individuals, acquire needed data, develop
the requisite analytic capabilities, and invest in systems to monitor market activity
and enforce the new rules. The Council recommends complete and expeditious
implementation of the Dodd-Frank Act, along with the provision of the resources
needed to accomplish this essential task.

among the reg ¥

International Coordination

Inits 2011 Annual Report, the Council stressed the importance of international
financial regulatory coordination. Financial markets are global in scope, while
regulation proceeds at the national level. To promote a level global playing field
and to diminish the risk of having capital flow to the jurisdiction with the least
restrictive regulatory regime, it is essential to have internationally strong and
consistent regulations that form a coherent and effective whole, while allowing an
appropriate degree of y for individual countries to ac date their
own particular needs. Itis particularly important for international regulators to
consistently apply strong, well-calibrated standards for the critical areas of capital,
liquidity, derivatives, central clearing, and failure resolution.
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Considerable progress has been made over the past year on coordinating
egulatory principles internationally. National regulators continue to impl

the Basel I1] standards; and m_]une 2012, the Federal Reserve, OCC, and FDIC

jointly issued the finalized market risk capital rules, as well as three notices of

pmposed rulemaking (NPR] that would replace the agencies' current capital
with reg istent with aspects of Basel [, Basel 2.5

amd Basel 1L The translation of these international agreements to domestic

regulation is a key step in the regulatory reform efforts and is critical for

enhancing the resiliency of regulated financial institutions and the financial

sysiem more generally.

Furthermore, the Basel C i blished the hodology and
a capital surcharge framework for globally systemically important banks (G-5IBs)
in November 2011 to enhance their loss absorbency capacity and reduce the
probability of their failure. This methodology comprises five broad categories
of size, interconnectedness, lack of readily available substitutes for the services
provided, global (cross{urisdictional) activity, and complexity. In the same
month, the Financial Stability Board (FSB) issued the Key Attributes of Effective
Resolution Regimes for Financial Institutions, which was endorsed by the G-20
leaders and is intended to provide international standards for national recovery
and resolution planning regimes. Specifically, it addresses the “too-big-to-fail”
problem by making it possible to resolve any financial institution in an orderly
manner without exposing the taxpayer to the risk of loss,

In addition, the final version of the Principles for Financial Market
Infrastructures (PFMI), issued by the Committee on Payment and Setlement
Systems (CPSS) and the 1 ional Organization of Securities C

{108CQ), was published in April 2012. The PFMI covers payments systems,
central counterpartics, securitics settlement systems, and other financial
utilities, and provides an updated set of international standards on issues such
as governance, risk management, financial resources, liquidity, and operational
rabustness. These principles are especially important as the international
community moves to implement the G-20 commitment to central clearing and
reporting of OTC derivatives. In insurance, the International Association of
Insurance Supervisors updated the Insurance Core Principles in October of
last year, These principles provide a global framework for the supervision and
regulation of the insurance sector,

The Council recommends continued international coordination of Basel 111
implementation, with an aim towards consistent and rigorous definitions of
capital and risk weights across countries. The Council also recommends the
continued development of international standards and national impl
for margin, central clearing, and reporting of OTC derivatives; and that
supervision and regulation of financial market wiilities (FMUs) embody the
principles articulated in the PEML In addition, the Council recommends
continued efforts to develop strong and internationally consi dures
for the supervision and regulation of global systemlcalhv important ﬁl:a.rh:u[
including appropriate capital and liquidity requirements and

internationally accepted ion regimes for such institutions. The Council
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strongly encourages international implementation and enhanced international
coordination among home and host jurisdictions regarding recovery and
resolution planning,

Data Resources and Analytics

The Council t ds that imp in data standards should be a

high priority for financial firms as part of their risk-management process and

for the regulatory community—not just in the United States but globally. The
development of the Legal Entity Identifier is a valuable first siep, one that will
help to identify precisely the parties to particular financial transactions. It

will also enable a more accurate and consistent understanding of legal entity
hierarchies, which is essential for effective counterparty risk management. The
Council recommends that the Office of Financial Research (OFR) continue 1o
work with the member agencies to promote and establish, where necessary, data
standards for identification of legal entities, financial products, and transactions,
and to improve the access to and aggregation of data by the regul Finally,
the Council recommends that cross-border exchange of supervisory data among
supervisors and regulators continue to be facilitated in a manner that safeguards
the confidentiality and privilege of such information, in order o help provide
comprehensive oversight of financial institwrions with a global reach and improve
coordination on financial stability,
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Macroeconomic Environment
1

41 U.S. Economic Activity

The economic recovery that began i the second
half of 2009 continuied in 2011 and early 2012.
Nonietheless, the pace of activily and employment
growth vemained quite modest compared with previous
economic expansions, as a number of factors have
continued o weigh on growth in spending and
production. These factors include a defessed housing
marhel, the spillover effects of the fiscal and financial
difficulties in Europe, continued fiscal retrenchment
of state and local governments within the United
States, uncertainly about the federal budgel and
related policies, and less credit availability for many
households and small businesses compared o pre-

CFISHS ROTInS.

411 Real Gross Domestic Product

Economic growth continued at a modest 1o
moderate pace in 2011 and early 2012. Real
GDP increased less than 1 percent at an annual
rate in the first half of 2011, as economic
activity was held down by temporary factors,
particularly supply chain disruptions stemming
from a major earthquake and tsunami in Japan
and the damping effect of a sharp run-up in
energy and commodity prices on consumer
spending (Chart 4.1.1). Growth picked up in
the second half of the year to an annual rate

of nearly 2.5 percent, as the effects of these
temporary factors waned, Real GDP expanded

Chart4.1.1  Change in Rea! Gross Domestic Product

atan annual rate of 1.9 percent in the first Pecoent End Date: 201201 Percent

quarter of 2012, and available indicators suggest
a continued moderate pace of growth in the

second quarter. Among the factors that are H
hampering growth are a depressed housing
market, the spillover effects of the fiscal and i

financial difficulties in Europe, continued fiscal
retrenchment of state and local governments

nn
H W2

or
an I
H1*
AR a,

~a

2 2
within the United States, uncertainty about
U.S. federal budgetand policy, and credit
availability that is significantly tighter relative Wn D0 De me @ m on me
1o pre-crisis norms for many households and
small businesses, Source: BEA MNote: Anva changes a7 O4/04. “Annuakized rate.

Macrosconomic Environment




86

Chart £1.2  Change in Real Personal Consumption Expenditures
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Consumption and Residential Investment
Real personal consumption expenditures (PCE)
increased 1.6 percentin 2011 (Q4/Q4) and 2.5
percent {annualized rate) in the first quarter
of this year (Chart 4.1.2). Real disposable
income rose more modestly, held down by the
weak labor market. The weak pace of income
growth over 2011 and early 2012, combined
with increases in consumer outlays, brought the
personal saving rate down from 5.2 percent in
late 2010 1o 3.7 percent in the first quarter of
2012 (Chart 4.1.3).

In addition to the weak gains in income, a
number of other factors also restrained the pace
of imp; in pendi
Household wealth (relative to income) remains
well below the elevated levels that prevailed

in the mid-2000s, when it was supported by
house prices and household equity holdings.
Similarly, underwriting standards remain tight
for many potential borrowers—particularly

for morigage credit, which continues to weigh
down housing demand and refinancing activity
despite historically low interest rates. In part,
these factors have been reflected in readings on
consumer sentiment, which remain low relative
to levels before the financial risis, despite
having retraced much of the decline that
oceurred in the summer of 2011 as difficultics
in Europe flared and the debate over the U.S.
debt ceiling became heated.

The housing market remains strained. In 2011,
both new and existing home sales remained
near the low levels that have prevailed, on
average, since 2008, Residential construction
activity and housing starts remained tepid,
especially for single-family homes, given weak
demand, the abundant stock of vacant homes,
and low housing prices (Chart 4.1.4). However,
recent indicators have been somewhat more
encouraging. Home prices have begun 1o
stabilize, with some measures showing an uptick
in early 2012, In addition, multifamily housing
starts have been trending upward since early
2010, albeit from low levels.
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Business Fixed Investmant

Real business fixed investment (BFT) posted
asolid increase in 2011, rising 8.1 percent on

2 Q4/04 basis. However, growth has been
slower so far in 2012, and BFI as a share of GDP
remains considerably below its pre-recession
level, Much of the deceleration in BFI this year
has been in expenditures on equipment and
software (E&S), which rose at an annual rate of
just 3.5 percent in the first quarter after rising
9.6 percent (Q4/Q4) in 2011; this step-down

in E&S investment may be related in part 1o
renewed concerns among businesses about

the global economic and financial situation.
Meanwhile, i in idential
structures has increased somewhat, on net,

in recent quarters after a period of very steep
declines, but conditions in the sector remain
difficult: vacancy rates for commercial space are
still high, prices of existing structures are low,
and financing conditions for builders are still
tight despite some signs of recent easing.

Government Purchases

Real government expenditures at the federal,
state, and local level continue to contract. Real
state and local government purchases fell by
2.5 percent on a Q4/04 basis in 2011 due to
ongoing budgetary pressures, continuing the
pattern seen since the onset of the recession
and financial crisis, Real federal government
purchases fell throughout 2011 and early 2012
following the withdrawal of the fiscal stimulus
provided during the crisis and large declines
in federal defense spending in 2011:04 and
2012:Q1,

Imports and Exports

Real exports of goods and services rose 4.7
percent over 2011, boosted by continued growth
in overall foreign economic activity. The
increase in export demand was concentrated

in the emerging market economies (EMEs),
while exports to the euro area declined toward
the end of the year. As U.5. economic activity
grew modestly in 2011, real imports of goods
and services rose by 3.6 percent, Altogether, the
contribution of net exports to growth in real

Macrogcongmic Environmant
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Chartd.1.5  NetChange in Payroll Employment

GDP was essentially zero last year and in the
first quarter of this year.

412  The Labor Market
The labor market strengthened over the course
of 2011 and the first several months of 2012.

Nonetheless, the imp in employ

and other labor market indicators since the end
of the recession has been modest, and the labor
market has a considerable distance to go before
returning to the conditions that prevailed prior
to the recession and financial crisis.
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payrall employ increased at an
average monthly rate of 153,000 jobs in 2011
(Chart 4.1.5). The private sector added an
average of 175,000 jobs monthly last year, while
government payrolls dropped atan average
rate of 22,000 per month (mostly at state and
local governments), During the first half of
2012, private payrolls advanced about 159,000
per month, just below the average pace in 2011,
and the pace of job loss at governments has
moderated somewhat. Overall through June
2012, the level of payroll employment remains
about five million below its peak in January 2008,

The unemployment rate has declined
significantly, from its peak of 10 percent in
October 2009 to 8.2 percent in June 2012,
although it remains far above levels that
prevailed prior to the recession (Chart 4.1.6).
Some of this decline in the unemployment

rate is attributable to reduced labor force
participation (Chart 4.1.7). While part of the
reduction in participation reflects demographic
shifts associated with an aging baby boomer

population, the weak economy has played an
important role by discouraging many workers
from continuing to search for positions. In
addition, long-d joblessness continues 1o
account for an especially large share of the total.
In June 2012, 5.2 million persons among those
counted as unemployed—about 42 percent of
the wtal—had been out of work for more than
six months {Chart 4.1.8). The number of workers
ployed part-time for ic reasons has
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fallen somewhat over the past year, though it
remains high by historical norms.



4.2 Private Nonfinancial Balance Sheets
and Credit Flows

421 Nonfinancial Corporate Sector

The ratio of debt ta net worth in the nonfinancial
corporale sectar, which had spiked during the
downturn, continued lo decline in 2011, Credit
flows to this sector have remained relatively strong,
with robust bond issuance and an increased pace of
lending from bank and nonbank companies. Credit
quality indicalors remain solid, with low delinquency
and defalt rates,

Nonfinancial corporate balance sheets
deteriorated significantly during the recession,
with measures of balance sheet leverage reaching
historical highs. Corporate balance sheets
improved markedly in 2010 and a bit more in
2011. The ratio of debt 1o net worth in this sector
is nonw in line with its average level over the past
20 years (Chart 4.2.1). Profits at nonfinancial
corporations increased sharply in 2010 and
remained high in 2011, driving equity market
values for nonfinancial corporations back to
near pre-crisis levels and allowing nonfinancial
corporations to boost capital through

retained earnings. In particular, nonfinancial
cor i haw ace Il d a sut 1al

E

buffer stock of liquid assets (Chart 4.2.2),

This improvement in corporate profits

and credit quality supported high levels of
borrowing by nonfinancial corporate firms.

In bond markets, which comprise the largest
source of credit to the corporate sector, gross
issuance by investment grade nonfinancial firms
has been very strong (Chart 4.2.3), although
issuing firms appear to have mainly used these
bonds to refinance existing debt. Issuance of
high-yield bonds dropped in the second half
of 2011, but the pace of issuance through May
2012 remained above the 2001-2012 average
annual pace. Corporate bond spreads widened
during fall of 2011 as investors became more
cautious in the wake of the U.S, debt ceiling
talks in August 2011 and developments

in European markets (Chart 4.2.4). As of

July 6, 2012 corporate spreads still remained
elevated relative to early 2011. The amount of
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Chart4.2.3  Bond Issuance by Nonfinancial Firms

commercial paper issued by businesses edged
:v only slightly over the past year despite
ively stable cost of issuance.
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Chart4.2.4  Corporate Bond Spreads
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The net amount of loans to the nonfinancial
corporate sector, which includes loans from
bank and nonbank sources, rose at an annual
rate of $132 billion in 2011, with the same
pace of growth continuing in the first quarter
of 2012, Bank lending to commercial and
industrial (C&I) borrowers continued 1o rise
between June 2011 and April 2012, reaching
$1.4 trillion, While the bulk of this increase has
been organic, charter conversions by thrifis
boosted C&I loans in the banking sector by
about §16 billion over this period. Over the
same period, respondents to the Senior Loan
Officer Opinion Survey (SLOOS) generally
continued to report less stringent underwriting
dards and lower spreads on C&1 loans to
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large and medium-sized firms (Chart 4.2.5).

Available indicators of credit quality remain
solid; the default rate on nonfinancial
corparate bonds is at a low level by historical
standards (Chart 4.2.6); C&I loan delinquency
rates continued to decline through the first
quarter of 2012 (Chart 4.2.7); and expected
vear-ahead default rates for nonfinancial
firms as measured by Moody's KMV model
remain steady.

422  Commercial Real Estate Sector
Financing conditions in the commercial real estate
sector remain strained following a long period of
banks reporting tighter underumiting standards
and subdued commercial morigage-backed security
(CMBS) issuance.

In contrast to the relatively sanguine credit
conditions for corporate borrowers, financial
conditions in the commercial real estate
(CRE) sector remain strained amid weak
underlying economic fundamentals and tight
underwriting standards by banks. Prices for
some segments of commercial properties
have remained at low levels, and vacancy and
delinquency rates continue to be elevated.
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SLOOS data show that lenders have generally
refrained from further tightening standards
on CRE loans. At the same time, moderate
fractions of respondents indicated stronger
demand for CRE loans in recent quarters.
Consistent with these results, the decline
in CRE loans on banks' balance sheets has
slowed over the past year. Nonetheless, credit
conditions for CRE remain tight by historical
dards. In particular, respondents to a
special question in the July 2011 SLOOS
reported that CRE standards were at or near
their strictest levels since 2005, and the survey
results have shown little change in standards,
on net, since July 2011.

After relatively strong post-crisis issuance of
CMBS in the first half of 2011, the amount of
new CMBS issuance has been more subdued
recently, and issuance in early 2012 was slightly
below the pace set in the first half of 2011
{Chart 4.2.8). CMBS delinquency rates and
spreads remained high as borrowers struggled
to refinance much of the approximately §33
billion in maturing five-year loans that were
originated at the peak of CRE prices in 2007.

423  MNoncorporate Business Sector

Small business lending remaing subdued, in part
because of the onguing low veal estate prices that
have reduced the valus of potential collateral for
small business loans. There are some signs, however,
that credit conditions for small business are

gradually improving,

Net worth in the noncorporate sector, which

is composed primarily of small businesses, fell
sharply during the downturn but wrned up in
2010 and grew a bit more in 2011, Real estate
comprises a large share of the assets held by the
noncorporate sector (Chart 4.2.9), so changes
in real estate values tend 1o have a very large
impact on small business balance sheets. The
value of real estate assets fell 12 percent in the
noncorporate sector from 2007 to 2009, leading
to a significant increase in the ratio of debt to
net worth (Chart 4.2.10). This ratio recovered
some in 2010 and 2011, as net worth improved
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Chart4.2.9 Noncorporate Assets
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and debt contracted slightly, but it remains well
above pre-recession levels,

Small businesses generally have access o a
narrower range of financing options than
corporations and thus depend more on bank
loans, frequently secured by real estate. Since
the beginning of the financial crisis, lower

real estate collateral values and strains in

the banking sector have constrained credit
availability for many small businesses. However,
there are signs that credit conditions for

P

small busi are g y improving,
Net borrowing by nonfinancial noncorporate
businesses turned positive in the second half
of 2011, after declining substantially during
the crisis (Chart 4.2.11), Furthermore, aftera

| period of tightening of standards and
terms on loans to small businesses, respondents
to the SLOOS noted some easing on loan
standards and spreads in recent quarters (Chart
4.2.12). In addition, since the beginning of
2012, the fraction of banks reporting stronger
demand for Ci1 loans from small businesses
has edged up. While the stock of small loans to
businesses on bank balance sheets at the end
of last year was more than 15 percent below its
peak before the crisis, these loans ticked up in
the fourth quarter of 2011, registering their first
increase since 2008, and continued to increase
in the first quarter of 2012,

Business lending by credit unions, which
predominantly lend to small businesses,
increased by 6 percentin 2011 to reach nearly
$16.5 billion, Similar improvements in credit
conditions are evident in the small business
surveys conducted by the National Federation
of Independent Business. The fraction of firms
reporting that credit had become more difficult
to obtain declined through the first quarter of
2012 (Chart 4.2.13),

Nowithstanding these imp the
fraction of firms reporting difficulty obtaining
credit remains elevated relative to the pre-crisis
period. Owners of new businesses, who might
have tapped into the equity in their homes

or used their homes as collateral for small




business loans, have found conditions especially
challenging in recent years. In addition,
business receivables at finance companies, an
important source of small business financing,
continued to decline through February 2012
and were down nearly 30 percent from their
peak in July 2008.

424 Household Sector

Household net worth improved slightly, on nel, from
the end of 2000 to the first quarter of 2012, The
fraction of household income needed to cover debt
service payments decreased further, though morigage-
related debt remains high relative lo home values.
Consumer eredil has grown steadily, mostly owing to
an expansion in lving credil, including a
significant increase in the amount of student loans to
finanee higher education.

Aggregate household net worth rose almost

$1 wrillion in 2011 to $60.0 trillion (nominal)
in 2011:Q4, then jumped an additional $2.8
trillion in 2012:Q1, This large increase in
household net worth in the first quarter
primarily reflected gains on corporate equity
(directly and indirectly held), although gains on
real estate assets and net saving also contributed
10 this increase in net worth (Chart 4.2.14).

As discussed earlier, home prices continued to
decline in 2011 but appear to have stabilized,
and some measures of home prices have shown
upticks recently. Owners' equity in housing has
remained near a record low of approximately
40 percent since mid-2008 through March
2012, roughly 20 percentage paints lower than
its average over 1990 1o 2005 (Chart 4.2,15).
All told, the ratio of household net worth to
disposable personal income is now around

its post-WWII average level, although it is far
below the level reached in 2007. However, nat
all houscholds have experienced a significant
improvement in their balance sheet positions.
For example, lower-income households with
smaller exposures to the stock market have not
benefitted much from the recovery in equity
prices over the past several years.

Household debt outstanding, about three-
quarters of which is accounted for by home
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Chart 4.215 Share of Owners' Equity in Household Real Estate
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mortgages, declined further in 2011. This
decline represented, to some degree, efforts
by households to pay down their existing
debt, as well as a low volume of new mortgage
originations. It also reflects the effects of
foreclosures and “short sales,” which have,

in the aggregate, reduced morigage debt on
household balance sheeis. Moreover, access
to residential mortgages remains constrained
by tight underwriting standards, discussed
further in Section 5.1.4. Deleveraging by
households, along with low interest rates,

Chart 4.2.16 Household Debt Service Ratio
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various government tax and transfer programs,
and rising employment and income, have
helped households manage their monthly
debt burdens. The household debt service
ratio—the fraction of disposable income
needed to cover household debt payments—
continued to fall last year (Chart 4.2.16). The
financial obligations ratio, which measures a
household's burden from a broader measure
of commitments, including rent payments and
homeowners' insurance, also moved down Jast
year for homeowners (Chart 4.2.17),

As of the first quarter of 2012, non-mortgage
consumer credit outstanding increased nearly
5 percent from a year earlier to $2.5 trillion.
Most of this increase in consumer borrowing
is in non-revolving credit (Chart 4.2.18), which
accounts for nearly two-thirds of total consumer
eredit as of the first quarter in 2012. Among
nonerevolving credit, student and auto loans
have been the fastest-growing categories, with
new student loans primarily originated by the
federal government.

Growth in revolving credit, on the other hand,
has continued 1o be weak, even contracting
recently after posting gains in the fourth
quarter of 2011. The reduction in revolving
credit is in part driven by the fact that all but
“super prime” borrowers continue to face
tight underwriting standards for credit cards
as lenders pursue higher-quality borrowers.
While the credit card limits for super prime
borrowers with credit scores greater than 750
have been increasing since 2011, limits for
“prime"” borrowers with credit scores between



650 and 749 picked up only slightly. In conerast,
credit card limits for “subprime” borrowers
with credit scores less than 650 continued

to edge down until the end of 2011 (Chart
4,2,19). Data on credit card solicitations show
asimilar preference by banks toward higher
quality borrowers.

Delinquency rates for consumer credit remain
low. Student loan delinquencies and defaults
are above pre-crisis level, but are below the
peaks seen during the recession. Relatively low
delinquency rates for revolving credit and auto
loans likely reflect, in part, the composition
shift toward higher-quality borrowers. In
particular, the increases in delinquency rates
on credit card and auto loans during the

crisis were largely driven by a sharp rise in the
delinguency rate of subprime borrawers, which
remains significantly above historical levels
(Chart 4.2.20). In contrast, the delinquency
rates on credit card and auto loans w super
prime and prime consumers were more stable
through the crisis and are currently at their
historical averages.

At the same time, demand for credit by most
consumers continues to be modest relative to
the pre-crisis period as households continue
to recalibrate their balance sheets in the wake
of large wealth losses during the crisis, tepid
gains in labor markets, moderate economic
growth, and economic uncertainties. Only a
small fraction of respondents to the SLOOS,
on net, report stronger demand for credit

by consumers. Looking across the credit
spectrum, credit applications increased
slightly over the past year but, through the first
quarter of 2012, remained largely subdued
relative to the pre-crisis period (Chart 4.2.21),

43  Government Sectors

Government finances m the United States
deteriorated sharply during the recession, as
public sector borrowing largely replaced private
borrowing in eredit markets (Chart 4.3.1). So far,
global financial markets have been able to absorh
the substantial increase in U.S. federal debt, but
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Chert4.2.21 Applications for Credit concerns about the prospects for meaningful deficit
reduclion im coming years persisl.
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431  Federal Government

nquis (Last § Mort) The deficitin the federal unified budget
widened signilicantly during the recession

and gradually narrowed thereafier. The

w0 20 Congressional Budget Office (CBO) projects
the deficit in the current fiscal year to be 7.6
percent of nominal GDP—L.1 percentage points
lower than in 2011 but substantially above the
average value of 1.3 percent of GDP for pre-

10 W =L
%o, i me mee Wie Wm0 X crisis fiscal years 2000 to 2007 (Chart 4.3.2).

This appreciable increase in the deficit mostly

reflects the usual cyclical response of revenues

and spending to 1 weak economy, as well as the
fiscal actions taken to ease the effects of the
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CBO baseline projection for the period
through 2022, which assumes that current laws
generally remain unchanged, the deficit shrinks
2004 205 2006 20T 008 009 W0 M 2012 appreciably over the next couple of years and
remains small thereafier. However, in the CBO
“Alternative Fiscal Scenario,” which is arguably
more plausible because it g i
the tax and spending policies that have recently
been in effect, the deficit narrows much less
Chart4.3.2  Federal Unified Budget Surplus in the near term and turns back up after 2018,
Percent of GOP End Date: 2022 PereenictGOP mainly because of the budgetary pressures
stemming from the aging of the population and
rapidly rising costs for health care. Consistent
with this projection for the deficit, federal debt
held by the public is expected to rise from 68
percent of GDP ai the end of fiscal year 2011 to
93 percent of GDP in 2022 (Chart 4.3.5).
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Concerns about the budget outlook weighed
on the rating agencies' assessments of 1.5,
ign debt. In August 2011, Standard and

Poor's downgraded the long-term sovereign
credit rating of the United States, citing that
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the effectiveness, stability, and predictability
of American policymaking and political
institutions had weakened at a time of fiscal
and economic challenges. (See Box A: Impacts
of Downgrade of U.S. Treasury Securities.)
Moody's and Fitch have U.S, sovereign debt
on negative outlook, These rating actions do
not appear to have affected the demand for
Treasury securities, as market participants
continue to purchase U.S. debt for its relative
safety and liquidity. Bid-to-cover ratios at
Treasury security auctions remain at the top
end of historical ranges, and indicators of
foreign participation have remained on trend
with recent years.

Despite the sizable increase in public debt
outstanding, net interest costs amounted 1o
only about 1.5 percent of GDP in recent years,
consistent with trends of the past decade but
lower than average values during the 1990s
of about 3 percent of GDP (Chart 4.3.4). This
decline reflects the fact the interest rates
have fallen to historically low levels even as
debt outstanding has increased. The average
maturity of public debt outstanding has

risen sharply since late 2008 and is above its

30-year average.

432 State and Local Governments

State and local budgets were sirained during
the recession, and municipalities continue

to struggle to repair their fiscal positions.

From the middle of 2008 to April 2012, these
governments cut roughly 650,000 jobs (more
than 3 percent of their workforces) and
trimmed other operating expenditures to satisfy
balanced budget requirements. They have also
reduced capital expenditures, which, in real
terms, have fallen to their lowest levels since the
late 1990s. In part because of the weakness in
capital spending, state and local borrowing has
decelerated noticeably since the onset of the
recession, and posted a small decline in 2011
and in the first quarter of 2012 {Chart 4.3.5).
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Chart4,3.6 Change in State Tax Revenue

financial crisis (Chart 4.3.6). Much of the
improvement has been at the state level, where
p | income tax receipts in particular
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have picked up as the economic recovery has
proceeded. In contrast, tax collections at

the local level have exhibited essentially no
growth over the past two years, mainly because
property tax collections, which account for
roughly three-fourths of local tax revenues,
have been depressed by the downturn in home
prices and a reluctance to raise (ax ratesata
time when real incomes of constituents are
under pressure (Chart 4.3.7).

Overall, the resources available to state and
Iocal governments to finance their spending
remain tight. The sector’s tax revenues are
only slightly higher than they were in 2008.
The federal stimulus grants provided under
the American Recovery and Reinvestment Act
of 2009 have largely wound down, and other
initiatives (e.g., the Build America Bonds
program) have expired. Many states have cut
back on assistance to their localities in order 1o
shore up their own budgets. Finally, balances
in reserve funds, which provide an important
safety valve in times of budgetary siress, have
been depleted in many cases.

As a result of these budgetary issues, net credit
flows to state and local governments have heen
mixed over the past year. While the amount
of revenue bonds issued continues wo exceed
the amount of general obligation bonds, the
share of general obligation bonds among the
total isswance increased substantially in 2012
(Chart 4.3.8). Net issuance of municipal bonds
has been slow as of late, in part reflecting the
weakness in infrastructure investment and
ratings downgrades by Moody's over the past
12 months, which have substantially outpaced
upgrades. At the same time, the cost of
municipal bonds—as measured by the yield
ratio to similar maturity Treasury securities—
has risen, with investors demanding higher
returns from issuers facing fiscal challenges
(Chart 4,5.9). The issuance of Variable Rate
Demand Obligations (VRDOs), an imp

source of funding for municipalities, has




also been declining since the financial crisis
(Chart 4.3.10). A primary reason is the gradual
retraction of European banks from p

]

99

Chart4.3.9 Municipal Tax-Exempt Bond Yield Ratios

liquidity to this marker.

Budget trajectories will remain challenged
in coming years, as many state and local
governments will need to increase their
contributions 1o their employee pension funds,
both to rebuild assets after experiencing
significant financial losses and to address
chronic underfunding during the past
decade. In addition, many governments are
not setting aside money to fund their ongoing
obligations to provide health care to their
retired employees. Unfunded liabilities remain
bstantial, Esti of aggregate unfunded
pension liabilities span d wide range, in part
because of differences in how liabilities are
valued, but may be in the range of $2 trillion
10 $3 trillion. (For an additional discussion
of accounting issues related to state and local
pension funds, see Section 5.3.5.) Estimates
for the cost of providing retiree health benefits
are subject to even greater unceriainty, in part
because of the difficulty of projecting health
care costs decades into the future, but one
estimate put the states collective unfunded
liahility as of 2010 at over $625 billion.

44  External Environment

Qutside of the United Siates, both realized and
frospective growth rates have been wixed over the past
year. The primary financial stability focus has been on
the developments in Europe. Despite angoing efforts
by Eurapean authorilies fo contatn the crisis, debt
sustainability concerns, fiscal consolidation efforts,
bank deleveraging, and funding marhet siresses on
banks and sovereigns continue lo weigh on Eurapean
grouth prospects. Outside of the euro area, foreign
growth picked up in 2012:01, with lower growth

in the ewro area and Ching panily offset by more
positive developments in other regions. The tone of the
incoming data in 2012:Q2 is decidedly weaher

441 Advanced Foreign Economies
In the aggregate, the advanced economies
maintained positive growth through 2011 and
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Chart4.41 Real GOP Growth
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Chart4.42  Developed Market Economies GOP Growth
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early 2012 (Chart 4.4.1). The growth rates
across advanced economies reflect a mix of
more positive outcomes in the United States

and Japan, among others, and the challenges
within European counries in managing fiscal
problems, bank funding stress and deleveraging,
and structural change (Chart 4.4.2).

Euro Area Economic Conditions and

Policy Initiatives

Over the last 12 months, the euro area
sovereign debt crisis intensified as concerns
about the sustainability of public finances and
the robustness of banks in some countries
soared. Some European financial institutions
faced reduced access to funds, reflecting in
part their large exposures to stressed sovereigns
as well as their reliance on wholesale funding
markets, including short-term dollar funding
provided by money market funds. European
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leaders recognize the need 1o deepen their
economic and monetary union, as exemplified
by the new fiscal compact treaty signed by most
European Union (EU) members in March
2012 and by the propasal to establish a single
European banking supervisor put forth in June
2012, Work continues on elaborating a system-
wide solution capable of commanding both
political and market support.

The euro area economies experienced a
widespread slowing of economic activity due

to the intensification of the crisis, the effects
of banking problems and the related bank
deleveraging on lending to the real economy,
and the impact of fiscal consolidation efforts.
Despite various measures implemented by the
European authorities to combat the crisis,
discussed below, the euro area GDP contracted
by 1.2 percent (annual rate) in the fourth
quarter of 2011, and the GDP growth rate

for the first quarter of 2012 was near 2ero.
Similarly, labor market conditions deteriorated
further, as the unemployment rate reached
11.1 percent in May 2012, the highest level
since 1995,

Growth prospects in the euro area differ across
countries (Chart 4.4.5), Germany, France, and
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Ireland continue wo grow, although ata more
subdued pace, while ltaly, Spain, Portugal,
and Greece are projected to contract, with
unemployment rates rising substantially,
Vulnerable European countries continue to
face important challenges as they strive to
improve fiscal positions, strengthen vulnerable
banks, and carry out structural reforms to
improve their long-term growth outlook, even
as short-term growth is weak or negative, The
stresses in the sovereign debt markets of euro
area countries are discussed in greater detail
in Section 5.1,

European authorities responded to these
developments with a number of policy

In response to Greece's pl
output and challenges meeting fiscal targets,
EU and IMF officials, the Greek government,
and private creditors finalized an enhanced
rescue package in February 2012. This package
included a more ambitious private-sector debt
exchange involving a significant principal
write-down, together with additional official
financing through early 2016. (See Box B:
Greek Sovereign Debt Restructuring.)

ah

Additionally, European authorities took actions
to improve the fiscal governance in the region
and to enhance their ability to provide financial
SUPPOTL 1o euro area countries under stress.

EU members, excluding the United Kingdom
and the Czech Republic, signed a new fiscal
compact treaty designed 1o strengthen fiscal
rules, enhance surveillance, and improve
enforcement. This treaty, if ratified, would
require countries to legislate national fiscal
rules and should generally limit structural
fiscal deficits to 0.5 percent of GDP. Authorities
moved up the introduction of the European
Stahility Mechanism (ESM), a permanent €500
billion lending facility, to July 2012—about

a year earlier than originally planned. In
addition, they agreed to increase the combined
lending capacity of their rescue facilities from
€500 billion 1o €700 billion, of which €500
billion remains uncommitted. Moreover,
European authorities augmented the scope and
flexibility of the existing facilities, empowering

Macrogconomic Envirpnment
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them to purchase sovereign debt in primary and
secondary markets and offer debt guarantees.

European policymakers also tock steps to
strengthen the capital positions of eurc area
financial institutions, In October of 2011, the
European Banking Authority (EBA) announced
that farge banks would be required to build

up “exceptional and temporary” capital

buffers to meet a core tier one capital ratio

of 9 percent and cover the cost of marking to
market their sovereign debt exposures by the
end of June 2012. According to a December
2011 EBA report, 62 banks imended to create
capital buffers equivalent 1o €98 billion,

about 25 percent larger than required. (This
does not include the Greek banks and three
other institutions that would be recapitalized
separately by national authorities.) More
recently, in June 2012, Spain requested EU
assistance o recapitalize its banking sector,
(See Box C: Recent Fiscal and Banking
Developments in Spain.) Finally, in an effort 1o
address the link between banks and sovereigns,
euro area leaders agreed in late June 2012 to
establish a single supervisory mechanism for
banks in the euro area and to grant the ESM
the possibility of recapitalizing banks directly.

Meanwhile, the European Central Bank (ECE)
adopted various policy measures to support
liquidity conditions in financial markets. First,
in August 2011, the ECB resumed purchases
of euro area marketable debt, including the
deb of ltaly and Spain, in order to improve
the functioning of sovereign debt markets

and facilitate the transmission of monetary
policy in the region. Then, in December 2011,
the ECB eased rules on collateral for ECB
refinancing operations and scheduled two
longer-ierm refinancing operations (LTROs)
to improve banks' funding conditions. With
the LTROs, the value of owtstanding ECB
liquidity providing operations has increased to
over €1.25 trillion (Chart 4.4.4). Moreover, in
November 2011, the Bank of Canada, the Bank
of England, the Bank of Japan, the ECB, the
Federal Reserve, and the Swiss National Bank
engaged in coordinated actions to enhance



their capacity to provide liquidity support

to the global financial system. In particular,
the reduced fees applied to draws on dollar
liquidity swap lines provided by the Federal
Reserve, as well as the extended expiration of
these facilities, were intended to ease strains
in financial markets and thereby mitigate the
effects of such strains on the supply of credit 1o
households and businesses.

These measures contributed 1o improvements
in euro area financial conditions during

the first few months of this year, with dollar
funding p b
The net result was a considerable narrowing of
euro-dallar foreign exchange (FX) swap basis
spreads, reflecting reduced short-term dollar
funding pressure for euro area institutions
(Chart 4.4.5). Recent wtilization of the dollar
liquidity swap lines peaked at over §100 billion
in February 2012, with the owtstanding amount
for the Federal Reserve's dollar liquidity swap
lines at $28 billion as of July 4 (Chart 4.4.6).

Growth and financial stability conditions in

the euro area remain under pressure. Market
participants are attentive io the limited capacity
of the euro area financial backstop in the
context of its multiple possible uses. Although
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the Greek debt restructuring and sul
triggering of credit default swap (CDS)
contracts, discussed further in Box B: Greek
Sovereign Debt Restructuring, passed without
broad market disruption, much uncertainty
remains in the region, Uncertainty about fiscal
consolidation and structural reform highlight
the challenges of adjustment within a monetary
union. Meanwhile, concerns about other
European peripherals (including Portugal,
Ireland, lialy, and Spain), especially around
fiscal sustainability, health of their banking
sectors, and general competitiveness of their
economies, continue to weigh on real growth
and financial activity in these countries,

1

442  Emerging Market Economies

In the second half of last year, economic growth
in many EMEs slowed slightly, as earlier policy
lightening, a weakening of external demand

Macrogconomic Environmant
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owing to the fiscal crisis in Europe, and supply
chain disruptions stemming from floods in
Thailand weighed on growth (Chart 4.4.7).
Atthe beginning of this year, growth in EMEs
ded, reflecting a re ion of the
normal supply chain and some improvement in
demand from advanced economies. However,
the indicators for the second quarter of 2012
suggest significantly weaker activity in EMEs,

On balance, EMEs have received substantial
volumes of net inflows of capital since late 2009,
which also contributed to currency appreciation
pressures. These inflows decelerated in the
second half of last year, reflecting both a
general flight to safety and concerns about
growth spillovers from the deteriorating
situation in Europe (Chart 4.4.8). Declining
commodity prices are also a concern for

some emerging economies, particularly in

Latin America. Overall, while growth across
major EMEs, including Brazil, Mexico, India,
Russia, and China, stayed firmly in positive
territory, these global headwinds weighed on
local prospects.

Chinese growth prospects remain relatively
solid by international standards. Year-over-
year growth stowed in 2012:01 to just above 8
percent, reflecting weaker investment spending,
with macro-prudential restrictions weighing
on the property sector, and slower export
growth, especially to Eurape. A possible hard
landing of the Chinese economy is a risk that
could spill over to ather EMEs and the global
economy, which has created some anxiety in
financial markets. There are growing concerns
that weaker external demand in the advanced
economies, combined with a deceleration in
domestic investment, could lead 1o a more
prolonged economic slowdown in China than
was previously expected. Another source of
concern is the movement of savings into less-
well-regulated nonbank financing channels

in an effort 1o obtain higher yields. Finally,
additional risks could emerge from stresses in
the banking sector, stemming from the massive
increase in credit to the domestic economy
(*social financing” in the official Chinese



terminology), deployed as part of China's policy
response to the global financial crisis in 2008-
2009 {Chart 4.4.9). To contain a potential
run-up in inflation, property prices, and debt
levels resulting from this credit expansion,
Chinese authorities began taking a tighter

monetary stance in late 2000, with some success.

But with the latest data pointing to weaker-
than-expected economic activity in China in
the first five months of 2012, authorities began
implementing a number of fiscal and monetary
measures 1o support growth.
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511 Sovereign Debt Markets

Develspments in sovereign debt markets during the
last year were heavily influenced by the escalation
of uncerlginty in euro aren sovereign and banking
seclors and by continued comcerns about the domestic
and global growth utlook. While ssvereign debt
from the euro area periphery remains stressed, yields
Jfor sovereign debt from the United States, the United
Kingdom, Germany, Switzerland, and Japan are
al record or wear-recond lows, veflecting flight to
quality and continued expectations of dati

monelary policy.

1S, Sovereign Debt

The wtal amount of outstanding U.S. sovereign
debt has risen to §11.0 trillion as of May 31,
2012 (Chart 5.1.1). Despite this increase in
supply, the U.S. sovereign yield curve flauened
considerably since mid-2011, with a decline

in longer-term yields driving this change
(Chart 5.1.2). The historically low levels of
longer-term yields are a reflection of both
flight 1o quality and continued monetary policy
accommodation associated with the weak

pace of economic growth and the elevated
unemployment rate,

Foreign holdings of U.5. debt remain
substantial, with over $2.2 trillion of U.S.
Treasury securities held by China and Japan
and almost $3 trillion across other foreign
holders in April 2012 compared to about §2
trillion and §2.4 wrillion, respectively, in April
2011 (Chart 5.1.3). Nearly three-quarters of
these holdings are by foreign official entities,
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BOX A: IMPACTS OF DOWNGRADE OF U.S. TREASURY SECURITIES

On August 5, 2011, Standard & Poor's (SP) lowered their
long-term sovereign cradit rating on the United States of
America to AA+ from AAA and reaffrmed their short-term
rating of A1+, S&P stated that the downgrade reflected
their opinion that the Budget Contral Act, which was
signad into law on August 2, fell short of what woukd be
“necessary to stabilize the govemment's medium-term
debt dynamics " They further stated that, "More broadly,
the downgrade reflects our view that the sffeciiveness,
stabiity and predictabiiity of American policymaking and
political institutions had weakened at a time of ongoing
fiscal and economic challenges.”

Before the downgrade, there was significant market
focus on the debt cefing debala in Congress. As the
deadline approached, there were dislocations in the front
end of the Treasury yield curve, and some T-Bil yields
rose dramatically then normalized after the debt mit
was raised.

Because of widespread speculation in the market that
S&P would take action, and the relatively minor scale
of the downgrade, Treasury market parficipants were
prepared, and there ware no reports of forced ssliing,
Also, many instituions’ portfolio restrictions specifically
carved out "obligations of the LS. govemment” rather
than specifying a level or degres of credit rating.

Treasury yields fall immeckataly following the downgrads,
while major stock indices deciined, indicating that
investors were less concemned with the inherent

riskingss of Treasury securities than with the potential
consequences of fiscal retrenchment for the near-term
macroacanomic recovery, Specifically, on Monday August
B {the business day immediately following the downgrade),
the 10-year Treasury yield closed down 24 basis paints.
The cumuiative yield changes through August 11 for the
two-year, five-year, and ten-year yields were -10 basis
points, -23 basis points, and -22 basis points, respectively
(Chart A.1). Risky securities lost value foflowing news of
the downgrade, with the S&P 500 index registering a 6.8
percent deciine and the Nixkei index falling by 2.2 percent
by close of trading August 8 (Chart A.2),
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In addition to the U.S, sovereign rating, several other

entities were downgraded shortly after August 5. These
included clearinghouses, highly rated insurers, and various
government related entities and their debt.

There was fittls market reaction to a move by the Chicago
Mercantle Exchange (CME] to increase hairouts on US.

Treasury securities just before the downgrade, and most

clearinghouses did not adjust their haircuts on Treasury
securities even after the downgrad.
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European Sovereign Debt

Chart5.1.4  Euro Area 10-Year Yield Spreads to German
Over the last 12 months, the European e o

fiscal crisis intensified as concerns about the " i i %

European countries escalated and banks
struggled to obtain financing, (See Section 4.4
In July 2011, euro area authorities praposed a
voluntary debit exchange on Greek sovereign
bonds. This, along with weakening growth
prospects and fiscal slippage, led to a surge in
Greek government bond yields (Chart 5.1.4),

sustainability of public finances in peripheral 1 | Greese vigh ) |
|
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As discussed in Section 4.4, European
Auttiorities : L Source: Boombery bond. Other series are 101 benchreark yinds.
with a number of policy measures. The private

sector exchange of Greek sovereign debt, which

was largely concluded in March of this year,

involved a significant principal write-down

and additional official disbursements of aid

financing through early 2016, The insertion

and triggering of collective action clauses for

the purpose of the debt exchange caused credit

default swaps (CDS) contracts written on Greek

sovereign debi to be triggered, which occurred

without any significant market disruptions.

The participation rate in this exchange was

over 95 percent, (See Box B: Greek Sovereign

Debt Restructuring,)

dud

Mare recently, market pressure on Spain
intensified. On May 11, the Spanish government
announced a series of measures to address
vulnerabilities in the Spanish banking sector,
including enhanced provisioning requirements
on real estate related loans, clear separation of
problem real estate assets into independently
managed asset management vehicles, and plans
to have independent external auditors evaluate
the quality of bank assets. This was followed
two weeks Jater by an unexpectedly large
capital support request from Bankia, Spain's
fourth largest bank, and on June 9 by Spain's
announcement of its intent to request European
support for bank recapitalization (for which
European authorities agreed to provide up to
€100 billion). (See Box C: Recent Fiscal and
Banking Developments in Spain.)

Financial Develapments




109

BOX B: GREEK SOVEREIGN DEBT RESTRUCTURING

In March and Apr 2012, Greace restructured
app ly €193 bilion in andge
guaranteed debt through a discounted exchange of
instruments. Due to the use of collective action procedures,
the restructuring was subisequently deemed a credit event
by the Intemational Swaps and Derivatives Association
(1SDA), triggering payouts on Greek credit default swaps
(CDS). In the aftermath of the Greek restructuring event, the
CDS market largaly functioned as intended, Despite early
attempts to achieve a purely voluntary restructuring that
would have circumvented a CDS trigger, low preliminary
participation rates indicated a nead to trigger collective
action clauses to force higher participation, which in tum
triggered COS payouts (Chart B.1).

ChartB.!  Greece: Average Bond Price and CDS
Pecoent of Par End Date: B-Mr2012 Poroent of Par
% 10

B 5-Yeor COS Points Upfront |
120 [ Aversgs Bond Price®

The exchangs reduced Greece's debt held by the private
sector by €106 bilion, equivalent to 53.5 percent of the
tendered debt. Creditors participating in the exchange
received a combination of new Greek government bonds
{31.5 percent for a total of €63 bilion) and short-term
European Financial Stability Facility (EFSF) notes (15
percent for a total of €30 billion) (Chart B.2). Participating
creditors also received detachable GDP wamants, which
pay up to 1 percent of the outstanding bonds' face
amount in years when real GOP growth and nominal
GDP excesd speciied targsts. Taking into consideration
the lower coupons and extended maiurities of the new
bonds, the exchange entalled net present value Iosses for
participating creditors estimated at 75-80 percent. CDS

2012 FSOC {f Annual Report

protection sellers subsequently paid out only an estimated
$2.5 billion to protection buyers, reflecting the relatively
small net exposure to outstanding COS contracts.

ChartB.2  Greece: Debt Exchange

Source: Greek Public Debt Managament Agency, FRENY calcufations:

As with all Interational Monetary Fund (MF) programs,
sustainable debt dynamics were a pre-condition for
European Union (EU) and IMF lenders to disburse funds
under a second official sector aid program. Greece's debt
restructuring helped to achieve this, putting Greece’s
high public dabt burden (165 percent of GDP in 2011) on
a path toward 120 percent by 2020. Although the debt
exchange substantially reduced Greece's outstanding
debt to private sector creditors, Greece's overall debt
burden is expected to remain quits heavy, reflecting
continued borrawing from official sector creditors o
financa the debt exchange, bank recapitalization costs
related to losses resuiting from the debt exchange and
deteriorating asset quality, and continued deficit financing.
As a result, public sactor craditors are projected to

hold nearly three-quarters of Greek sovereign dabt by
end of 2012, The new Greek bonds trade at distressed
levels; yields hovering near 20 percent reflect Greece's
heavy indebtedness and the high degree of uncertainty
about the cutlook for implementation of Greece’s reform
program. On June 17, parties supporting the EUMF aid
program won enough seats in the Greek Parliament to
form & governing majority, easing fears about a near-term
exit from the euro and confimming Greece’s commitment
o reform.
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The strains in the peripheral euro area
sovereign debt and bank funding markets
also caused additional pressure in some core
countries, such as France. In August 2011, the
central banks of the euro system recommenced
purchasing euro area sovereign bonds,
including Spanish and Italian bonds, in the
context of the Securities Markets Programme
(SMP), to address the severe tensions in some
market segments that had been hampering
manetary policy transmission. This activity
occurred in the context of intensified

strains in peripheral sovereign debt markets,
widening credit spreads and bid-ask spreads,
particularly for Spanish and Italian sovereign
debt, and sharply higher liquidity risk premia.
As funding markets tightened further, euro
area governmenis announced plans for
enhanced fiscal and structural reforms, while
central banks announced the extension and
repricing of U.S. dollar swap lines, and the
European Central Bank (ECB) implemented
two unprecedented three-year longer-term
refinancing operations (LTROs), as discussed
in Section 4.4,

These various measures helped stabilize
markets in fate 2011 and early 2012, as new
governments were elected in Spain and ltaly.
However, general uncertainty over conditions
in the euro area has increased once again over
the past few months, as the sustainability of the
strategies currently being undertaken in the
hardest hit countries is called into question.
Sovereign debt and bank credit spreads
increased for Spain and lialy, after having
narrowed over the first quarter of 2012, Credit
spreads remain elevated in many sovereign
debt and bank funding marketss—notably

for bank maturities beyond the ECB LTRO
period of three years—and market functioning
remains irregular with marked recent pressure
on spreads in Italy and Spain. The primary
buyers of Italian and Spanish sovereign debtin
recent months have been their own domestic
banks, which in turn rely on ECB financing and
support. Private foreign investors, such as prime
money market funds (see Section 5.3), have
continued to reduce participation in euro area

Financial Developmgnty
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BOXC: RECENT FISCAL AND BANKING DEVELOPMENTS IN SPAIN

Spain announced on June 9 that it intends to request
European Union (ELY) assistance to recapitalize its
troubled banking sector, Euro area finance ministers:
Indicated they would support the request for up to €100
billion {10 percent of GDF), which is expected to cover
estimated stress-case capilal needs plus an additional
safety margin. On June 21, indepandant consultants
engaged by the Spanish govemment estimated the
recapitalization neads of Spanish banks at up to €62
billion under an adverse macroeconomic scenario. The
formal request is expected to follow this estimate, which is
within the range of most private estimates of capfial nesds
(€50 billion to €100 billion). Although the announcement
stipufates that no additional explicit conditionality wil be
imposed with regards to fiscal policy, Spain must mest
existing fiscal and structural reform commitments, which
were previously agread with the EU,

On June 29, euro area heads of government agresd

to use euro area funds to support Spanish banks. The
region’s finance ministers subsequently announced that
the agreement would be signed on July 20 and an initial
tranche of €30 bilion would be disbursed by the end
of July. The funds will be channeled through the EFSF
to the Spanish government, and then transferred to

the European Stability Mechanism (ESM) onca it is fully
operational, Direct ESM funding to Spanish banks wil
become available only after the establishment of a single
supervisory mechanism for euro area banks. It was
further agreed that id for the Spanish banking sector
would not be subject to the preferred creditor status
embedded in the ESM treaty.

012 FSOC If Annual Report

Separalely, Moody's, S&P, and Fitch downgraded the
Spanish sovereign by several notches into the BBB
range within the last two months, largely reflecting
concems about the Spanish banking sector and fiscal
performance. The sovereign downgrades were followed
by downgrades of the banks themselves. Notably, the
International Monetary Fund (IMF) concluded from

Its stress tests that Spain's largest banks appear
sufficiently capitalized to withstand a significantly weaker
MACroBCoONCMIC environment, given their substantial
eamings generation from intemational operations.

Concern about Spanish fiscal performance has persisted,
fueling doubts about the prudence of adhering to strict
budget targets amid deepening recession, As a result,
ewro zrea finance ministers agreed on July 9 to sase
Spain's deficit objectives, raising the 2012 target by one
percantage point to 6.3 percent of GDP and giving the
govemment an additional year—to 2014—1o lower the
daficit below 3 percent of GOP. The agreement will be
made official at the next Eurogroup mesting on July 20,

The retaxation of fiscal targets follows two revisions to the
201 fiscal deficit. On May 20, the Spanish government
revised its 2011 budget deficit upward to 8.9 percent

of GDP from a previous 8.5 percent estimate, a major
deviation from the 6 percent target. Both the overrun and
the latest revision were driven by the deficits of regional
govarmments, exposing the difficulty of reining in these
regional deficits. Market reaction to developments in
Spain subsaquent to the assistance request was generally
negative, with yields on 10-year Spanish sovereign debt
exceading 7 percent, a eurc era high.



sovereign and bank funding markets. European
pension funds and insurance companies also
have reduced exposures 1o the periphery,
including to Spanish and ltalian sovereign debt.

Other Sovereign Debt

The decline in yields across a range of
developed countries' sovereign bonds has
been further reinforced by strong investor
interest in high credit quality assets and more
accommodative monetary policies. Through
early July 2012, 10-year nominal U.S. Treasury
yields had declined more than 150 basis points
since July 2011, in part reflecting both the
lower expected path of short-term interest
rates and a fall in the term premium, The
pattern of decline in yields has been similar
for German, Swiss, and U.K. sovereign debt. In
Japan, 10-year sovereign debt yields, which were
already close to 115 basis points, declined more
modestly 1o just below 85 basis points over the
same period (Chart 5.1.5).

Emerging European market spreads to
Treasury yields as measured by the Emerging
Markets Bond Index Plus (EMBI+), have
widened over 100 basis points over the past
year through early July—largely in line with
U.S, BBB corporate credit spreads—reflecting
global growth concerns and the pull-back in
risk appetite, as well as specific developments
in certain countries, The spreads on bonds
for other emerging markets also Muctuated in
response Lo stresses and policies in external
markets (Chart 5.1.6). Some differences
across emerging market economies are

likely associated with country risk and

growth prospects, as well as their policies for
managing capital inflows and outflows.

512  Other Asset Markets

Asset markels oulside of sovereign debt have also been
heavily influenced by developments in the euro area
and the growth outlook, with the nolable exception of
wgricultural land and some fities. Corporate
debl spreads widened over the past 12 months, with
spreads for financial firms increasing more than for
nanfinancial firms. The dollar appreciated against
the euro, reflecting contined concerns with euro area
peripheral soveneign debt,

112

Chart 5.15  10-Year Soversign Debt Yields
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Chart5.1.7  Price Changes in Selected Equities Indices

Enquities

U.S. equity markets outperformed other major
equities markets from mid-year 2011 through
early July 2012 after a period of considerable
volatility (Chart 5.1.7). Equity markets in
advanced and emerging economies fell sharply
in the third quarter of 2011 as numerous
concerns—including the unfolding European
crisis, the sustainability of U, fiscal palicy,
and a slowdown in global growth—weighed

on sentiment (Charts 5.1.8), By early October
2011, the $&P 500 was around 17 percent below
its level ax the end of June 2011. The Euro
Stoxx index declined around 27 percent over
the same period, reflecting outsized declines
in peripheral equity markets. As concerns

Iy eased during the first quarter of
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2012, buoyed in part by global central bank
actions and ongoing signs of economic recovery
in the United States, U.S. equity markets
reported strong gains. However, much of these
recent gains in the United States have reversed
following weaker than expected data on the
U.S. recovery, weak global economic data and
renewed concerns about the European crisis. As
of July 6, 2012, the S&P 500 was nearly 4 percent
lower than at the end of the first quarter of
2012, and European stocks fell almost 10
percent over the same period,

Corporate Bonds

Corporate bond spreads to sovereign
equivalents in the United States and Europe
have generally widened since mid-2011,

Chart51.9  U.S. Corporate Bond Spreads—Investment Grade
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Ithough this develog
pronounced in the United States. A particular
feature has been the large divergence between
spreads on debt issued by financial firms
versus nonfinancial firms, as investors focus
on risks associated with the financial sector
(Chart 5.1.9). A similar pattern can be found in
the relative increase in CDS spreads of financial
firms over nonfinancial firms, Issuance of
covered bonds has outpaced unsecured debt
issuance in a number of European banking
systems, reflecting increased concerns abour the
creditworthiness of these institutions. Overall,
U.S. dollar corporate bond issuance has
rebounded strongly in 2012, particularly among
nonfinancial issuers.

has been less



Foreign Exchange

Over the past 12 months, foreign exchange
markets were strongly influenced by euro

area developments and monetary palicy
expectations, The euro broadly declined over
the second half of 2011 and first half of 2012,
with downside pressure against the major
currencies particularly evident late in 2011
and 2012:Q2. In dollar-euro markets, bid-ask
spreads widened slightly and options markets
placed above average value on protection from
further euro depreciation. Within Europe,

the sharp depreciation against the safe haven
of the Swiss franc prompied a strong market
intervention by the Swiss National Bank in
August and early September 2011, culminating
with the establishment of a floor for the euro-
franc exchange rate. Downside pressure on
the euro against major currencies abated
somewhat in early 2012, particularly against
the yen. The Bank of Japan had intervened

in foreign exchange markets in late October
through early November 2011, selling yen and
buying dollars, and also engaged in further
monetary easing through the end of April 2012,
The improvement in risk tone over that period
was also associated with a partial rebound in
many emerging market currencies, after they
had depreciated sharply in the second half

of 2011 as reflected in the other important
trading partners (OITP) and broad dollar
indices (Chart 5.1.10). More recently many
emerging market currencies fell against the
dollar, prompting intervention by some of these
counries to support their currencies.

Overall, between July 2011 and July 2012, the
LS. dollar appreciated by nearly 15 percent
against the euro, was broadly unchanged
against the yen, and appreciated against most
emerging markets currencies. Options markets
are again placing a relatively high value on
protection against euro depreciation, as
measured by the price differential between out-
of-the-money puts and calls.

Commedities
Commodity prices have displayed elevated
volatility for the past several years, driven by
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Chart 5111 Commodities market-specific fundamental factors as well
as broader global growth concerns and risk
sentiment. Oil prices were near their three-year
highs early in 2012, with continued geopolitical
uncereainty in the Middle East raising concerns
over global supply and limited spare capacity.
More recently, however, prices moderated
slightly. In the United States, nominal gasoline
prices were also near historic highs early in
2012 but have likewise moderated. Natural
gas prices almost halved over the past year
on expectations of increased supply arising
from hydraulic fracturing technology (Chart
5.L11), though prices increased again through
July 6, albeit from quite a low base, as result of
announced cutbacks in drilling and some signs
of accelerated coal-to-gas switching activity.
Chart5.1.12. Farm Land Prices and Value of Grop Yield Industrial metal prices have also declined
since June 2011, with the majority of the fall
vts_ws occurring in the third quarter of 2011, when
global growth fears were most pronounced. This
i period was also associated with marked strength
500 in gold prices. Commodity markets continued
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to function well with only limited impact from
the bankrupicy of MF Global*®, despite its role
as a futures clearing merchant in these markets,
{See Box D: MF Global Bankruptey,)

Agricuitural Land

]
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by increasing crop yields, rising commodity

prices, favorable crop export conditions, and
low interest rates (Chart 5.1.12). Adjusting for

dity prices and imp in crop

Chart 5113 Agricultural Real Estate Debt Outstanding yields, agricultural land values have retreated
Biions of 2011 USY End Dale; 2010 Blions of 201105 somewhat from the record highs reached in 2005

and 2006, Price-to-rent ratios for agricultural

land are at multi-decade highs for a number of
Corn Belt and Plains states but have moderated
from peaks for the United States as a whole.

Currently, aggregate incomes in the U.S.
farm sector are performing well, forecasts
for production and demand are positive, and
debt levels in general do not appear to have
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been rising sharply. Adjusting for inflation,
current agricultural real estate debt levels
remain significantly below the levels of the

late 1970s (Chart 5.1.13), The Farm Credit
System and community banks that specialize in
agriculture lending have the bulk of exposures
to agricultural land. Delinquency rates on real
estate farm loans at commercial banks declined
in recent quarters to about 3 percent at the end
of 2011, slightly above the historical average of
about 2.6 percent over the past 20 years.

513  Wholesale Funding Marksts

Ust of short-term wholesale funding has dropped
significantly, with declines in outstanding volumes of
bath reprurchase agreements and corporate paper. This
develgpment is likely to enhance stability of funding
for financial institutions, as these entities shift to
more stable funding sources such as retail deposits,
However, this shifl is patially due to market reaction
fo uncerlainty and flight lo safety, and if could be
retraced s these uncertainties abate.

Short-Tarm Wholesale Funding Markets Overviaw
Short-term wholesale funding markets,

which include large time and checking
deposits, repurchase agreements (repos),

and commercial paper, provide financial
intermediaries with funds that supplement
retail deposits to support their activities (Chart
5.1.14). Sources of lending in the wholesale
short-term funding markets are largely
wholesale cash pools, including cash on the
balance sheets of nonfinancial companies,
reinvestments of cash collateral from securities
lending, cash held by long-term mutual funds,
and money market funds. These sources of
funds have grown markedly as a percentage of
GDP over the past two decades, although this
percentage has been declining through the first
quarter of 2012 (Chart 5.1.15). Nonfinancial
corparate cash, in particular, has been growing
atan accelerating rate, a pattern that continued
through early 2012,

Measures of reliance on short-term wholesale
funding of domestic banking firms continue
to decline and remain well below their peaks
in 2008 (Chart 5.1.16). Slow growth in loans.
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Chart5.1.14  Large Bank Holding Company Liability Structure
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relative to large deposit inflows, which have
been bolstered by the FDIC's temporary
unlimited insurance coverage for non-
interest-bearing transaction deposits, also
supporied this decline.

Recent LIBOR Investigations
Recent investigations into possible manip
of the London Interbank Offered Rate (LIBOR)
underscore the importance of effective control
processes to help ensure the integrity of funding
markets. LIBOR rares serve as reference rates

for most interest rate derivatives and variable
rate loans. However, LIBOR. rates are not
transaction rates. Rather, the LIBOR rate for a
given currency and tenor is calculated based on
the rates submitted bya panel of member banks
each morning 1o the British Bankers' Association
(BBA). The accuracy of LIBOR. as a measure of
interest rates in the London interbank market
depends crucially on the accuracy of banks’
responses o the BBA survey,

While media reports of anomalies in the
LIBOR rates have surfaced as far back as

2007, concerns with the integrity of the

LIBOR process escalated in late June 2012.
Specifically, on June 27, in an internationally
coordinated enforcement effort, the CFTC, U.S.
Department of Justice (DOJ) and the United
Kingdom Financial Services Authority (FSA)
each announced actions finding that Barclays
had provided false information to the BBA
surveys and attempted to manipulate LIBOR
and another benchmark, the Euro Interbank
Offered Rate (Euribor), on numerous occasions
and sometimes on a daily basis over a four-year
period, commencing as early as 2005. In
addition, certain Barclays euro swaps traders,
led at the time by a senior trader, coordinated
with and aided and abetted traders at other
banks in attempts to manipulate Euribor.
Among other things, Barclays improperly made
submissions both to benefit its derivatives
trading positions and to protect against
negative perceptions of the bank's health.

Barclays entered into settlement agreements
with the CFTC, DOJ and FSA. The CFTC

012 FSOC /f Amnual Repors



imposed a $200 million penalty and issued

an Order requiring Barclays to implement
measures to help ensure that its submissions
are transaction focused, based upon a rigorous
and honest assessment of information and

not influenced by conflicts of interest. Among
other undertakings in the CFTC Order, in
making submissions, Barclays transactions will
be given the greatest weight subject to certain
specified adjustments and considerations. In
addition, Barclays was ordered to implement
firewalls 1o prevent improper communications
and submissions. As part of a non-prosecution
agreement, the DOJ ordered Barclays to pay
 $160 million penalty. In its action, the FSA
imposed a penalty of £50.5 million.

Repo Markets

The overall repo market is composed of both
bilateral transactions negotiated between

two market participants and tri-party repo
transactions in which the exchange of cash and
collateral is administered by a clearing bank.
The size of the overall repo market is difficult
to measure, due to issues related to netting and
ing existing
data do not provide adequate visibility into
the composition of repo activity. Chart 5.1.17
displays two measures of the size of the repo
market: tri-party repos and primary dealer
repaos, which include both tri-party and bilateral
repos. According to bath the overall
volume of repo activity remains substantially
below that seen in the run-up to the crisis. In
particular, tri-party repo activity peaked in 2008
at $2.7 rillion and fell below $1.8 trillion in the
years since the end of the recession, well below
pre-crisis levels,

As the volume of tri-party activity has declined,
50 has the level of traditional and non-
wraditional collateral in tri-party since July
2008. Traditional collateral consists of Treasury
securities, agency mortgage-backed securities
(MBS}, agency debentures, and agency
collateralized mortgage obligations (CMOs).
Non-traditional collateral includes corporate
bands, equities, private label CMOs, asset-
backed securities (ABS), commercial paper
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Chart5.1.17  Estimated Value of the Repo Market
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Chart 5.1.18  Tri-Party Repo Collateral Distribution
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(CP), other money market instruments, whole
loans, and municipal bonds, Non-traditional
collateral accounts for only 16 percent of tri-
party collateral as of May 2012 (Chart 5.1,18),
down from 21 percent of the total in May 2011
and 25 percent in July 2008, Among traditional
collateral in the tri-party repo market, the
share of Treasury securities has increased at
the expense of agency paper, consistent with
relative shifts in supply and flight-to-quality

in recent years. Most types of non-traditional
collateral have fallen significantly, with private
CMOs declining the most.

There are considerable concerns about
structural weaknesses in the tri-party repo
market, (See Box G: Ongoing Vulnerabilities in
the Tri-Party Repo Market.)
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Commercial Paper

CP outstanding peaked at $2.2 trillion in July
2007 and stood a1 $1.0 trillion at May-end 2012
(Chart 5.1.19). As of May 2012, asset-backed
commercial paper (ABCP) accounts for 32
percent of the market, financial commercial
paper accounts for 48 percent, and nonfinancial
corporate commercial paper accounts for

20 percent. Financial CP and certificates of
deposit (CDs) owstanding are around 40 to
50 percent below their pre-crisis peaks and,

in recent months, financial commercial paper
outstanding has continued 1o decline, largely
due to reduced demand from investors for
foreign bank commercial paper.

ABCP was only about 6 percent of the wotal
commercial paper market in 1990, but it
accounted for about 60 percent of the wotal
market in mid-2007, or approximately §1.2
trillion, The market has shrunk steadily and,
as of the beginning of July 2012, it is currently
atabout $311 billion outstanding, with foreign
bank sponsored conduits comprising the
majority of the market. The Moody's downgrade
of 15 large U.S. and European banks in June
2012, discussed in Section 5.2, also resulted

in the downgrade of 18 ABCP conduits that
rely on these banks for liquidity support. The



affected conduits have a combined value of
almost $70 billion. These downgrades elicited a
noticeable market response, with an increase in
the cost of funding these conduits.

Securities Lending

Securities lending is a transaction involving
the temporary transfer of a security by one
party (the lender) to another {the borrower),
in exchange for collateral in the form of either
cash or non-cash instruments. Institutions
may want to borrow securities to facilitate
short selling, for derivative hedges, or to

avoid failing on a delivery. The main lenders
of securities are institutional investors, such

as pension plans, investment funds, and
insurance companies. The main borrowers are
hedge funds, broker-dealers, asset managers,
derivatives traders, and market makers. Most
domestic securities lending is done against cash
collateral. Typically, the lender of a security
pays an interest rate to the borrower for the
cash collateral, Lenders, in turn, seek to earn
an additional return by investing this cash ina
variety of instruments.

The global value of securities lending
transactions remained fairly flat through June
2012 at an average value below $2 trillion
(Chart 5.1.20). The total market value of
securities on loan in the United States was
about $820 billion at the end of the second
quarter of 2012. About 50 percent of the total
U.S. market is represented by U.S. government
securities, about 40 percent by equities, and the
rest by fixed income securities, Reinvestment
of cash collateral from securities lending
declined in volume over the past year from §775
billion in 2011:Q1 to $670 billion in 2012:Q1. In
addition, the weighted average maturity of such
cash rei declined markedly in late
2011, likely in response to concerns associated
with the euro area debt situation (Chart 5.1.21).

514  Housing Markets

The housing market remains stressed, However,
national home prices show signs of stabilizing after
a long-term decling, and some measures of house
prices have shoun upticks recently, Housing markets
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Chart5.1,22 National Repeat Sales Home Price Indices
End Data: May-2012
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Housing Market Overview

Housing activity remains at a historically

low level. Home prices continued to decline
through late 2011, though early 2012 showed
signs of stabilization, including a rise in some
housing price indices (Chart 5.1.22). National
house prices are still as much as 30 percent
below their peak in 2006, Going into the second
quarter of 2012, nearly 13 million homeowners
had mortgage balances exceeding the values

of their homes, a condition known as “negative
equity” (Chart 5.1.23). Although housing starts
and existing home sales remain significantly
below pre-crisis highs, they have risen by more
than 30 percent from their respective 2009 and
2010 lows through April 2012, The inventory

of existing homes for sale has declined
significantly over the last two years and is
currently comparable to levels last seen in 2004,

Indicators of credit quality in the residential
mortgage sector continue to reflect the
challenges confronting h
lenders, The fraction of mortgages that

are delingquent more than 90 days but not
vet in foreclosure is sometimes referred

to as the "shadow inventory” of homes in
danger of foreclosure. This measure has
declined from a high of 5 percent to around

3 percent; however, it remains at elevated
levels. Moreover, there has been litde change
in the fraction of mortgages that are in
foreclosure, which remains around 4.4 percent
(Chart 5.1.24), The inventory of mortgages

and
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that are in some stage of the foreclosure

Chart 51,25 Foreclosure Pi
process remains high (Chart 5.1.25). o Fipeine

Mions. End Date: 2012 Q1 Mifions
25 ¢

Mortgage Credit Flows
Mortgage credit flows remain quite constrained. 21

25
0
High unemployment and heightened
uncertainty contributed to weak provision of 15 15
housing credit, but tighter credit standards
have also been a major factor, In particular, L [
the credit quality of new originations—both |
purchases and refinances—is far higher than % [
prior to the crisis (Chart 5.1.26). According o g,
2008 Fo] w1 1 w2

to the Senior Loan Officer Opinion Survey

(SLOOS) data, the persistent net tightening Hote: Numbers scaled by
in mortgage credit standards from 2007 PSR Q00 TS NN s gt g Gonvige .
through 2009 has only recently begun 1o
case, and only for prime residential loans.
When asked to indicate their willingness 1o Chart5.1.26 Median Credit Score at Mortgage Origination
originate government-sponsored enterprise
(GSE) eligible mortgages relative to 2006 for
borrawers across a range of creditworthiness,
banks were less likely to lend 1o all credit
categories except those with pristine credit.
While higher credit scores and larger down
payments tended to increase banks' willingness
to lend, many banks were unwilling to provide
mortgage credit even when the loans were
within GSE requirements. Higher “put-back
risk” (the risk that the mortgage originator may
have to repurchase the loan if it violates the
GSE's requirements) and borrower costs, along
with difficulty in obiaining mortgage insurance,
were cited as important factors contributing to
banks' reluctance to originate such loans. The
events of the last several years also exposed
severe deficiencies in the nation’s housing
finance infrastructure. In areas ranging

from the securitization process to servicing

of delinquent mortgages to the foreclosure
process, 4 system that was designed for a rising
market was shown to function poorly ina
declining price environment. This increased
the level of uncertainty among market
participants, contributing to constrained

credit availabili

FICO Scorm End Date: Apr-2012 FICO Scare

Meastres to Strengthen the Housing Market
To strengthen the housing market, the

government developed a number of prog
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aimed at providing relief to struggling
homeowners, including Making Home
Affordable (MHA), the Home Affordable

Chart5.1.27 HARP Refinancings
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Refinance Program (HARP) and the Hardest
Hit Fund. MHA, which was announced in 2009,
was enhanced in January 2012, with expanded
eligibility 1o reach a broader pool of distressed
borrowers. As of April 2012, MHA has granted
over 1.1 million homeowner assistance
actions, mostly through the Home Affordable
Medification Program (HAMP), which
provides first lien permanent modifications,
Additional MHA programs include a second-
lien modification program, an unemployment
forbearance program, and a short-sale or
deed-in-lieu-of-foreclosure program. The
end-date of MHA, based on the January 2012
enhancements, is December 31, 2013,

In April of 2009, the Home Affordable
Refinance Program (HARF) was established

to help homeowners refinance their GSE-
guaranteed mortgages if they had a loan-10-
value ratio (LTV]) higher than 80 percent, As
of March 2012, 1.2 million loans had been
refinanced out of an estimated 3 to 4 million
HARP-¢ligible homeowners. In October of
2011, the FHFA announced modifications to
HARP in an effort to increase efficiency and
expand the eligible universe of borrowers who
can henefit from refinancing. The revisions
extended the expiration until December 2013,
removed the 125 percent LTV cap in order o
accommodate more borrowers with negative
equity, and provided additional rep i
and warranty relicf for same-servicer refinances.
These changes seem to have led o increased
HARP refinancing in early 2012 (Chart 5.1.27).

In 2010, the Hardest Hit Fund was announced,
which provides §7.6 billion to Housing Finance
Authorities in the 18 states most affected by
price declines and unemployment as well as

in the District of Columbia. These funds have
been used to develop a range of programs
tailored to their local housing markets,
including mortgage payment assistance

for ployed borrowers, rei




programs, principal reduction, and transition
assistance for borrowers,

In addition o these programs, the government
agencies have made substantial efforts 1o
address loan servicing and foreclosure abuses.
In early 2012, 49 states and the federal
government announced a $25 billion sewtlement
with the five largest loan servicers. Under the
terms of the settlement agreement, servicers
are required to pay §5 billion w0 be allocated to
states, borrowers, and the FHFA. In addition,
servicers are also required to dedicate $20
billion toward various forms of financial

relief to borrowers, including reduction of
principal balances on loans with negative
equity and assistance in refinancing, These
actions complement consent orders and other
actions already being taken by the OCC, the
FDIC, the Federal Reserve, and the FHFA to
address and correct deficiencies in mortgage
foreclosure processing.

Government-Sponsored Housing Enterprises
Government support to Fannie Mae and
Freddie Mac has helped keep mortgage credit
markets functioning, as private securitization
largely remains absent. At the end of 2011, GSE
morigage credit flow accounted for 71 percent
of total mortgage origination (Chart 5.1.28),
considerably higher than pre-crisis levels, with
most of the remaining originations coming
from the Federal Housing Administration
(FHA) and Department of Veterans Affairs
(VA). Residential morigage-backed securities
(RMBS) continue to be issued solely by housing-
related GSEs and Ginnie Mae (GNMA), with
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Chart5.1.28 Mortgage Originations
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negligible issuance of securities by gency
entities (Chart 5.1.29).

The financial pesition of the GSEs has
improved recently. In 2012:Q1, Fannie Mae
earned $2.7 billion income, and it did not
request additional capital support from the
government. In contrast, Freddie Mac reported
anet income gain of $577 million for the same
quarter and is seeking an additional $19 million
in capital from the Treasury (Chart 5.1.30),
Although the loss rate from single-family
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Chart5.21  Aggregate BHC Pre-Tax Income
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loans has been declining, this activity is still

the main driver of losses at the GSEs. As of

March 31, 2012, Fannie Mae and Freddie Mac

reported single-family morigage delinquency

rates of 3.7 percent and 3.5 percent respectively,
it ing the lowest delinquency rates

since 2009,

52  Bank Holding Companies and
Depository Institutions

5.21  Bank Holding Companies

Bank holding companies (BHCs) continue to
enhance their overall sirength with improved capital
and liquidity positions. Both the quality and
amount of capital at BHCs continue to improve due
Lo positive aperating results, capital raising, and
regulatory changes. Mosi of the largesi BHCs have
resumed capital distributions after undergoing stress
testing and capital planning under the enhanced
supervision of the Federal Reserve. However,
revenues at the largest BHCs remain challenged by
general market uncertainly, slowing global growth,
and the low interest rale environment; eredit defoull
swap (CDS) sprends remain elevated, and increases
in pretax income continué lo be driven largely by
noN-TECUrTing ilems.

A majority of commercial banks are owned
by BHCs, which include the bank and any
nonbank subsidiaries such as broker-dealers,
i companies, or insurance ¢ i
As of year-end 2011, there were 4,743 top tier
BHCs in the United States (excluding Puerto
Rico), with aggregate assets of about $174
trillion. Aggregate pretax income in 2011
totaled §148 billion, an increase of 26 percent
from 2010 (Chart 5.2.1).

Capital and Liquidity

In aggregate, capital ratios for BHCs improved
from 2010:Q04 to 2012:Q1, with the tier one
comman capital ratio under current risk-

based capital rules (*Basel I") increasing 1.4
percentage points t 111 percent as of 2012:Q1.
Increases in retained earnings, primarily

from positive operating results, contributed

1.1 percentage points to this increase, while



additional capital raising contributed 0.4
percentage points (Chart 5.2.2),

Far the 19 largest U.S. BHCs, capital ratios
continue to improve from post-crisis levels,

with the aggregate tier one common capital
ratio under Basel [ improving 1.5 percentage
points from 2010:04 10 2012:Q1 10 10.9

percent (Chart 5.2.3). These 19 BHCs also
underwent additional stress testing as part

of the Comprehensive Capital Analysis and
Review 2012 (CCAR 2012). Similar 1o the 2011
exercise, CCAR 2012 was a forward-looking
crass-sectional analysis designed to examine the
capital planning processes at these firms. A key
part of the Federal Reserve's examination was

a supervisory assessment of capital adequacy
under a hypothetical stress scenario, This stress
scenario was intended to help ensure a rigorous
assessment of the BHCs” capital plans and was
significantly more severe than prior stress tests.
For example, one of the macroeconomic factors
used in the stress scenario is the unemployment
rate, which peaks at just over 13 percent for
CCAR 2012—considerably higher than the
comparable stress scenarios in bath the 2009
Supervisory Capital Assessment Program (SCAF)
and the prior year's CCAR exercise (Chart 5.2.4).

In the hypothetical stress scenario, the Federal
Reserve prajected that the 19 BHCs would

have a total of §438 billion in tier one common
capital, implying an aggregate tier one common
ratio under Basel 1 of 6.3 percent at the end of
the nine-quarter projection period—well above
the 5 percent target established in the Capital
Plans Rule issued by the Federal Reserve in
November 2011. The pro forma capital level
under the stress scenario actually exceeded

the BHCs' aggregate tier one common ratio

al the start of the 2009 SCAP, reflecting the
more than $300 billion increase in tier one
common equity at these BHCs since early 2009
(Chart 5.2.5). However, 4 of the 19 BHCs had
one or more projected regulatory capital ratios
fall below regulatory minimum levels at some:
point over the stress scenario horizon.
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Chart5.2.5  Initial and Stressed Tier 1 Common Capital Ratios
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Along with higher capital levels, balance sheets
at the largest BHCs continue to be more robust,
as assets became more liquid and liabilites
more stable following the financial crisis.

In particular, the fraction of assets on BHC
balance sheets consisting of highly liquid assets
is more than two standard deviations above its
average from 1995 to the end of 2011 (Chart
5.2.6). Less reliance on short-term wholesale
funding (Chart 5.2.7), combined with an
increase in core deposits, offers a more stable
and resilient funding base.

Since some of this rebalancing away from
short-term funding across all banks is a result of
flight to quality by wholesale funding suppliers
and since some of the increase in core deposits
may be associated with the expanded FDIC
guarantee that is scheduled w expire at the
end of 2012, the longer-run persistence of these
balance sheet improvements is unresolved.
Moreover, some banks have large amounts of
wholesale funding that are not necessarily fully
covered by liquidity buffers.

For U.S, BHCs with assets less than $50 billion,
the tier one common ratio under Basel [
improved by approximately 16 percentage
points to 12.6 percent over the 2010:Q4 10
2012:0Q1 period, primarily due to capital raising
(1.4 percentage points) and positive operating
results contributing to retained earnings

{1 percentage point) (Chart 5.2.8). These
increases were somewhat mitigated by the
increase in risk-weighted assets that reduced the
tier one common capital ratio under Basel I by

0.7 percentage point.

Many BHCs continue to engage in moderate
share repurchases and dividend payouts in spite
of continued economic uncertainty, forthcoming
higher regulatory capital requirements, and
enhanced regulatory scrutiny. Although many
of the 19 largest BHCs that participated in the
CCAR resumed distributions of capital in the
form of dividends and share repurchases in
2011, U.S. BHCs saw only a slight increase in
dividends and a net issuance of common equity
in aggregate {Chart 5.2.9).



As noted in the Council’s 2011 Annual Report,
the Basel Committee on Banking Supervision
(BCBS) agreed in December 2010 to a further
revised set of capital and liquidity standards
collectively referred to as Basel I11. In June
2012, the Federal Reserve, FDIC, and OCC
invited public comment on three proposed
rules that would revise and replace the agencies’
current capital rules, These proposals would
implement, in the United States, the Basel

I regulatory capital reforms from the BCBS
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on January 1, 2013,

In November 2011, the BCBS released its
framework and assessment methodology to
identify globally systemically important banks
{G-S1Bs) that are subject to an additional
common equity tier one capital buffer ranging
from 1.0 to 3.5 percent of risk-weighted assets.
Eight U.5. BHCs were designated as G-SIB and
would be subject to the higher capital standards
beginning in 2016, with full implementation
by 2019. As with Basel 11 standards, the G-5IB
framework would be incorporated by member
Jjurisdictions into their local capital rules.

Performance
Despite strengthened balance sheets and
liquidity, BHC market indicators have been
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weighed down by concerns around potential
contagion from Europe, among other
vulnerabilities, discussed further in Section 7,
Within the subset of 69 BHCs with assets greater
than $10 billion, aggregate pretax income
increased by 20 percent in 2011 to §138 billion,
but return on asses still remains lower than the
levels that prevailed in the 10 years before the
crisis (Chart 5.2.10). Trading revenue in 2011
was negatively affected by sharply lower client
activity and volumes amid fears of European
contagion and concerns of slowing global
economic growth. Earnings were also adversely
affected by the interest rate environment
characterized by both low short-term rates and
low term premi Furth pproximatel
40 percent of this pretax income for 2011 was
due 1o two non-recurring accounting items: (1)
increased releases of reserves against losses on
loans and leases due to improved credit quality;
and (2) so-called "debt valuation adjustments”
(DVAs), whereby decreases in the mark-to-market
value of a BHC's liabilities is booked as a profit.
Itis unclear to what degree these non-recurring
items will contribute 1o the profitability of U.S.
BHCs going forward, as the pace of reserve
releases continues to decline, and potentially
tightening credit spreads would result in
reversals of these mark-to-market DVA gains.

On June 21, 2012, Moody's announced the
results of its review of the credit ratings of

large international banks with global capital
markets operations. Fifteen global banks were
downgraded, with 10 of these banks incurring a
two-notch downgrade to their long-term ratings;
Credit Suisse was downgraded three notches.
(In addition, two dealer banks, Nomura and
Macquarie, had been downgraded in March.)
These downgrades reflected a re-assessment by
Moody's of heightened uncertainties associated
with capital market operations. However,
Moody's continues to rate more highly those
banks seen to have superior risk-management
capabilities, more conservative funding profiles,
and /or lower reliance on capital markets
activities, These ratings actions were generally
in line with market expectations and with prior
guidance provided by Moody's in February.



Market Indicators

Fallowing the heightened level of duress in
capital markets during the second half of

2011, market indicators for BHCs reflected an
improved investor sentiment and greater risk
appetite in early 2012, These improvements
later receded during the second quarter of
2012, The market capitalization weighted price-
to-book ratio of the six largest BHCs improved
in 2012, but market valuations remained ata
more than 25 percent discount to book value

in July 2012, which is below both the pre-crisis
level and the average level over the past 12 years
(Chart 5.2.11). In late 2011, an equally weighted
average of CDS spreads for the six largest
BHCs reached levels Jast seen during the crisis,
Spreads remain elevated relative to early 2011
levels (Chart 5.2.12).

522 Insured Depository Institutions
Performance within the commercial banking
industry continues to ebound, coimciding with the
general improvement in eredil quality within the
ecomomy. Despite the rate of bank falures declining,
the commercial banking sector has become more
concentraled, as larger banks have seen higher levels
of profitabulity and rebounded faster post-crisis.

Insured Commercial Banks and Savings
Institutions

The banking industry is composed of more
than 7,300 commercial banks and savings
institutions. OF these, approximately 6,600
institutions have assets under §1 billion, 88
institutions have assets between $10 billion and
$100 billion, and 19 institutions have assets over
$100 billion. Failures, mergers, and a decline in
chartering activity have contributed to further
consolidation over the past several years.

Failures of insured depository institutions
continue to decline from crisis levels, as 92
institutions representing $35 billion in assets
failed in 2011 (Chart 5.2.13). An additional

31 insured institutions have failed thus far in
2012 (through July 6) representing $7.6 billion
in assets. As of March 31, 2012, some 772
institutions, accounting for 10.6 percent of all
institutions, were on the FDIC's problem bank
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Pretax net income for U.S. commercial banks
and savings institutions totaled $169.3 billion
in 2011, representing a significant increase
over 2010 and a continuation of the rebound
following the crisis. A rebound in credit quality
with the associated reduction of loan loss
provisions and other exp inues to
drive the improvements in pretax net income
since 2009 (Chart 5.2.14). Although the largest
institutions and community banks benefited
from reductions in loan loss provisions,
community banks have experienced a smaller
increase in net revenue than large banks. In
addition, community banks continue to deal
with credit problems associated with relatively
outsized concentrations in the commercial
real estate sector, which remains depressed
(Chart 5.2.15).

Credit Unions
The number of credit unions declined to
7,094 institutions by year-end 2011, down
from 7,339 at year-end 2010, This 3 percent
decline in the number of credit unions is in
line with recent trends. As in other parts of
the banking system, assets in the credit union
system have become more concentrated, with
the top 100 credit unions increasing their
share of total credit union assets 1o 39 percent
(Chart 5.2.16). Corporate credit unions—
which provide critical services to the broader
credit union system—are consolidating and
deleveraging as they refocus their business
maodels on providing operational support to
consumer credit unions, raising capital, and
ljusting to the new regulatory envi
As of year-end 2011, there are 24 corporate
credit unions with $34 billion in assets—a
decline from 27 corporate credit unions with
$96 billion in assets in 2007,

The credit union system experienced an

Source: NCUA

201% FSOC 1 Annwal Report

2008 an

proved return on assets (ROA) in 2011 of 67
basis points, an increase from 50 basis points
in 2010, Improved credit conditions were the



primary driver behind the provision for loan
losses declining from (.8 percent of assets in
2010 to 0.5 percent of assets in 2011 {Chart
5.2.17). Aggregate net income increased to $6.3
billion, a 39 percent improvement from 2010.
Overall loan levels within the credit union system
rebounded by 1.2 percent to $571 billion after
experiencing a decline of 1.4 percent in 2010. In
2011 loan growth was driven by increases in real
estate, credit cards, and auto loans.

Profitability continues to vary based on the size
of the institution, with smaller credit unions
historically lagging behind larger credit unions.
The industry still faces some uncertainty over
future losses associated with failed corporate
credit unions; with future resolution costs
projected to total between $2.7 billion and §6.0
billion over the coming years, these assessments
are not likely to curtail industry growth and
profitability. Larger concerns for the industry
are challenges related 1o the Jow imerest

rate environment and managing through a
transition into a higher rate environment. As
Chart 5.2.18 shows, fixed-rate real estate asa
share of loans and long-term assets as a share of
assets have risen over the past several years,

523 U.S. Branches and Agencies of

Foreign Banks

US. branches and agencies of foreign banks support
lending activity in the United States, bul also tend
o rely om & funding mix thal is less stable than thal
of most U.S. commercial banks. These branches and
agencies are sensitive to the funding and ligidity
needs of their parent organizations and depend on
access to uninsured deposits that pose a heightened
flight risk. Stresses on parent banks and comsivained
access (o shortterm dollr funding impinged on
branch lending and investment in the Uniled States
auer the past year, especially by the Evropean branches
and agencies.

In addition to the U.S. BHCs, foreign bank
families have a large presence within the United
States. Together, the U.S. branches and agencies
of foreign banks account for close 1o §2 wrillion
of banking assets, over 15 percent of total U5,
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Chart 5,219 1.5, Branches and Agencies of Foreign
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perations of branches in the United States,
with a mix of targeted investment and asset
strategies and a range of different funding
approaches. On average, branches and
agencies generally dedicate about 30 percent
of their balance sheets to loans, but can differ
substantially in the composition of their lending
across commercial and industrial (C&l) activity
versus other U.S. domestic customers. Direct
C&I loans outstanding by these banks, which
represents a major source of financing for U.S.
businesses and investment projects, has been
as high as $365 billion, but more recently has
fallen closer to $260 billion, out of total loans
of over §500 billion (Chart 5.2.19). Other
securities held as assets have risen sharply
from about §300 billion pre-crisis to closer to
§1 trillion by 2012:01. Some of these branches
and agencies also send dollar flows to their
parent organizations and related affiliates,
as indicated by the levels of Net Due from
Related Depasitory Institutions in the balance
sheet decompositions in Chart 5.2.19. These
flows support dollar lending and investment
activities in the United States and elsewhere.
Furopean parent banks in particular have
actively used their branches to source dollar
funding. Outstanding positions vis-d-vis parent
banks currently are a smaller percentage of
branch and agency assets than at any point in
recent history.

The liability side of balance sheets of the U.S.
branches and agencies of foreign banks also has
bearing on financial stability (Chart 5.2.20).
Mast of these U5, branches are not allowed to
offer deposits insured by FDIC and thus lack
access 1o the stable source of funds represented
by households' checking, savings, and other
transaction accounts, Instead, money market
funds and other noninsured deposits provide
the majority of funding for these institutions.
When such funds and depositors withdraw
from particular banks, which occurred in the
summer of 2011 when European banks were



viewed as particularly risky, it can destabilize
the balance sheets of those banks, leading to
deleveraging or potential reversals of support
to the parent organization. (See Box H:
Money Market Fund Responses to Euro Area
Uncertainty.) Such dynamics are masked, 1o
some extent, in the aggregate statistics, as
these deposits may be reoriented to other U.S.
branches and agencies. However, the recent
increases in Net Due to Related Depository
Institutions shows a greater degree of support
from foreign parent banks than previously
had been the case, as investments are made
{0 maintain the presence of these banks in
U.S. asset classes and reduce contractions of
lending activity and asset sell-offs that could
otherwise occur.

53  Other Financial Institutions

531  Insurance

Despite o substantial nel decling in income in 2011,
capital levels within the insurance industry improved.
The life insurance industry continues lo play a
significant role in long-term funding of assets through
the investmenl of premaum income. The low interest
rale environmenl has proved challenging for life fife
msurers fo generate sufficent snvestment returns lo
meel high guaranteed benefits promised in frior years,
Property and casually insurers faced historically
higher catastrophe losses that impeded performance

in 2011

For life insurance companies, which sell
retirement products such as traditional life
insurance contracts and annuities, book capital
grew modestly, despiie net income declining

by over 50 percent or $13.6 billion in 2011
compared to 2010 (Chart 5.5.1). The spread
between the yield that life insurers earn on their
investments and a measure of the interest rate
necessary 1o maintain policyholder reserves,
also known as the required interest rate, has
narrowed since 2007 (Chart 5.3.2). If this spread
had stayed at 2007 levels, net income would have
been $13.0 billion higher during the period
from 2008 through 2011—§1.2 billion higher in
2011 alone.
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Chart5.3.3  Commercial Mortgage Origination by Lender Type
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The low interest rate environment poses a
significant challenge for life insurers with
sizable blocks of liabilities incorporating
embedded interest rate guarantees, such as
annuities or universal life insurance policies.
The industry has reduced its minimum
guarantees over time, but products sold when
interest rates were higher represent a continued
drag on profits, The share of life and annuity
product account values subject to a minimum
guaranteed rate of return of 3 percent or
higher fell from 20 percent to 10 percent

over the 2006-2010 period, but more than 40
percent of account values were still subject 1o

a minimum guaranteed rate of return of 3.5
percent or higher in 2010, Life insurers have
exited selected markets due to the inability

to meet the minimum guaranteed returns
associated with the underlying products in this
low rate environment. Of note, life insurers
have increased their use of non-traditional
investments, such as hedge funds and private
equity, perhaps as a response to the low interest
rates that currently prevail.

The role of the life insurance industry in
funding new commercial mortgages has
increased since the collapse of conduit activity
in 2008, Life insurers funded roughly 25
percent of new commercial mortgages in 2011,
compared to 10 percent in 2007 (Chart 5.5.3).
Although the industry is playing a larger role
in financing new loans, commercial mortgages
as a share of total life insurance assets have
decreased modestly from 2007 1o 2011 1o less
than 1 percent of assets,

Property and casualty insurers, who sell
insurance on homes, cars, and businesses,

are less affected by the low interest rate
environment hecause they underwrite shorter
duration liabilities without embedded inerest
rate guarantees. However, property and casualty
insurers were pressured by large catastrophe
losses in 2011. Insured catastrophe losses were
§33.6 billion in 2011, 135 percent higher than
in 2010 and exceeded only by the extraordinary
losses associated with Hurricane Katrina in
2005. Property and casualty assets fell slightly



during 2011, although book capital levels were
largely unchanged despite a 46 percent decline
in net income from 2010 10 2011 (Chart 5.3.4).

532  Money Market Funds

Total money market fund (MMF) assets declined
over calendar year 2001, reffecting low yields and
eancerns over European exposures. Low rates also
seduced revenue flows Io fund managers. Substantial
redemptions from MMFs in the summer of 2011 in
response lo heightened financial marke! uncertaily
associated with euro area stresses and federal budget
negotiations in the United States illustrates the
extent to which MMPFs are still subject o pro-cyclical
redemption pressures,

Total U.S. MMF assets declined from $2.80
trillion at year-end 2010 to $2.56 wrillion as of
May 2012. Prime MMF assets declined from
$1.62 willion to $1.42 trillion, while government
and Treasury MMF assets increased from $835
billion 1 $872 billion during this period.
Tax-exempt funds also declined from §330
billion to $272 billion (Chart 5.3.5). During
July and August of 2011, there was significant
redemption activity due to the European debt
crists and the political uncertainty in the United
States leading up to the debt limit extension

in early August 2011. Between the end of May
and the end of August 2011, prime MMF assets
fell by more than $160 billion (9.8 percent)
(Chart 5.3.6), with some funds diminished by
as much as 50 percent over this period. Prime
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Chart5.3.4  Property and Casualty Insurance: Capital and income
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fund bank holdings in France continued to
decline through the end of 2011, (See Box H:
Money Market Fund Responses to Euro Area
Uncertainty.) Since that period, prime MMFs
have bolstered their liquidity levels to better
handle redemptions, with daily liquidity levels
ranging from 26 percent to over 30 percent and

weekly liquidity levels holding at over 40 percent

in late 2011 and early 2012 (Chart 5.5.7). MMFs
also reduced maturities since the summer of
2011, with the weighted average life for prime
MMFs falling to around 70 days (Chart 5.3.8).

Chart5.36 Institutional vs. Retail Money Market Fund Assets
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Chart5.3.7  Prime Funds Liquidity
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The low interest rate environment also affected
revenues of MMF managers. Total expense
ratios for MMFs have fallen from 49 basis points
to 25 basis points for retail MMFs and from 26
basis points to 18 basis points for institutional
MMFs from 2009 to 2011. This significant drop,
particularly among retail MMFs, is primarily
due to fee waivers by MMF sponsors to preserve
a positive net vield for MMF investors. As

the extended low interest rate environment
continues to put pressure on MMF yields, some
MMFs have shown a willingness to take on

folio risk (Chart 5.3.9), which
increases MMF gross yields and offsets the
pressure to provide fee waivers. Thus, while
on average MMFs have shown a decreased risk
appetite in 2012, some funds have sought to
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As of year-end 2011, there were 4,679 domestic-
and foreign-owned BDs operating in the United
States. Coinciding with a sharp decline in
leverage within the industry, assets held within
the U.S. BD industry fell sharply to $4.8 trillion
at 2012:Q1—a decline of 25 percent since 2007
(Chart 5.3.10).

The U.5. BD sector is relatively concentrated; at
year-end 2011, 60 percent of industry assets were
held by the top 10 BDs, the largest of which

are affiliated with foreign banks and domestic
BHCs. By contrast, the top 10 independent BDs
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T 1 only 6 percent of industry assets. In
late 2011, the third largest independent BD, MF
Global, filed for bankruptcy. (See Box D: MF
Global Bankruptcy.)

Aggregate pretax income declined by 39
percent in 2011 to §14 billion, as trading
revenues declined sharply (Chart 5.3.11).



5.34  Specialty Lenders

Specialty lenders continue to play a eritical role in
providing credit to those markets not served by the
traditional banking indusiry and providing necessary
funding in cerlain segments of the martgage markets.

The specialty lending sector is composed of
awide range of entities, ranging from real
estate investment trusts (REITs) who invest
amajority of their capital in mortgage and
mortgage-related holdings, to captive finance
arms of major manufacturers who facilitate
the financing of the parent firm’s products,

As of April 2012, specialty lenders owned
approximately $654 billion of consumer loans,
$330 billion of real estate loans, and §434
billion of business loans. Aside from consumer
credit revolving loans and retail business loans
(Charts 5.3.12 and 5.3.13), specialty lenders
experienced a slight decline in loan balances
across a wide variety of loan categories, which
was consistent with overall trends in the
traditional banking industry.

As the GSEs have reduced their investment
portfolios, REITs have been a rapidly
growing source of investment capital for
agency mortgage-backed securities (MBS).
As of 2012:01, REITs held $299.4 billion of
agency MBS, a 109 percent increase from
2010 and roughly five times pre-crisis levels
(Chart 5.5.14).

535 Investment Funds
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BOXD: MF GLOBAL BANKRUPTCY

MF Global Holdings Ltd. (MFG) and MF Global Finance
USA Inc. filed on a consolidated basis for relfief under
Chapter 11 bankruptcy protection on October 31, 2011,
Of particular interest in the United States was the jointly
registered broker-deater (BD) and futures commission
merchant (FCM), operating as MF Global In., which
entered liquidation proceedings under the Sscurities
Investor Protection Act (SIPA).

The jointly registered BD-FCM was a clearing member
at several domestic central counterparty (CCP)
clearinghousas, including the Chicago Mercantie
Exghange (GME), the Options Clearing Corporation, and
National Securities Clearing Corparation (NSCC). The BD
was also a primary dealer in govemment securities with
the Federal Reserve Bank of New York. The BD-FCM
conducted business for its own account, as well as for
customers.

A series of events led to the bankruptcy of MFG.
Batween March 2010 and March 2011, MFG entered
into repurchass agresment transactions collateralized to
maturity with European sovereign debt securities. During
2011, the company cantinued its aimost uninisrrupted
series of quarterly operating losses (9 of 11 quarters
through September 2011) that resulted partly from
funds. On October 24, Moody's downgraded MF Giobal

Heldings Inc., citing exposure to European sovereign debt,

high leverage, and its ikely inability to achieve financial
targets. The following day, MFG announced a $192
million quartery loss. MF Global Holdings Inc.'s debt was
subsequently downgraded fo junk. Industry obiservers
befieve that the ratings downgrade also precipitaled the
lowering of the collateral advance rale on the term I

malurity repurchase agreements, prompting a margin call,

The earnings raport and credit-rating downgrade also
impacted MFG's liquidity, as certain counterparties and
clearing organizations assessed their credit exposure to
MFG and imposed increased collateral reguirements.

On the day of the bankrupicy, the compary did nat
default to the CME, the Options Clearing Corporation,
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or NSCC. However, later on the same day, the company
reported a shortfall In cuslomer-sagregated assets.

The full extent of the shartfall in commoadities customer
funds will not be known unti the Trustes managing MFG's
liquidation completes its efforts to recover assets and
finalizes the customer claims process. The Trustee has
distributed approvimatety $3.9 billion o date to customers
who were frading primarity on U.S, futures markats. This
represents approwamately 72 percant of such customers'
account balances. The Trustee also received the approval
of the Bankruptcy Court on Aprl 26, 2012, fo distributs
up to an additional $685 million, including $600 milion
to customers with claims for accounts trading on U.S.
contract markets.

The Trustee, howsver, has stated that there is an
approvimate $1.6 bilion gap between the value of the
Trustes's estimate of potentially allowable commodities
claims and the assets that are cumently under the
Trustee's control. A significant component of the gap in
customer funds is atiributable to approximately $700
million of customer assets that were deposited with

MF Global UK Limited, an MFG affiliate in the United
Kingdom, for trading on non-U.S, markets. The Trustee

is disputing the treatment of thess funds under English
law with the Joint Special Administrators of MF Global
UK Limited, and the ikefihood of such assels being
repatriated is uncertain at this time and is expected to be
subject to future litigation or further United Kingdom court
action. In addition, multiple federal agencies are reviewing
the circumstances surrounding the transfers of manies
out of segregated bank acot
certain transfers that occurred during the week prior to
the bankruptcy filng).

(particularry

An SIPC-ad Equidation was initiated on October 31. The
firm had 200 to 300 securities accounts totaling less

than $500 millon in assets and over 38,000 commodity
customer accounts totaling over §7 billion, The SIPA
Trustee managing the liquidation is responsible for retuming
customers’ property as quickly as possible, including
both secuities and commodities customers. As stated
previously, approximately 72 percent of U.S. segregated



customer property has been distributed to commodities
cugtomers trading on LS. designated futures markets as
of April 25 on a pro rata basis. As a result of a distribution
of funds recently approved by the bankruptey court, that
number should increass to over 80 percent.

The missing customer money highlights the issue of
customer protection for commodities accounts. FCM
accounts at custodians that contain customer property
are under the control of the account holder, the FCM,
FCMs routingly keep substantial amounts of their own
capital in their customer accounts in order to protect
against any possibility of a shortfall in customer accounts
that may result from daily market moves, margin
requirements, and oiher activity. Accordingly, it is criical
for custodians to monitor the transfer of any money out of
segregated accounts.

The CFTC has taken steps to enhance cusiomer
protection. In December 2011, the CFTC amended its
requlations goveming dervatives clearing organizations
(DCOs) and FCM investment of customer funds. Among
other things, the CFTC sliminated from the list of
permitted invesiments BD-FCM in-house transactions that
are the economic equivalent of repurchase agresments,
repurchase ag with affilates, corporate notes
and bonds that are not federally guaranteed, and foreign
sovereign debt instruments. The amended reguiations
also imposed asset-based concentration kmits and repo
counterparty concentration limits, in addition to:mandating
stricter issuer-based concentration imits than had been
applied previously.

The CFTC has also issued a new rule for customer
segregation of cleared swaps, called legal segregation
with operational commingfing {LSOC). Under this model,
each FOM wil provide the DCO with position and
coflateral valuation information at the customer account
level, The DCO can hold customer collateral provided by
FCMs in the same commingled manner as it holds margin
assets for exchange traded products, In a situation of
“double default,” where ihe default of an FCM customer
causes the FCM to defauit to the DCO, the DCO would
be able to then identify and access the collateral of the
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defautting customers of the FGM but not the collateral of
the non-defaulting customers, as is parmitted today with
exchange-traded futures. :
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Chart5.3.13 Business Loans Outstanding note, the strong asset growth rates in high-
. i e yield funds (17 percent growth rate, relative to
18 _ is 2011 year-end net assets) and emerging market
o | = is bonds (35 percent growth rate) over this period
» = may reflect investor preference for yield among
12 vl Raks 12 lower volatility fixed income products (Chart
3 i 5.3.16). In contrast, U.S. equity funds had
ok 3 net outflows of $86 billion, with net monthly
i Finance Comparies & " outflows since May 2011,
04 ; 04 .
oz ll 5 Pension Funds
oo U | S As of the fourth quarter 2011, the combined
001 W03 W05 WY mee aAM assets under management of private and public
ooy il e m«?ﬁmﬁm pensions were over $15.3 wrillion (Chart 5.3.17).
Both public and private defined benefit plans
remain significantly underfunded relative
Chart5314. Real Estate Investment Tust (REI) Assels 10 the present value of their liabilities due to
inadequate past contributions, low interest
a;:"m Entm: 210 P":* rates, and losses incurred in 2007 and 2008.
I Norageracy (Private-Label) Morigages (ef axis) As of year-end 2011, public defined benefit

" Mmfm?wmwm] plans were only 76 percent funded, while

e 2 00 Tl i ey 8 private defined benefit plans were 79 percent
funded (Chart 5.3.18). Some private pension
funds have received contributions to make up
shortfalls or have been able to adjust their plans

to reduce future outlays.

A number of state and local pension funds
continue to grapple with structural shortfalls
between their assets and liabilities. While
these pension funds face pressure to reduce
their expected return assumptions, many
are reluctant to change assumptions in a

meaningful way, reducing expected returns
Chart 5.3.15 Mutual Fund Flows by Asset Class (2011 0 201201) by only 25 to 50 basis points over the past
Bilions of USS End Date: 2012 Q1 Bmcrsciuss  three years, Currently the median assumed
20 %0 expected return across public plans is 8
E | percent, while private sector estimates of
s 50 returns are closer to § percent.
100 100
5 & Over the past three years, many states and
0 L 0 localities have increased efforts 1o address
bl I B long-term pension funding issues by curtailing
400 400 benefits and increasing employee contributions,

@P ,,a*’f f qf Qd“b f among other measures. Analyst views on the
&f & f & impact of these changes on pension funding
profiles differ, with some viewing them as
Source: Momingsiar “Nole: Inciudes sectors siock fuds win nflexgoswe.  positive for long-term plan sustainability, while
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others regard them as insufficient to address
medium-term funding needs. To reduce fiscal
pressures, state and local pension funds may
seck to further curtail benefits for current
and future retirces or seek increased financial
support from their respective sponsors. If
successful, these developments could lead to
lower expected payouts for employees, reduced
services, higher taxes, or some combination of
all three. However, public pension benefits are
often legally guaranteed, and amending them
remains challenging.

Private Equity Funds

US. private equity assets under management
increased 1o §1.7 trillion in 2011 (Chart 5.3.19).
The growth in assets continued to be supported
by allocations from institutional investors such
as pension funds, which comprise 43 percent uf

b,

U.8, private equity capital. Althoug g
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Chart 5,316 Mutual Fund Taxable Bond Flows (2011 to 2012 Q1)
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Chart5.3.17 Retirement Funds by Type
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buyouts and venture capital account for over
half of private equity assets under management,
advisers continue to diversify their investment
strategies into areas such as real estate, natural
resources, distressed assets, and emerging
market opportunities (Chart 5.3.20).

The high volume of fund-raising and robust
deal activity that signified pre-crisis private
equity activity created the conditions that
currently prevail, with advisers now focused

on exiting existing investments and deploying
committed capital. Given the constrained initial
public offering (IPO) environment and tepid
mergers and acquisitions activity amid ongoing
ecanomic uncertainty, private equity firms are
focused on realizing returns on historically

) -
PN Private Defined Coninbution Pians I Federst
I Private Defined Benefe Plans [N Stae and Local
1 | E Indhidial Accounts

]
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Chart5.3.18 Public and Private Pension Funding Level

Perzant End Date: 2011

high levels of existing portfolio i
They are also seeking investment opportunities
for over $300 billion in undeployed capital
commitments stemming from record

levels of fund-raising from 2005 to 2007,

(See Char 5.8,19)

Hedge Funds

Institutional investors continue to be interested
in hedge funds as an asset class in part because
of the perception that the correlations between
hedge funds and broad asset classes are low.
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Source: NASRA, Goldman Sachs Assel Management
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Chart5.319 U, Private Equity AUM

At year-end 2011, assets managed by hedge
funds were approximately $2.13 trillion, which
p a 3.5 percent increase from year
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2010. This growth in assets under management
primarily reflected inflows, rather than fund
performance in 2011 (Chart 5.3.21). In fact,
hedge funds had lackluster performance across
the major strategies for the calendar vear
(Chart 5.3.22). Similar to other investment
options, hedge fund performance has
rebounded slightly in early 2012,

Following the crisis, institutional investor
preferences for larger, more established funds
with longer track records led to a greater
concentration of industry assets at larger
firms. This trend continued through 2011 and
into 2012 as larger funds benefitted from the
perception of increased stability.,

Exchange Traded Funds

Exchange traded funds (ETFs) remain a
popular means of achieving exposure (o various
market indices, as evidenced by their continued
growth in terms of product launches and asset
growth (Chart 5.3.23). In 2011, the number of
U8 listed ETFs grew by 28 percent to 1,353
products, and ETF assets grew by 6 percent to
$1.06 wrillion. Compared to 2010, net inflows

in 2011 remained flat at $121 billion with
higher concentrations of funds moving into
ETFs with taxable bond, U.S. stock, and sector-
specific strategies.

The U.S, ETF market remains populated
predominately by passively managed

products that track widely followed indexes

in equity, fixed income, and commeodity
markets. Recently, alternative index strategies
have emerged as ETF providers adapt to

an increasingly saturated market. These
“fundamental indexing” producis rebalance
their holdings according to proprietary
methodologies that seek to extract value that is
either not captured, or is obscured by, existing
index construction. For example, among equity-
based ETFs, such products may focus on lower
volatility, lower beta to the broader market,
higher earnings quality, higher dividend yield,
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and so forth. On arelated note, fixed income s orart 5,322 Hedge Fund Performance by Strategy
widely viewed by industry observers as a likely

avenue of growth for passively managed funds, Fd e a2 W

In addition to the growth of fundamental
indexing, actively managed ETFs are cited

by some as a potential new avenue for the
ETF industry to grow. ETFs are required 10
disclose their holdings daily, while traditional
mutual funds generally disclose their holding n [ sersn0
quarterly. The requirement for daily disclosure : 3

is a matter of concern Lo some active managers, ﬁ,bq@if& ‘i@#& ‘i&f‘;‘f jﬁf j
who fear the exposure of their strategies in f @éf & ¢

the ETF structure may adversely affect the
values of their funds. However, 2012 has seen
notable launches of and filings for new actively
managed ETFs, particularly for fixed income

products, indicating that active management Chart5.3.23 Growth I ETF Assets and Number of Funds
may indeed overcome the disclosure issue.
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Despite the continued robust growth of the
global ETF market, market participants remain 1000
to s0me | ial risks pertaining to i

ETFs, which may not yet be fully understood. In
particular, some market participants continue 600
a0
0

ibar of Fund |

to highlight the synthetic ETF structure asa
potential transmission mechanism for risks
between the United States and European
financial systems. A synthetic ETF generates A
the return of an index through a total return 2002 2003 2004 2005 2006 2007 2008 2009 2010 201
swap with a bank, whereas a “physical” ETF
holds the actual index constituents. Synthetic
ETFs are common in Europe but notin the
United States. Synthetic ETFs may manage

to track indexes with lower trading costs and
lower tracking error—particularly for less
liquid markets—compared to an ETF. However,
despite their potential advantages, some market
participants continue to voice concerns over the
potential for this structure to amplify financial
market stresses in the event that a bank
engaging in swaps with a synthetic ETF sponsor
should be unable to meet its obligation. In
addition, the emergence of new types of ETFs
and similar products, such as leveraged and
inverse-leveraged ETFs, actively managed ETFs,
and ETFs based on very particularized asset
classes, is a growing trend in the marketand a
focus of regulators.

Source: Momingstar
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BOXE: CURRENT STATUS OF REMAINING STABILIZATION FACILITIES

INAUGURATED DURING THE CRISIS

During the crisis, various federal agencies set up facilties
to help stahilize the financial system when private market
functioning was seversly disrupted. Whik several of these
facilities stil hold net balances, most have been wound
down in & manner that profects tha U.S. taxpayer.

Troubled Asset Relief Program Bank Support Programs
Key parts of the federal government's regponse to the
financial crisis were camied out by Treasury under the
Troubled Asset Relief Program (TARF), Among several
TARP programs targating the banking system, the largest
was the Capital Purchase Program (CPF), under which
Treasury invested appraximately $205 bilion in over 700
banking organizations. The CPP is now closed. As of June
29, 2012, rapayments—alang with interest, dividends,
and other income—exceeded the oniginal disbursement.
Treasury estimates that the total gain to taxpayers from the
$245 bilion disbursad under all bank support programs
under TARP will ultimatsly exceed $20 bilion (Chart E.1).

ChartEl  TARP Bank Support Program Status
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Source: LS. Department of Treasury
Temporary Liquidity Guarantee Program

The federal govemment's response to the financial crisis
also inciuded the FDIC's Temporary Liquidity Guarantee
Program (TLGP). The Transaction Account Guarantee
[TAG) portion of the TLGP guaranteed deposits in
dapository institutions. The TAG expired on December
31, 2010. Section 343 of the Dodd-Frank Act, which
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for non-interest-bearing transaction accounts beginning
December 31, 2010, is scheduled to expire December 31,
2012. As of March 31, 2012, $1.3 trillion in non-interest-
bearing accounts at over 7,000 institutions exceaded the
basic coverage imit of $250,000 per account but was fully
insured by temporary coverage. Under the TLGP, the FDIC
guaranteed newly issusd senior unsecured debt of insured
depository institutions, their holding companies, and certain
affifates. No new debt can be guaranteed under the TLGR,
but approximately $109 bilion in guaranteed debt remained
outstanding as of May 31, 2012,

Term Asset-Backed Securities Loan Facility

The Term Asset-Backed Securities Loan Facility (TALF),
which the Federal Raserve and Treasury began operating
in 2009, was created to help markst participants mest

the credit needs of households and small businesses by
supporting the i of asset-backed securilies (ABS)
collateralized by certain consumer and business loans.
Under the TALF, the Federal Reserve provided eligible
borrowers with three-year and five-year non-recourse loans,
collateralized by ABS.

In total, §71 bilion in loans were provided under the TALF,
but many wera repaid early. The outstanding amount of
TALF loans fell from $24.7 bilion at the start of 2011 to
$5.3 billion as of June 20, 2012 As of the end of March
2012, all cotiateral pledged against outstanding TALF loans
maintained their AAA ratings, and all loans were performing
s scheduled, Treasury comimitted to provide the Federal
Reserve up to $20 bilion under TARF in credit protection for
the TALF. This amount was later reduced to $4.3 billon in
July 2010 and subsequently reduced to $1.4 bilion in June
2012, Treasury expects toincur no losses on this balance.

Maiden Lane LLC

Qutside of and prior to TARP, the Federal Reserve Board
authorized the Federal Reserve Bank of New York (FRENY)
to form Maiden Lane LLC (ML LLC) to facllitate the merger
of Bear Steams with JPMorgan Chase (JPM). The Federal
Reserve Board authorized FRBNY to extend credit to

ML LLC, which it did through a $28.8 bilion senior loan,



to partially fund the purchase of certain assets and
associated hedges from Bear Steams. As of June 14,
2012, ML LLC fully repaid th loan including interest) made
by FRBNY,

Assistance to American International Group

The Federal Reserve Board and the Treasury provided

a coordingted response to alleviate capital and quidity
pressures on American International Group (AIG). At its
peak, the amount commitied fo support AlG through
FRENY and Treasury was approximately $180 bilion.
FRENY support included a secured revolving credit faciity
to AlG, as well as the formation and extension of credit to
Maiden Lane Il LLC (ML 1) and Maiden Lane Ill LLC (ML I,
To date, all of FRBNY's loans to AIG and to MUl and ML Il
have been repaid with inerest.

As of June 29, 2012, only Treasury's TARP investment
in AIG remained oulstanding. The $30.44 bilion unpaid
balance Is less than the $34 bilion market value of the
AIG common stock that Treasury holds. This stake and
FRENY"s residual interest in assets held by ML il and ML
Il hoidings related to FRENY's investments in AIG are
Tkely 1o produce an additional profit for the U.S. public
(Chart E.2).
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market by purchasing mortgage-backed securities (MBS)
ssued by Fannis Mae and Freddia Mac. In 2008 and
2009, Treasury purchased MBS on the secondary market
at a cost of $225 billion and completed the lquidation of
these hokiings in March 2012, The proceeds of salss,

in addition to principal and interest received, wers $250
hillon, exceeding the program's cost by approximately
$25 bilion,

Auta Industry

Treasury created the Automotive Industry Financing
Program (AIFP) in December 2008 to prevent &
significant disruption of the LS. automative industry
because of the risks such a disruption could pose to
financial stability and the LS. economy, Under the AIFF,
Treasury invested approximately $80 bilion in General
Motors (GM), Chirysier, and their respective financing
ams. As of 2012:01, GM and Chrysler, after substantial
reorganizations, reported nine and five consecutive
profitable quarters, respectively,

Treasury has made substantial progress towerd exiting
ts investmants in automotive companies and continues
to monitor the performance of these firms and evaluate
options to exit its investments. As of June 30, 2012,

Treasury's i it in GM stood at $23.39 bilion and

NG Investments Committed and Retumed
As OF 202012
]

ChartE2
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prices appled 1o 27-Jen-12 portioliy

Mortgage-Backed Security Purchase Program
Using its authorities under the Housing and Economic
Recovery Act of 2008, Treasury supporied the housing

in Ally Financial at $13.75 bilkon. Treasury has fully exited
its investment in Chrysler and Chrysler Financial, which
resulted in & $1.3 bilion loss unlikely to be fully recovered,
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Chart5.4.1  Average Trade Size—U.S. Equities
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54  Financial Market Infrastructure

541  Electronic Trading of Exchange-Traded
Instruments

Technalogy has dramatically changed the market

Sfor exchange-traded instruments, with the growih

i comprulerized trading algorithms resulting in
smaller trade sizs, higher volumes, and potentiall
maore complex trading stralegies. At the same fime,

a proliferation of rading venues oulside tradilional
exchanges has resulted in incrensed fragmentation of
equities markets and could have broader implications
[or the financial systenn.

Advances in computing and communication
technology, along with regulatory changes, have
transformed electronic trading, High-speed
computerized trading has been a hallmark of
modern equities, futures, and foreign exchange
markets and has spread in recent years to
markets for derivatives and fixed income
instruments. Computerized trading is used to
facilitate a wide array of activities, including
automated order routing and so-called high-
frequency trading, (See Box F: Algorithmic and
High-Frequency Trading.) A vast expansion of
market data supports these activities.

Along with decimalization of U.5. equity and
equity options markets, electronic trading has
resulted in smaller tick sizes and decreasing
trade sizes. In particular, a common use of
computerized trading algorithms is to split
trades into multiple smaller transactions. As
seen in Chart 5.4.1, average size per trade

in U8, equities markets declined 81 percent
since 1997, while volumes increased more than
500 percent through May 2012. This practice
of trade splitting has become increasingly
evident over the past 15 years, lis likely
purpose is to minimize the price impact of
trading, but decreased trade sizes may also be
a component of more complex computerized
trading strategies. '

More generally, liquidity has been fragmented
among various equity trading modalities,
including exchanges, aliernative trading
systems, broker-dealer internalizers, and
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so-called “dark pools.” The latter are trading Chart5.42  Average Daily Voiume Shares by Venue
systems that are not openly available 1o the

publicin which buers and sellers subiit orders "o Fod ikt M 012 e
anonymously, with neither order size nor price = &
revealed publicly unil the trade has been nF
completed. In May 2012, almost a third of al j ST A -
trading in the equities market occurred outside b ity
exchanges in such dark pools and broker- . ®
dealer internalizers, where customer orders by Ty i
are matched against each ather or against % ;:;“tmmw u
proprietary orders of the internalizing broker- Ll T e e
dealer (Chart 5.4.2). L T
- J
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Sourcs: Tabb Geoup
competing for market share in an environment
of narrowing spreads, lower commissions,
greater competition, and declining share
volumes, Specifically, average daily volume of
U.S. shares trading has declined 20 percent SRS g s LU
since a peak of 9.82 billion shares in 2009 to o Ed Do 202 ovinee _—

7,83 billion at the end of 2011 (Chart 5.4.3).
Also noteworthy is the growth of trading in 10 10
the Asia Pacific region. From 2000 through
2009, Asia’s share of global trading more than
doubled (Chart 5.4.4). This growth in Asian
trading is a by-product of the rapid economic St g
growth in this region, with a concomitant
growth in demand for financial services.
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542  Wholesale Payments and Settiements L T A TR TR T
Activity within the wholesale payments utilities has
rebounded as both volumes and values continue

to increase singe the crisis, Robustness for the
lagest of these utilities,the Feduwire® Funds
Service, has improved, with earlier sefilement times
and reduced operational risk. In addition, new Chart 5.4.4  Regional Market Share of Trades

and more demanding international siandands Peroeet End Date; 2011 Pacent
have been released or large value payments and -

seltlement wtilities, as well as for other financial
market infrastruchires.

Source: Tabh Grow

The major wholesale payments utilities 2
supporting U.S, financial markets are the &
Fedwire Funds Service, a real-time gross “
settlement system operated by the Federal
Reserve Banks, and the Clearing House o
Interbank Payments System (CHIPS), a ] 0

; d W00 2 WM 06 08 200
continuous net seitlement system operate ki Yeaes 2000.5008 i - v
by The Clearing House Payments Company Seurce: WFE deals. Yoars 2000-2011 includa only electrani deals.
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BOXF: ALGORITHMIC AND HIGH-FREQUENCY TRADING

Advancements in technology have had a profound effect
on trading, as activily has become faster, more compiex,
and highly automated. Although computer-based
aigorithms have been utilized in U.S. equities markels for
quite a while, the expansion into other markets and the
profiferation of high-speed algorithmic trading—along with
the current fragmented market structure—could lead to
unintended erors cascading through the financial system,
Regulators and market participants must help ensure that
adequate controls and risk-management practices are in
place fo mitigate these risks.

High-speed algorithmic trading utiizes computer
algorithms to determine the timing, price; and quantity

of trades. High-frequency trading (HFT) is one particular
type of algoriihmic trading, While there is no standard,
commonly accepted definition of HFT in the industry, HFT
typically refers to the use of computerized trading to move
in and out of positions rapidly, generally ending the day
flat with litthe or no exposure to the market on an ovemight
basis, In contrast, other styles of algorithmic trading allow
positions to be held over longer time horizons, HFT is
widely used in U.S. equities, global futures, and glabal
foreign exchange, accounting for nearly 56 percent, 52
percent, and 35 percent of tota! trading, respecively, in
2011 (Chart F.1).

HFT % Use in Various Asset Classes

End Datec 2012

Chart F1

i

Algorithms have long been used in U.S, equities markets,
notably io rouls orders to the trading venue with the best
exgcution price in complance with the SEC's Regulation
National Market Systam (NMS], Over the past decade,
algorithms have been adapled for trading in other

8536t classas. A notable class of computerized trading
algorithms is so-called “black box” strategies, which are
fully automated and preprogrammed, and which generally
have trades initiated directly by the algorithm itself, Black
box trading algorithms are capable of reacting to market
data, transmitting thousands of order messages per
second directly o electronic trading venues, canceling
and replacing orders based on changing market
conditions, and capturing price discrepancies with fittle or
na human intervention.

Given the speed with which these transactions are
exacuted, emors can propagate rapidly through systems
and across markets. Such errors could include unintended
accumutation of large positions, out-of-control algodthms,
and erroneous “fat finger” trades. As a result, prudent
and timely risk management is of paramount importance
in these markats. Appropriate pre- and post-trade risk
controis are desirable at all levels of the trads life cycle,
from trade submission to trade matching, clearing, and
setfiement. Therefore, trading firms, exchanges, broker-
dealers (BDs}, future commission merchants (FCM), foreign
clearing organizations each have an important role to
playing ting, detecting, and responding to potential
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computer-generated trading errors.

The desire for faster execution has prompled changes
within the marketplace to minimize latency. Latency is a
measurement of the time it takes to send an order to a
trading venue and for a trading venue to acknowledge
the order. Participants seek to minimize latency in
order to increase the chances of getting prompt

order execution at the best price. Factors affecting
latency include geographical distance and response
time from the exchange's matching engine and the
speed at which market data and other signals from the
markgtplace are processed.



Reducing latency is particularly important for high-
fraquency traders becausa the passage of time, even for
an instant, exposes them to market risk. Price makers
are exposed to the risk that their orders could remain

in the order book after the market has moved in the
opposite direction of their trading strategy and before their
canceliations are processed. Price lakers are exposed
to the risk that a resting order they want to capture could
be cancelled prior 1o exacution or could be captured by
another, faster trader.

In response to demand for faster exacution, some trading
venues allow “direct access” (sometimes referred to

as "sponsored access”), through which certain trading
firms access the exchange's matching engine directly,
bypassing the systems of their sponsoring BD, FCM, or
FXPB. It is important that sponsoring entities offering
diract access have proper controls in place for menitoring
their clients' activity across the relevant platforms. Another
way trading firms can reduce latency is to place (co-
\ocate) their servers as near as possible to the trading
venue's matching enginels). An important policy issue

Is the extent to which trading firns have equal access

1o co-location or direct access services. BDs, FCMs,
and FXPBs are financially responsibla for the trades

of afl their customers, including those that engage in
‘algorithmic trading. To help ensure prudent customer risk
management in the equity market, the SEC implemented
Rule 15¢3-5 in July 2011, which famong other things)
requires BDs to maintain a system of controls and
suparvisory procedures reasonably designed to limit

the financial exposures arising from customers that
access the markets directly. In addition, the SEC recantly
approved two proposals by the SRO and FINRA. The
first proposal would update, on a pilot basis, the existing
single-stock circuit breaker mechanism wilh an additional
“limit-up™ and “limit-down™ mechanism that effectively
prohibits trades from being immediately executed at
prices outside of prescribed rolling bands. The second
proposal would update, also on a pilot basis, the exdsting
market-wide circult breakers that, when triggered, halt
trading in all exchange-listed securities throughout

the LS. markets. The proposed changes lower the
percentage-deciing threshold for triggering & market-wide
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trading halt and shorten the amount of time that trading
s halted. Amang other things, these mechanisms would
help mitigate the impact of any algorithmic orders that
coukd otherwise rapidly drive the prics of a stock up or
down, In the futures market, the CFTC has adopted rules
1o bolster risk management at the exchange, clearing firm
and other levels. In the forsign exchange market, prime
brokers are increasingly making use of post-trade services
designed to help prime brokers manage client risk on a
real-time, intraday basis across multiple trading venues.
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Chart5.4.5 Annual Payment Clearing Volumes
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LLC. The Fedwire Securities Service
provides securities issuance, settlement,
and transfer services for the U.S. Treasury,
U.S. government agencies and government-
spansored enterprises, and certain
international organizations.

There was a sharp decline in 2009 in annual
payment clearing volume and value for the
Fedwire Funds Service, CHIPS, and the
Fedwire Securities Service from pre-crisis peaks
(Charts 5.4.5 and 5.4.5). From 2009 through
2011, volume and values continued to modestly
decline for the Fedwire Securities Service and
showed a moderate rebound for Fedwire Funds
Service and CHIPS,

Two noteworthy developments in U.S. large
value payment systems are the reduced use

of daylight overdrafts (Chart 5.4.7) and the
earlier submission of payments (Chart 5.4.8).
Before 2008, only 20 percent of Fedwire Funds
Service payments (by value) were settled by
1:00 p.m. (Eastern), and only 50 percent were
settled by 4:00 p.m. (Eastern), As of May 2012,
some 20 percent of Fedwire Funds Service
value sertled by 10:00 a.m,, and 50 percent
settled before 2:00 p.m. (Eastern). Both of
these developments appear to be driven largely
by the increase in the quantity of reserves on
bank balance sheets (Chart 5.4.9), From an
operational risk perspective, earlier payment
submission decreases the potential magnitude
of liquidity dislocations and risk in the financial
industry should an operational disruption
occur near the close of the Fedwire day at 6:30
p.m. (Eastern). An apen question is whether
payments will revert back to late-in-the-day
settlements if and when reserve balances revert
to the pre-crisis norm,

A final noteworthy development in wholesale
payments and settlements is the release by

the Committee on Payment and Sertlement
Systems (CPSS) and the Technical Committee
af the International Organization of Securities
Commissions (I0SCO) of a new package of

o :
1985 1080 1902 1995 1058 2001 004 2007 2010
Source: Federal Reserve
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standards called Principles for Financial Market
Infrastructures, subject to adoption by regulators



in individual jurisdictions. The principles

are intended o apply to all systemically
important payment systems, central securities
depositories, securities settlement systems,
central counterparties, and trade repositories
(collectively “financial market infrastructures”).
These principles contain new and more

4 4 1

g i thatare
designed to help ensure that the infrastructure
supporting global financial markets is more
robust and thus well placed to withstand
financial shocks. The CP5S and 10SCO
members (including the Federal Reserve, the
CFTC, and the SEC) will strive to implement the
new standards by the end of 2012,

543  Derivatives Infrastructure

Global use of aver-the-counler (0TC) derivatives
expanded in 2011, Increasingly, these derivatives are
centrally cleared, and dala on these derivatives frades
are veporled to trade repositories, developments which
enhanee robustness of these markets.

Glabal Derivatives Volumes

As measured by notional value, the global OTC
market has grown considerably faster than the
exchange-traded derivatives markets (Chart
5.4.10). Comparing the second half of 2011

to the second half of 2010, the OTC market
grew atan B percent pace, reflecting continued
strong demand by end users for customized
risk-management products. In contrast, the
exchange-iraded markets declined by 17
percent over this period. Notional volumes

for both exchange-raded and OTC interest
rate products declined sharply in the second
half of 2011, with notional amounts for OTC
interest rate swaps dropping from $553 trillion
(U.5. doflars) to $504 trillion from 2011:H1

to 2011:H2, and exchange-traded numbers in
the same period declining from $76 trillion to
$53 trillion (Chart 5.4.11). Ivis likely that these
declines were due 10 less need for interest-rate
hedging in an environment of low interest rates
and diminished credit growth.

As measured by number of contracts, over
two-thirds of exchange traded derivatives
were traded outside the United States in
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Chart 5,411 Global Exchange-Traded Derivatives ) 2011 {Chart 5.4.12). The share of derivatives
volume traded on non-U.S. exchanges has been
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30 | E inerest Rate Contracts w  Gentral Clearing of Derivatives
Amajor trend in OTC markets over the past
) & few years is the increasing numbers of OTC
derivatives cleared by central counterparty
4 4@ (CCP) clearinghouses. CCP provide credit risk
mitigation for market participants by acting as
@ iy buyer to every seller and seller to every buyer.
. . Prior to 2009, there had been central clearing
2000 200 2004 2005 2008 2000 2002 of OTC derivatives, including clearing of
G et interest rate swaps (IRS) by LCH.Clearnet's

SwapClear and clearing of various energy

derivatives by the ClearPort system operated

by the New York Mercantile Exchange (now
Chert 5.412 Exchange-Traded Derivatives Globalization part of Chicago Mercantile Exchange, or CME)
and by IntercontinentalExchange's (ICE)
ICE Clear Europe. In 2009, ICE Clear Credit

Biliorss of Contracts Traded  End Date: 2011 Biions of Confracts Traded

H n

I:i u s, (formerty known as ICE Trust) and ICE Clear
= Europe, as well as CME, began clearing credit
i default swaps (CDS). Since the 2009 G-20

‘ commitment, which calls for central clearing
‘ of all standardized OTC derivative contracts

by the end of 2012, clearing activity has grown
dramatically in all such asset classes. Subsequent
legislation in the United States (the Dodd-
| Frank Act) and regulation in the European
¢ Union (the European Market Infrastruciure

Regulation) are consistent with the spirit of the
G-20 commitment.

=

o

Source: Futures Indusiry Associafion

A good deal of progress has been made
toward central clearing of standardized OTC

Chart5.4.13 SwapClear Volume derivatives contracts, although there is still
Thousseds of Trade Sides  End Date: May-2012 TaonstUss  Progress to be made. LCH Clearnet's SwapClear
15 1 350 reports that the outstanding national value of

W Coen infenest (rght das)

cleared IRS has grown from abour $70 trillion
in 2007 to almost $300 trillion going into

June 2012 (Chart 5.4.13). The number of new
IRS contracts cleared per month (*monthly
registration” in Chart 5.4.13) has risen from

a bit over 20,000 in 2007 to nearly 150,000,
SwapClear now estimaes that 52 percent of new
| TRS trades are presented to it for clearing. As of
10 Ul dlf ! June 29, 2012, 40 percent of the notional value
of IRS cleared by SwapClear is denominated

130
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in euros, with 36 percent denominated in U.S.
dollars (Chart 5.4.14).

CDS markets also show a substantial increase

in centrally cleared contracts. According to the
International Swaps and Derivatives Association
(1SDA), centrally cleared CDS contracts
represented 10.6 percent of the notional
amounts outstanding as of December 2011, The
two major CCPs for CDS both show significant
growth in clearing: ICE Clear Credit's open
interest has grown from de minimis
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Chart5.4.14 Qutstanding SwapClear Volumes

three years ago to §905 billion notional as of
June 15, 2012, comprising §470 billion in index
products, $390 billion in corporate single-
name contracts, and $45 billion in sovereign
single names. ICE Clear Europe reports similar
growth (Charts 5.4.15 and 5.4.16),

CCPs have added numerous new products to
clearing, For example, the various clearing
entities associated with the ICE added over 125
new OTC derivatives to their lists of products
accepted for clearing, including energy swaps,
emission swaps, and additional index, single-
name and sovereign CDS over the past few
months. Eurex Clearing has announced its
intention to begin clearing OTC IRS in the
second half of 2012. In mid-March 2012,
LCH.Clearnet’s ForexClear began clearing
OTC foreign exchange (FX) non-deliverable
forwards (NDFs). CME Group is also now
clearing OTC FX, and NDFs, ICE announced
their plans to begin NDF clearing as well.
Finally, the Options Clearing Corporation is

As Of: 28-Jun-2012
Oulstanding Motional  Outstanding

Currency (Trillions of USS) Trades
uso 1083 35TER
EUR e MBS
Gar ne 10503
Py ns 148,162
CHF L0 WUTH
Other 135 118,385
Total 3055 1,094,556

Source: LCH Clearme!

Chart 5.4.15 ICE Clear Credit
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developing a Standard & Poor’s (3&F) 500 OTC
option for clearing.

One of the expected benefits of centralized
tlearing of OTC derivatives is the possibility
of netting offsetting contracts that accumulate
through repeated wrading, LCH.Clearnet's
SwapClear reports a reduction of about 25
percent of the potional value presented to it
for clearing through netting, tearing up of
offsetting contracts, and other processes to
eliminate redundant contracts, ICE Clear
Credit reports a much larger netting efficiency.
They achieved a reduction of about 90 percent
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Chart 5.4.17 Interest Rate Derivatives
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of the notional value of the original CDS trades
presented for clearing through netting, tear-
ups, and other compression processes.

Trade Repositories

A relatively new feature in the market
infrastructure for swaps is the development of
trade repositories (TRs). Under Tithe VII of
the Dodd-Frank Act, the details of all swaps
(and security-based swaps) will have to be
reported w a TR (or to the CFTC or SEC, as
appropriate, if no TR is available). The major
global swaps market participants are working to
establish a trade repository for each asset class
and have voluntarily provided information w
the repositories on their ongoing and, in some
instances, legacy trades, TRs are operational
in the United States, United Kingdom, and/
or Luxembourg for interest rate swaps, credit
default swaps, equities swaps, commodities
swaps, and FX swaps. Additional TRs are
expected to be operational by year-end 2012.

TRs data can be used to measure the size and
composition of different swaps markets. For
example, according to TriOptima, a TR that
served the interest rate derivatives market
through mid-2012 (before being replaced

by a unit of Depository Trust and Clearing
Corporation), some $495.9 trillion (notional)
interest rate derivatives contracts have been
reported to the TR by the so-called G-14
dealers, of which a bit over one-half are cleared
by a CCP (Chart 5.4.17). The vast majority

of these centrally cleared swaps are dealer-
to-dealer contracts. In addition, another 17
percent reported as non-centrally cleared
dealer-to-dealer contracts were among the
G-14 major swaps dealers. Similarly, the Trade
Information Warehouse, a TR for CDS, reports
that $25.0 trillion {notional) CDS contracts
were reported to the TR, of which $15.7 trillion
(approximately 63 percent) are dealer-to-
dealer (Chart 5.4.18). This preponderance of
dealer-to-dealer swaps, especially those among
the largest dealers, appears to be an ongoing
feature of these markets, Industry contacts
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report that these interdealer trades are mostly
for the purpose of hedging the risks associated
with market-making activities. It is of interest
that, in aggregate, dealer positions as seller

of CDS protection (§20.343 trillion notional)
approximately equal dealer positions as buyer of
such protection ($20.341 trillion notional). In
other words, the dealer community in aggregate
has approximately a flat CDS book without a
pronounced directional tilt.
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Regulatory Developments; Council Activities

Over the last year, Dodd-Frank Act implementation included introducing
stronger supervision, risk management, stress testing, and disclosure standards;
establishing resolution plans and an orderly liquidation regime for financial
companies; regulating the derivatives markets to reduce risk and increase
transparency; reforming the securitization markets; enhancing standards and
disclosure requirements for hedge fund advisers; and imp) i
enhance consumer and investor protection.

w

1 L]

In addition, the Council has continued to make progress in fulfilling its mandate.

It has issued a final rule and guidance relating to the designation of nonbank

financial companies for Federal Reserve supervision and enhanced prudential
dards, and has finalized the designation of an initial set of eight systemically

important financial market utilities that will be subject to enhanced risk-

management standards. The Council also continued to monitor potential risks

to U.S. financial stability; fulfilled explicit statwtory requirements, including

the completion of three reports; and served as a forum for discussion and

coordination among the member agencies implementing the Dodd-Frank Act.

The following is a discussion of the significant implementation progress the
Coungil and its member agencies have achieved since the Council's previous
annual report.

6.1  Safety and Soundness

611  Enhanced Prudential Standards and Dodd-Frank Act Stress Tests

Sections 165 and 166 of the Dodd-Frank Act require the Federal Reserve to establish
enhanced prudential standards and early remediation requirements for certain large
bank holding companies (BHCs) and for nonbank financial companies designated
for Federal Reserve supervision, In December 2011, the Federal Reserve issued,

for public comment, a proposal w implement the enhanced prudential siandards
and early remediation requirements, The Dodd-Frank Act requires the enhanced
standards established by the Federal Reserve for covered companies under Section
165 to (1) be more stringent than these standards applicable w other BHCs and
nonbank financial companies that do not present similar risks to U.S. financial
stability and (2) increase in stringency based on the systemic footprint and risk
characteristics of individual covered companies.

The Federal Reserve’s proposal inchudes risk-based capital, leverage, liquidity, single-
counterparty credit exposure limits, supervisory and company-run siress testing,
risk g and a risk ittee, and early iation requi

The proposal would generally apply to all U.S. BHCs with consolidated assets of
$50 billion or more and any nonbank financial company that is designated by the
Council for supervision by the Federal Reserve. The requirements to establish a

risk committee of the board of directors and to conduct a company-run stress test

Regulatory Developmants: Council Actlvities
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would also apply to BHCs with total consolidated assets of $10 billion or more, With
the exception of the requirements related to company-run stress tests, savings and
loan holding companies (SLHCs) that are not designated by the Council would not
be subject to the requirements under this proposal. The Federal Reserve’s proposal
addresses the following:

Risk-based capital and leverage requirements. These rules would be
implemented in two phases. In the first phase, the instittions would be subject
{0 the Federal Reserve’s capital plan rule, which was published in December 2011,
That rule requires covered companies to develop annual capital plans, conduct
stress tests, and maintain adequate capital, including a tier one common risk-
based capital ratio greater than 5 percent, under both expected and siressed
conditions. In the second phase, the Federal Reserve would issue a proposal

to implement a risk-based capital surcharge based on the framework and
methodology developed by the Basel Committee on Banking Supervision (BCBS).

Liquidity requi These would also be impl d in multiple
phases. First, covered companies would be subject to qualitative liquidity
risk-manag dards generally based on the interagency liquidity risk-

management guidance issued in March 2010. These standards would require
covered companies to conduct internal liquidity stress tests and set internal
quantitative limits to manage liquidity risk. In the second phase, the Federal
Reserve would issue one or more proposals to impl Juantitative liquidity
requirements based on the Basel I1] liquidity requirements,

Stress tests. Stress tests of the covered companies would be conducted annually
by the Federal Reserve using three economic and financial market scenarios, A
summary of the results, inchuding company-specific information, would be made
public. In addition, the proposal would require covered companies to conduct
one of more company-run stress tests each year and to make a summary of their

results public.

Single-counterparty credit limits, These requirements would limit credit
exposure of a covered financial compiany to a single counterparty as a percentage
of the firm's regulatory capital. Credit exposure between the largest financial
companies would be subject to a tighter limit.

Risk g qui The proposal would require covered
companies to establish a stand-alone risk committee of the board of directors,
and appoint a chief risk officer to oversee enterprise-wide risk management.

BHCs with $10 billion or more in consolidated assets would also be required to

blish an independent risk ittee of the board.

Early diati jui These would be put in place for all
firms subject to the proposal so that financial weaknesses are addressed at an carly
stage. The Federal Reserve has proposed a number of wriggers for remediation—
such as capital levels, stress test results, and risk-management weaknesses—in
some cases calibrated to be forward-looking, Required actions would vary based
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on the severity of the situation but could include restrictions on growth, capital
distributions, and executive compensation, as well as capital raising or asset sales.

The Federal Reserve consulted with members of the Council in developing this
proposal. The comment period for the proposal closed on April 30, 2012,

In addition to the stress-testing requirements to be conducted by the Federal
Reserve, Section 165(i)(2) of the Dodd-Frank Act also requires certain financial
institutions to conduct stress tests based on regulations issued by that institution’s
primary federal regulator. In January 2012, the OCC, Federal Reserve, and FDIC
issued proposed rules to implement these stress test requirements for institutions
where they are the primary federal regulator. The comment period on these rules
closed in April 2012, The Federal Reserve, OCC, and FDIC are coordinating their

respective T ings to impl these p

612 Transfer of Office of Thrift Supervision Functions
Tide 111 of the Dodd-Frank Act transferred various powers and functions of
the former Office of Thrift Supervision (OTS) to the OCC, FDIC, and Federal
Reserve. This transfer of functions occurred on July 21, 2011, with the Federal
Reserve assuming responsibilities for SLHCs, the OCC assuming responsibilities
for federal savings associations, and the FDIC for state savings associations. The
OCC, FDIC, and Federal Reserve coordinated their efforts to help ensure a smooth
transfer of these functions and affected OTS employees. To clarify which agency
will be enforcing the OTS rules, the Dodd-Frank Act required the OCC, FDIC,
and Federal Reserve to publish a notice in the Federal Register identifying thase
regulations of the OTS that the agencies will enforce, The FDIC and OCC issued
ajoint notice on July 6, 2011, and the Federal Reserve issued its notice on July 21,
9011, The OCC has taken a number of additional actions to incorporate applicable
OTS regulations in the OCC’s chapter of the Code of Federal Regulations and
to integrate OTS and OCC regulations and supervisory guidance. The Federal
Reserve has similarly taken several steps to establish regulations and supervisory
guidance for SLHCs. On July 21, 2011, the Federal Reserve issued supervisory
guidance discussing the Federal Reserve's transitional supervisory approach for
SLHCs, The Federal Reserve also published an interim rule to incorporate SLHCs
inta the Federal Reserve's chapter of the Code of Federal Regulations and notices
lining the regulatory reporting requi for SLHCs.

Asof December 31, 2011, there were 417 top tier SLHCs with estimated

total consolidated assets of approximately §3 wrillion. These SLHCs include
approximately 48 companies engaged primarily in nonbanking activities, such
asi underwriting (approximately 27 SLHCs), commercial activities
{approximately 11 SLHCs), and securities brokerage (10 SLHCs).

The 25 largest SLHCs accounted for more than $2.6 willion of total consolidated
assets. Of the SLHCs engaged primarily in depository activities, only five
institutions were in the top 25, yet approximaely 88 percent of the total SLHCs
were engaged primarily in depository activities. The depasitory firms, however, held
only 13 percent or $388 billion of the total SLHC consolidated assets.
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613  Capital Standards, Comprehensive Capital Analysis and Review, and
Supervisory Guidance Regarding Stress-Testing Practices

In June 2012, the federal banking agencies invited comment on three joint
proposed rules that would revise and replace the agencies’ current capital

rules. The proposals would implement, in the United States, certain aspects

of Basel 1T and 2.3, the Basel 111 capital reforms, and the Dodd-Frank Act, and
would address shortcomings in regulatory capital requirements that became
apparent during the recent financial crisis. The first Basel 11l notice of proposed
rulemaking (NPR) would apply to all insured banks and savings associations,
top-tier BHCs domiciled in the United States with more than $500 million in
assets, and SLHCs that are domiciled in the United States. Provisions of this NPR
that would apply to these banking organizations include impl ion of a new
comman equity tier one minimum capital req a higher mini tier
one capital requirement, and, for banking organizations subject 1o the advanced
approaches capital rules, a supplementary leverage ratio that incorporates a

broader set of exp Additionally, consistent with Basel I11, the agencies
propose to apply limits on a banking organization's capital distributions and
certain discretionary bonus pay if the banking organization does not hold a

specified “buffer” of common equity tier one capital in addition to the minimum
risk-based capital requirements, This NPR also would revise the agencies’
promp carrective action framework by incorporating the new regulatory capital
minimums and introducing common equity tier one capital as a new regulatory
capital component. Prompt corrective action is an enforcement framework that
constrains the activities of an insured depository institution based on its level of

regulatory capital,

In the second capital NPR, also known as the “standardized approach,” the
agencies prapose o revise and harmonize rules for calculating risk-weighted
assets to enhance risk sensitivity and address weaknesses identified over recent
years, including by incorparating aspects of the Basel Il standardized framework,
and alternatives to credit ratings, consistent with Section 939A of the Dodd-
Frank Act. The revisions include methods for determining risk-weighted assets
for residential mortgages, securitization exp and counterparty credit risk.
The NPR also would introduce disclosure requirements that would apply to U.S.
banking organizations with $50 billion or more in total assets. This NFR would
apply to the same set of institutions as the first NPR.

The third Basel 11l NPR would revise the advanced approaches risk-based capital
rules consistent with Basel [11 and other changes to the BCBS's capital standards.
The agencies also propose revising the advanced approaches risk-based capital
rules to be consistent with Section 939A and Section 171 of the Dodd-Frank Act.
Additionally, in this NPR, the OCC and FDIC propase that the market risk capital
rules apply to federal and state savings associations, and the Federal Reserve
proposes that the advanced approaches and market risk capital rules apply 1o
top-tier SLHCs domiciled in the United States if stated thresholds for trading
activity are met. Generally, the advanced approaches rules would apply to such
institutions with $250 billion or more in consolidated assets or $10 billion or more

2012 FSOC M Annual Report



161

in foreign exposure, and the market risk capital rule would apply to SLHCs with
significant trading activity,

In March 2012, the Federal Reserve disclosed summary results of the 2012
Comprehensive Capital Analysis and Review (CCAR). The CCAR is an exercise

1o evaluate the capital planning processes and capital adequacy of the largest
BHCs. This exercise includes both company-run and supervisory stress tesis o
evaluate whether firms would have sufficient capital in limes of severe cconomic
and financial stress to continue 10 lend to houscholds and businesses. The Federal
Reserve estimated revenue and losses under the stress scenario based on detailed
data provided by the firms and verified by supervisors. (See Section 5.2 for a more
detailed discussion of the CCAR.)

Asa part of the CCAR, the Federal Reserve evaluates institutions’ capital plans
across a range of criteria, including a stress test that examines whether a firm
could make all the capital distributions included in its plan, such as dividends

and stock repurchases, while still maintaining capital above the Federal Reserve’s
standards in a hypothetical supervisory stress scenario. Other considerations for
capital distributions include an cvaluation of the firms’ capital planning processes
and plans to meet the new Basel [11 requirements that are scheduled to be phased
in beginning 2013, assuming the final adoption of the Basel I NPR.

Under the Federal Reserve's proposed stress-testing rules (noted in Section
6.1.1), the results of the company-run stress test would be incorporated into the
analysis supporting a company's capital plan submission. The supervisory stress
test would be conducted by the Federal Reserve during the annual capital plan
review process and would be used as a tool to elp the Federal Reserve assess the

adequacy of the company's capital plan.

In April 2012, the Federal Reserve announced the formation of the Model
Validation Council (MVC). The MVC will provide the Federal Reserve with
expertand independent advice on its process (o rigorously assess the models
used in stress tests of banking institutions. The MVC is intended to improve the
quality of the Federal Reserve’s model program and to strengthen the
confidence in the integrity and independence of the program.

In May 2012, the Federal Reserve, OCC, and FDIC issued final supervisory
guidance regarding stress-testing practices at banking organizations with
total consolidated assets of more than $10 billion. The guidance highlights
the importance of stress testing at banking organizations as an ongoing
risk-management practice that supports a banking organization’s forward-
looking assessment of its risks and better equips it to address a range of
adverse outcomes. While the guidance does not implement the stress-testing
requirements of the Dodd-Frank Act for certain large BHCs and nonbank
financial companies designated for supervision by the Federal Reserve (see
Section 6.1.1), the guidance is intended to provide entities subject to the
Dodd-Frank Act or other stress-testing requirements with principles to follow
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when conducting stress tests in accordance with the Dodd-Frank Act or other
statutory or regulatory requirements.

6.1.4  Volcker Rule

Section 619 of the Dodd-Frank Act, commonly known as the Volcker Rule,
generally prohibits banking entities from engaging in proprietary trading and
from investing in or sponsoring hedge funds and private equity funds, subject to
certain exceptions,

Section 619 requires implementation in several suges First, the Counul was
required to conduct a study and make rec d oni

the Volcker Rule. The Council study, which was issued onjanuar}' 18, 2011,
mommdgd principles for implementing the Volcker IluJe and suggested a

comp fi rk for identifying activities prohibi ‘bytherule including

an internal compliance regime, quantitati analys;s, reporting, and supervisory
review, Second, the Federal Reserve was required to publish a rule to implement
the conformance period during which banking entities, and nonbank financial
companies supervised by the Federal Reserve, must bring their activities and
investments into compliance with Section 619 of the Dodd-Frank Act, The Federal
Reserve published a final conformance rule on February 14, 2011.

By statute, following completion of the Council's study, authority to adopt
implementing regulations is divided among the Federal Reserve, FDIC, OCC, SEC,
and CFTC. The statute requires the rulemaking agencies to consult and coordinate
with each other, as appropriate, for the purposes of assuring, to the extent
pm’b!e that their rules are comparable and provide for consistent application and
i ion. The Chai of the Council is responsible for coordination
cd'mc regulations. On chbcr 11 and 12, 2011, four of the rulemaking agencies
invited the public to comment on proposed rules implementing the Volcker Rutes
prohibitions and requi The CFTC requested comment on a substantively
identical proposal on January 11, 2012, The agencies received over 18,000
comments from the public on the proposal and are working to finalize their rules.

Pending issuance of final rules, the Federal Reserve issued a statement of policy on
April 19, 2012, clarifying that entities subject o the Volcker Rule have the full two-
year conformance period provided by statute, which would be until July 21, 2014,
1o conform their activities and investments to the requirements of the Volcker Rule
and the final implementing rules. By statute, that deadline may be extended by
the Federal Reserve. The Federal Reserve’s statement of policy noted that banking
entities should engage in good-faith planning efforts to enable them to comply
with the Volcker Rule and final implementing rules by no fater than the end of
the statory conformance period. The rulemaking agencies also announced that
they plan to administer their oversight of banking entities under their respective
jurisdictions in accordance with the Federal Reserve’s conformance rule and
statement of policy.
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615  Resolution Plans and Orderly Liquidation Authority

Resolution Plans

Section 165(d) of the Dodd-Frank Act requires nonbank financial companies
designated by the Council for supervision by the Federal Reserve and BHCs with
total consolidated assets of $50 billion or more (“covered companies) to prepare
and submit to the Federal Reserve, the FDIC, and the Council plans—sometimes
referred 1o as “living wills"—for their rapid and orderly resolution under the US.
Bankruptcy Code. The Federal Reserve and the FDIC must review each plan and
may jointly determine that a resolution plan is not credible or would not facilitate
an orderly resolution of the company under the U.S. Bankrupicy Code, Failure
ta resubmit a credible plan within the timeframe set by the Federal Reserve and
FDIC may result in the agencies jointly imposing more stringent capital, leverage,
o liquidity requirements, or restrictions on the growth, activities, or operations
of the company, or any subsidiary thereof, until the company resubmits a

plan that remedies the deficiencies. If the company has failed to resubmit

an acceptable plan within two years after the imposition of more stringent
requirements or restrictions, the Federal Reserve and FDIC, in consuliation with
the Council, may jointly require divestiture of certain assets or operations 1o
facilitate an orderly resolution under the U.S, Bankruptcy Code in the event of
the company’s failure.

In November 2011, the FDIC and the Federal Reserve published a joint final rule
that impl the resolution plan requi In accordance with the joint
final rule, covered companies with $250 billion or more in total nonbank assets
{or, in the case of a foreign-based covered company, $250 billion or more in total
U.S. nonbank assets) were required to submit their resolution plans to the Federal
Reserve and the FDIC by July 1, 2012. Covered companies with at least $100
billion (but less than $250 billion) in total nonbank assets (or at least $100 billion
but less than $250 billion in total U.S. nonbank assets, for a foreign-based covered
company) must submit their initial plans by July 1, 2013. Covered companies with
less than $100 billion in total nonbank assets must submit their initial plans by
December 31, 2013,

Asa complement to this rulemaking, the FDIC issued a final rule requiring any
FDIC-insured depository institution with assets of $50 billion or more to develop,
maintain, and periodically submit plans outlining how the FDIC would resolve it
through the FDIC's resolution powers under the Federal Deposit Insurance Act.
These two rulemakings are designed to work in tandem by covering the full range
of business lines, legal entities, and capital structure combinations within a large
financial firm. Their overarching objective is to promote stability, but they should

also improve contingency planning and risk g ata covered i
and improve the for an institution’s consti s and stakeholders if
the institution fails. Imp Iy, as covered companies prepare and submit their

living wills and those plans are reviewed, the process is expected to resultin an
ongoing dialogue between the supervisors and the firms that allows for continual
improvements as the plans develop.
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Drderly Liguidation Authority

Title 11 of the Dodd-Frank Act establishes a new fr rk—the orderly
liguidation authority (OLA)—to address the potential failure of a BHC or other
financial company when the failure of the financial company' and its resalution
under the bankrupicy code or otherwise applicable federal or state law would
have serious adverse effects on financial stability in the United States, Under
OLA, the FDIC would act as receiver of the financial company, and would resolve
the company subject to OLA?

In July 2011, the FDIC board approved a final rule impl ing its Title 11
authority. The rulemaking, among other things, clarificd the claims process and
priorities for unsecured creditors as well as the treatment of secured creditors in
aTitle Il resolution. In March 2012, the FDIC published a proposed rule setting
forth the conditions and requirements that would govern the FDIC's exercise

of its authority under the OLA to enforce certain contracts of subsidiaries or
affiliates of a financial company notwithstanding contract clauses that purport
to terminate, accelerate, or provide for other remedies based on the insolvency,
financial condition, or receivership of the financial company, The comment
period on the proposed rule closed on May 29, 2012. 1tis anticipated thata final
rule will be issued in the near future,

Under Title 11, the FDIC has the authority 1o borrow funds from the Treasury and
o incur other obligations in connection with the orderly liquidation ofa financial
company, subject to a maximum obligation limitation (MOL). In June 2012,

the FDIC and Treasury published, after notice and comment, a joint final rule
governing the calculation of the MOL. Also, in April 2012, the FDIC adopted,
after notice and comment, 2 final rule that sets forth the conditions under

which 2 mutual insurance holding company would be treated as an insurance
company for purposes of Title IL The FDIC also intends to propose additional
rules to implement the OLA, including (1) rules governing the minimum right of
recovery and (2) joint rules with the SEC, after consultation with the Securities
Investor Pratection Corporation, governing the orderly resolution of certain
broker-dealers (BD).

Furthermore, Section 210 of the Dodd-Frank Act requires the FDIC "t
coordinate, to the maximum extent possible” with appropriate foreign regulatory
authorilies in the event of a resolution of 4 covered company with cross-border
operations. The FDIC has been working diligently on both multilateral and
bilateral bases with foreign counterparts in supervision and resolution to
address these crucial cross-border issues. Although U.S, firms have operations
in many countries, those operations tend to be concentrated ina relatively small
number of key jurisdictions, particularly, the UK, The FDIC and UK authorities
have made substantial progress in identifying and overcoming impediments
1o resolution. To facilitate bilateral discussions and cooperation, the FDIC is
goliating da of und ding with certain foreign counterparts
thatwill provide a formal basis for information sharing and cooperation relating
to resolution planning and impl ion under the legal framework of the
Dodd-Frank Act.
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615  Removal of References to Credit Ratings

Section 939 of the Dodd-Frank Act removes references to credit ratings in certain
statutes, while Section 9394 requires each federal agency to review its regulations
that require the use of an assessment of creditworthiness of a security or money
market instrument and any references (o or requirements in such regulations
regarding credit ratings. Each agency must modify its regulations as identified by
the review to remove references to or requirements of reliance on credit ratings
and to substitute appropriate standards of creditworthiness.

As required by Section 9394, after enactment of the Dodd-Frank Act, federal
agencies reported to Congress on the review of their regulations that use credit
ratings and a description of any of the regulations. Numerous federal agencies
have proposed or finalized rules that would modify their regulations to comply
with the Section 939A requirements, For example, the federal banking regulators,
in June 2012, finalized revisions to the market risk capital rules that implement
alternatives to credit ratings for debt and securitization positions. Concurrently,
the federal regulators invited public comment on three proposed rules to revise
and replace the agencies’ current capital rules, including implementing the
changes required by Section 939A. The SEC adopted rule amendments removing
credit ratings as conditions for companies seeking o use shortform registration
when registering non-convertible securities for public sale and proposed several
other rules that would remove credit rating agency references from many of its
investment company rules and its rules applicable to BD financial responsibility,
distributions of securities, and confirmations of transactions; the FDIC issued

a final rule removing credit ratings from the calculation of deposit insurance
risk-based assessments for large insured depository institutions; and the occ
issued a final rule to remove references to credit ratings in the OCC’s rules for
investments in securities, securities offerings and foreign bank capital equivalency
deposit regulations. In December 2011, the FDIC proposed revisions to part 362
of the FDIC's regulations that would prohibit an insured savings association from
acquiring and retaining any corporate debt security unless it determines, prior to
acquiring such security and periodically thereafter, thal the issuer has adequate
capacity to meet all financial commitments under the security for the projected
life of the investment. The FDIC's December 2011 NPR is consistent with the
OCC's final rule noted above regarding permissible 1

6.7  Insurance

Section 111 of the Dodd-Frank Act, which established the Council, also

provides that one of the ten voting members, in addition to the nine named
heads of federal agencies, shall be “an independent member appointed by the
President, by and with the advice and consent of the Senate, having insurance
expertise.” On September 28, 2011, the President's appointee, referred to as the
“independent member," was sworn in and seated as a member of the Council for a
siweyear term, Since that time, the independent member has established an office
and has actively engaged in the work of the Council and its committees with the
assistance of a staff of two employees with insurance expertise, The independent
member has also actively consulted with state insurance regulators and Federal
Reserve System staff responsible for the develop and impl ion of the
supervisory framework for insurance companies.
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The Federal Insurance Office (FIO) within the Treasury was established by the
Dodd-Frank Act with the authority, among others, to monitor all aspects of the
insurance industry, including identifying issues or gaps in the regulation of
insurers that could contribute to a systemic crisis in the insurance industry or the
U.S. financial system. FIO is authorized to coordinate federal efforts and develop
federal policy on prudential aspects of international insurance matters, including
representing the United States, as appropriate, in the International Association
of Insurance Supervisors (IAIS). In exercising its authorities, FIO consults with
federal agencies, insurance regulators, and interested parties.

This past year, FIO joined the IAIS and its executive and other committees, all
of which also include U.S. state insurance regulators as members. Through the
1AIS, insurance regulators, supported by the National Association of Insurance
Commissioners (NAIC), and FIO work with the insurance supervisors of other
countries on international regulatory initiatives such as a commen framework
for regulating internationally active insurance groups. Through the 1A1S, FID
and U.S. state insurance regulators are also working collaboratively with other
insurance supervisors to develop a sound approach to the identification and
oversight of global systemically important insurers.

In addition to its existing responsibility for supervision of a BHC thatisa

major life insurance company, on July 21, 2011, the Federal Reserve assumed
responsibility for over 25 SLHCs that engage in significant volumes of life,
property and casualty, or title insurance underwriting. The unique aspects of

the insurance industry are addressed in various regulations that have been
published for the BHC and SLHC populations. The Federal Reserve developed
and implemented a specialized supervisory approach and customized supervisory
guidance that reflects the risks and characteristics of the industry, This approach
includes communication and coordination with state insurance regulators.

Insurance regulators, through the NAIC, continue work on updating the
Insurance Financial Solvency Framework. Two of the more important initiatives
relate to the continued work of the Solvency Modernization Initiative, which led
1o the adoption of the Cwn Risk and Solvency Assessment (ORSA) Guidance
Manual in March 2012 and the revised Credit for Reinsurance Model Law in late
9011, Later this year, state regulators are expected to finalize the ORSA Model
Law to establish the ORSA filing requirement and the Valuation Manual, which
will allow states to consider adoption of the Standard Valuation Law to implement
principles-based reserving.

6.2  Financial Infrastructure, Markets, and Oversight

621  Over-the-Counter Derivatives Reform

Title VII of the Dodd-Frank Act establishes a comprehensive regulatory
framework for the over-the-counter (OTC) derivatives marketplace. The
regulatory structure for derivatives set forth in the Dodd-Frank Act is intended
to promote, among other things, exchange trading and centralized clearing of
swaps and security-based swaps, as well as greater transparency in the derivatives
markets and enhanced monitoring of the entities that use these markets.
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The CFTC and SEC have proposed and begun to finalize numerous rules
pursuant to the public notice and comment process and have engaged in
extensive public outreach and interagency coordination, including public
roundtables with agency staff, market participants, and other concerned members
of the public; meetings involving staff from multiple regulators, both domestic
and international; and agency staff meetings with members of the public.

The SEC and CFTC have jointly adopted rules further defining the terms “swap,”
“security-based swap,” “security-based swap agreement,” and have also adopted
final joint rules defining the terms “swap dealer,” “security-based swap dealer,”
“major swap participant,” and “major security-based swap participant.”

In addition, the CFTC and the federal banking agencies issued proposed
rules on capital and margin requirements for entities within their respective
jurisdictions (for the CFTC, certain swap dealers and major swap participants;
for the federal banking agencics, certain securities-based swap dealers and major
swap participants as well), The proposed rules would impose initial margin and
variation margin requirements for uncleared swaps held by entities under each
agency's jurisdiction. With respect to capital requirements, the federal banking
agencies' existing regulatory capital rules take into account and address the
unique risks arising from derivatives transactions and would apply to tra nsactions
in swaps and security-based swaps. The CFTC has proposed capital requirements
for entities under its jurisdiction.

The CFTC has adopted several final rules, including reporting requirements
1o swap data repositories for swap dealers, major swap participants, and swap
counterparties; rules that establish the process by which the CFTC will review
swaps to determine whether the swaps are required to be cleared; and business

conduct standards and other regulatory requi for swap dealers and major
swap participants.
The SEC has proposed rules to imph o di for

P g req
security-based swaps, and has adopted final rules that establish the process by
which the SEC will review security-based swaps 1o determine whether the security-
based swaps are required 1o be cleared.

The SEC and the CFTC are considering the structural and systems changes
market participants will have to make to satisfy the new derivatives regulatory
framework. The agencies are also considering a phased-in approach to
implementing the new rules. In June 2012, the SEC issued a policy statement
describing the order in which it expects the rules regulating the security-hased
swap market to take effect, This ordering is intended to give security-based swap
marke! participants adequate, but not excessive, time to come into compliance
with the new rules applicable to them.

On an international level, U.S. regulators are working as part of a group
composed of representatives of the BCBS, the Committee on the Global
Financial System, the Committee on Payment and Settlement Systems, and the
International Organization of Securities Commissions to develop international
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standards for margin on non-centrally cleared derivatives. This group took an
important first step when it issued a consultative report in July 2012.

6.2.2 Private Fund Adviser Registration and Oversight
Tile IV of the Dodd-Frank Act closes a regulatory gap by makmg numerous

changes to the registrati porting, and recordkeeping of the
Investment Advisers Act of 1940 {Ad\qsm Act]. These prmnmns are des:gncd 0
provide the SEC with oversight authority over previ

advisers to certain types of private funds. including hedge Funds and private
equity funds, and the autherity to require recordkeeping and reporting by
advisers to venture capital funds.

Sections 404 and 406 of the Dodd-Frank Act authorize the SEC to collect data
from investment advisers about their private funds to enable the Council to
assess systemic risk and requm 4 joint rulemaking of the SEC and CFTC for
advisers that are reg| d with both the SEC and CFTC. The
agencies implemented this provision in October 2011 by adopting a rule that
requires certain advisers to hedge funds, private equity funds, and liquidity
funds to report non-public data regarding their operations and the risk profiles
of the private funds they manage. Under the rule, SEC-registered investment
advisers with at least $150 million in private fund assets under management
must periodically file 2 new reporting form (Form PF). Private fund advisers that
are also registered with the CFTC as commodity pael operators or commodity
trading advisers may satisfy systemic risk reporting requirements of the CFTC
by filing Form PF with the SEC, The first filings of Form PF, covering private
fund advisers with $5 billion or more in private fund assets, are due in July 2012
for liquidity fund advisers and in August 2012 for hedge fund advisers, Smaller
liquidity fund and hedge fund advisers, as well as private equity fund advisers, will
be required to begin filing Form PF for the period ending December 31,2012,

In addition, in June 2011, the SEC adopted a rule that requires advisers o certain
types of private funds, including hedge funds and private equity funds, to register
with the SEC. To enhance the SEC's ability to oversee these advisers and enable
the public to better assess the activities of private funds, the SEC requires private
fund advisers to provide basic public information on Form ADV about the funds
they manage, including information about the amount of assets held by the

fund and identification of fund service providers (c.g, auditors, prime brokers,
custodians, administrators, and marketers). In addition, the SEC requires all
advisers to provide further information on Form ADV about an adviser's clients,
employees, and advisory activities. Investment advisers that had previously

relied on the Investment Advisers Act exemption for private advisers, which was
eliminated by the Dodd-Frank Act, were required 1o register with the SEC by
March 2012, Registered i advisers are required to adopt and implement
policies and procedures to prevent violation of the Advisers Act and SEC rules.

6.2.3  Office of Financial Research

The purposes of the Office of Financial Research (OFR) are to support the
Council in fulfilling the Council's purposes and duties and to support the
Council's member agencies, The OFR serves as a data and research resource for
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the Council and its member agencies, and it is working with those agencies 1o
mitigate reporting burdens and increase market transparency. In this context,
the OFR. serves as a shared resource for Council members and their agencies
and staffs.

The OFR provides data and analysis o support that work, either as a participant
in Council activities or in response to requests from Council members or their
agencies or staffs. The OFR will have the capacity to provide in-depth, long-
term research, as well as rapid analyses of significant financial events to inform
the Council's palicy discussions. The OFR also has a responsibility to evaluate
and report on stress tests and other stability-related assessments of financial
entities overseen by member agencies, provide advice 1o member agencies on the
impact of their policies as they relate to financial stability, investigate disruptions
and failures in the financial markets, and provide its analysis to the Council,
Congress, and the public.

The OFR is working with Council member agencies 1o support an international
initiative to establish a unique, global standard for identifying parties to
financial transactions. This Legal Entity Identifier (LEI) will allow for a better
understanding by both regulators and market participants of true exposures
and counterparty risks across the system. In July, the OFR publishes its first
annual report to Congress on its research and data-elated work 1o assess risks to
financial stability.

The Dodd-Frank Act provides that the OFR would be headed by a Director
appointed by the President and confirmed by the U.S. Senate, In December 2011,
President Obama nominated Richard B, Berner to serve as the first Director of
the OFR. That nomination is pending before the Senate.

624  Market Structure

Over the past several years, the SEC has been considering a range of issues
relating 1o developments in equity market structure. As a part of this process, the
SEC issued a concept release in January 2010 to seek public comment on a wide
range of market structure issues, including high-frequency trading, order routing,
market data linkages, and indisplayed, or *dark,” liquidity. The SEC continues

to consider the issues raised in the 2010 concept release and whether additional
regulatory actions are needed in this area.

Recently, the SEC has taken specific actions to address market structure issues.
For example, in July 2012, the SEC adopted a rule that would require SROs 1o
develop a plan to create a consolidated audit trail. Such a consolidated audit
trail would improve the timeliness and breadth of the information available

to regulators for surveillance, investigations, and analysis of equity market
activity, In June 2012, the SEC approved two proposals submitied by the national
securities exchanges and FINRA that are designed to address extraordinary
volatility in individual securities in the broader U.S. stock market. One initiative
establishes a “limit-up” and “limit-down” mechanism that prevents trades in
individual exchange-listed stocks from occurring outside of a specified price
band. The second initiative updates existing market-wide circuit breakers that,
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when triggered, halt trading in all exchange-listed securities throughout the U.S.
markets. The changes lower the percentage-decline threshold for triggering a
marketwide trading halt and shorten the amount of time that trading is halted.
The exchanges and FINRA will implement these changes by February 4, 2013;
the SEC approved both proposals for a one-year pilot period, during which the
exchanges, FINRA, and the SEC will assess their operation and consider whether
any modifications are appropriate.

Further, in July 2011, the SEC adopted a new large-trader reporting rule thatis
designed to provide the SEC with a valuable source of useful data to support its
investigative and enforcement activities, to facilitate the SEC's ability to assess
the impact of large-trader activity on the securities markets, 1o reconstruct
trading activity following periods of unusual market volatility, and to analyze
significant market events for regulatory purposes. Additionally, in June 2011, the
SEC adopted Rule 15¢3-5, which, among other things, requires BDs to maintain
asystem of controls and supervisory procedures reasonably designed to limit
the financial exposures arising from customers that access the markets directly
through the BD.

Recent CFTC actions have addressed risk controls by requiring futures
exchanges to establish risk controls that prevent and reduce the potential for
price distortions and market disruptions, including pauses or halis on trading
when necessary, The CFTC has also required clearing member firms to conduct
automated, pre-trade screening of orders and required futures exchanges o
have automated, pre-trade systems that facilitate firms’ management of financial
risk. The CFTC also adopted measures that require swap dealers and major swap
participants o implement policies and procedures for testing and supervising
trading programs and requires “straight-through processing™ by futures
commission merchants, swap dealers, and major swap participants of trades
submitied for clearing. Each of these measures responds to the increased speed
and automation of CFTC-regulated financial markets by requiring a parallel
increase in the speed and automation of pre-trade risk controls, post-trade
processing, and other steps designed to reduce risk and increase trade certainty.

6.25 Financial Market Utilities
Financial market wtilities (FMUs) manage or operate multilateral systems for the
purpose of transferring, clearing, or seutling financial transactions.

Title VIII of the Dodd-Frank Act establishes a new supervisory framework for
systemically important FMUs. It authorizes the Council to designate an FMU as
systemically important if the failure of or a disruption to the functioning of the
FMU could ereate or increase the risk of significant liquidity or credit problems
spreading among financial institutions or markets and thereby threaten the
stability of the U.S. financial system. The Council proposed the designation of a
set of FMUs as systemically important at its May 22, 2012, meeting, As discussed
further in Section 6.4.1, the Council designated eight FMUs as systemically
important at its July 18, 2012, meeting,
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The Federal Reserve, CFTC, and SEC, in consultation with each other and
with the Council, have published proposed rules regarding risk
standards for designated FMUs subject to their respective supervisory authority.
The CFTC published its final rule with respect to all FMUs that are derivatives
clearing organizations in November 2011, The Federal Reserve's, CFTC's, and
SEC's final rules on risk management standards that will apply to designated

FMUs are expected in 2012,

6.26  Securitization

Risk Retention

Section 941 of the Dodd-Frank Act added a new Section 15G to the Securities
Exchange Act of 1934, requiring a securitizer to retain at least 5 percent of the
credit risk for loans or other assets that a securitizer, through the issuance of an
asser-hacked security (ABS), transfers, sells, or conveys 10 a third party. On April
99,2011, the OCC, Federal Reserve, FDIC, SEC, FHFA, and the Depariment of

Housing and Urban Develog (HUD) jointly published proposed rules to
impl this risk ion req ‘The rulewriting agencies are carefully
ing the provisions of the proposed rule in light of the public comments

received and are working to develop a final rule. The Chairperson of the Council
is coordinating the rulemaking,

As required by Section 15, the proposed rules would, in general, require
securitizers of ABS to retain at least 5 percent of the credit risk of the assets
underlying the securitization. The credit risk retained generally could not

be directly or indirectly transferred or hedged. The proposed rule includes a
menu of risk-retention options designed to meet the statutory risk-retention
requirement in a way that takes into account the wide variety of established
securitization structures and market practices. Section 15G specifically provides
that a securitizer is not required to retain the 5 percent credit risk if all of the
loans that collateralize the ABS are qualified residential mortgages (QRMs), as
defined by the rulewriting agencies. The definition of a QRM in the proposed
rule takes into account underwriting standards and loan features that historically
indicate a lower risk of default, as required by the statute. These include loan
documentation and verification of the borrower's ability to repay the loan, the
loan-to-value ratio of the loan, and the debt-to-income ratio of the borrower. In
addition, if certain other loan underwriting standards are met, the proposed rule
would exempt ABS collateralized exclusively by commercial loans, commercial
mortgages, or automobile loans from the 5 percent risk-retention requirement.
In crafting the proposed rule, the agencies sought 1o ensure that the amount

of credit risk retained is meaningful, while reducing the potential for the
proposed rules to negatively affect the availability and cost of credit to consumers
and businesses.

SEC Rules Retated tn ABS

Other provisions of the Dodd-Frank Act require SEC rulemaking for ABS.
Pursuant 1o Section 943 of the Dodd-Frank Act, the SEC adopted final rules
in January 2011 that require securitizers to disclose, in tabular form, fulfilled
and unfulfilled repurchase requests made in connection with onstanding
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ABS. Repurchases often result from a loan that does not comply with the
representations and warranties made in an underlying transaction pooling
agreement. The rules also require that nationally recognized statistical rating
arganizations include information regarding the representations, warranties, and
enforcement mechanism available to investors in an ABS offering in any report
accompanying a credit rating issued in connection with such offering. Pursuant
to Section 943, the SEC also adopted final rules in January 2011 requiring an
issuer of ABS registered under the Securities Act of 1933 to perform a review of
the assets underlying the ABS and to disclose information about the rature of
the review. Under the rules, the issuer must also disclose information about (1)
how the loans in the pool differ from the loan underwriting criteria disclosed in
the prospectus, (2) loans that did not meet the disclosed underwriting criteria
but were included in the pool, and (3) the entity that made the determination
that loans be included in the pool even though they did not meet the disclosed
underwriting standards.

Section 942(b) of the Dodd-Frank Act requires the SEC 10 adopt regulations to
require issuers of ABS, at a minimum, to disclose asset-level or loan-level data
regarding the assets backing the ABS, if such data are necessary for investors
independently to perform due diligence. In April 2010, the SEC had proposed
significant revisions to rules regarding the offering process, disclosure, and
reporting for asset-backed securities, including revisions o Regulation AB.
As part of its April 2010 proposal, to augment existing pool-level disclosure
qui the SEC had proposed to require that d asset-level
data points regarding each asset in the underlying pool be provided at the
time of securitization and on an ongoing basis. In July 2011, the SEC issued a
release requesting additional comment on whether the April 2010 proposals
appropriately implement Section 942(b) of the Dodd-Frank Act.

In§ ber 2011, the SEC d rules under Section 621 of the Dodd-Frank

Act that would prohibit securitization participants of an ABS for a designated
time period from engaging in certain transactions that would involve or result in

a material conflict of interest.

6.27  Audit Standards
In the last year, the Public Company Accounting Oversight Board (FCAOB)
has engaged in several projects related 1o auditing and professional practice
standards, The PCAOB proposed a new auditing standard, Related Parties, and

i o existing standards regarding significant unusual ransactions,
intended to enhance audit procedures in areas that have, at times, been used
1o engage in [raudulent financial reporting; proposed a new standard and
amendments intended to enhance the relevance and quality of the communications
between an auditor and a company's audit comminee; proposed auditing and
attestation standards that would apply to the audils of SEC-registered BDs and 1o
the suppl | information accompanying audited financial statements; and
proposed amendments to improve the transparency of public company audits
by requiring the disclosure of the audit engagement partner's name in the audit
reportand the disclosure of other independent public accounting firms and other
persons that took part in the audit.
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In addition, on June 21, 2011, the PCAOB issued a concept release seeking public
comment on the potential direction of a standard-setting project on the content
and form of auditors’ reports on financial statements.

Finally, on August 16, 2011, the PCAOB issued a concept release seeking public
comment on ways that auditor independence, objectivity, and professional
skepticism can be enhanced, including through mandatory rotation of audit firms.
Mandatory audit firm rotation would e number of consecutive years for
which a registered public accounting firm could serve as the anditor of a public
company. The PCAOB received over 600 public comments on its release and is
continuing to evaluate these ideas.

6.28 Accounting
The Financial Accounting Standards Board (FASB) and International Accounting
Standards Board (IASB) are continuing their work to finalize converged
standards in several major areas, including revenue recognition, lease accounting,
financial instruments, and insurance contracts. In their revenue-recognition

* project, the FASB and IASB are working to clarify and align the principles for
recognizing revenue, The FASB and IASB are considering comments {rom
constituents on their joint 2011 proposal, and a final joint standard on revenue
tecognition is expected by early 2013, In their lease-accounting project, the FASE

and [ASB are working to provide greater transparency to lease arrang by
requiring balance sheet recognition of the rights and obligations associated with
leases. The FASB and IASB are considering ¢ on their 2010 proposal

and a new joint proposal for public comment is expected in the second half of
2019, In the area of financial instruments, the FASB and [ASB are seeking 1o
more closely align key aspects of their classification and measurement models and
o develop a new approach to impairment for financial instruments. The FASB
and 1ASB are expected to release a new proposal on impairment for financial
instruments in the secand half of 2012. For insurance contracts, the IASB
currently does nat have a comprehensive insurance model in IFRS. The FASB is
evaluating this issue, including joint discussions with the [ASB regarding whether
10 propose changes to the existing U.S. insurance accounting made] to provide
wsers of financial statements with more useful information. Further documents or
proposals from FASB and IASB are expected in the second half of 2012,

6.3  Consumer and Investor Protection

63  Consumer Protection

On January 4, 2012, President Obama appointed former Ohio Attorney General
Richard Cordray as the Director of the CFPB. The CFPB is an independent
bureau within the Federal Reserve System. It has rulemaking authority under
specifically listed statutes, as well as specified supervisory and enforcement
authority for very large depository institutions and non-depository (nonbank)
entities and other duties relating to consumer financial products and services.
The CFPB is the primary federal regulator exclusively focused on, and
accountable to Congress and the public for, consumer financial protection. The
CFPB has launched its supervision program for very large depository instituti
(in coordination with prudential regul and for nonban blished its
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function; d rulemaking responsibility for federal
consumer financial laws transferred 1o the CFPB on July 21, 2011; and issued a
variety of rules and reports required under the Dodd-Frank Act. In addition, the
CFPB continues 1o work to ensure that consumers have the information they need
to understand the costs and risks of consumer financial products and services, so
they can compare products and choose the ones that are best for them. Moreover,
the CFPB is taking steps to clarify and streamline regulations and guidance
to reduce unnecessary burdens on providers of consumer financial products
and services.

One of the CFPB's first rulemaking initiatives is consolidation of mortgage loan
disclosure forms under the Truth in Lending Act (TILA) and the Real Estate
Settlement Procedures Act (RESPA) to make the information more useful to
consumers and to reduce burdens on lenders. The Dodd-Frank Act consolidates
rulemaking authority for the two statutes in the CFPB. The CFPB proposed
regulations and model disclosures in July 2012, As part of its *Know Before

You Owe” initiative, the CFPB has been testing prototype disclosure forms that
contain information required o be disclosed to consumers who apply for a loan
1o purchase a house or refinance an existing mortgage loan.

In addition, the CFPB has been testing a prototype for a monthly morigag
statement designed to make it easier for borrowers to understand costs and

fees associated with mortgage loans. The Dodd-Frank Act amends the TILA

and requires creditors, assignees, or servicers w send the borrower a periodic
statement for each billing cycle; the statement must include information about
the mortgage’s principal loan amount, current interest rate, date on which the
interest rate may next reset, and a description of any late payment fees, among
other items. The CFPB plans, in the summer of 2012, to propose a rule, including
a proposed form, to impl this requi and several other servicing-
related requirements under the Dodd-Frank Act.

The Dodd-Frank Act also amends the Electronic Fund Transfer Act 1o provide
protections to consumers who transfer funds to recipients located in another
country (remittance transfers), and the CFPB adopted a rule implementing
these consumer protections. In general, the rule requires remittance transfer
providers to disclose to a consumer the exchange rate, fees, and amount 1o be
received by the recipient when the consumer sends a remittance transfer. The
CFPB also requested public comment on whether the rule should include a safe
harbor to exempt community banks, credit unions, and other companies that
process less than a certain number of remittance transfers per year from the
new requirements. The final rule, with any adjustments, will go into effect on
February 7, 2013,

The CFPB has supervision authority over certain nonbank entities, including
mortgage companies, private education lenders, payday lenders, and “larger
participants” of a market for other consumer financial products or services. On
February 17, 2012, the CFPB published its initial proposed rule to define larger
participants in the consumer reporting and debt collection markets. The CFPB
indicated that it will issue additional rules to define criteria for larger participants
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in ather consumer financial markets, selecting the appropriate criteria and
thresholds for each of those markets,

The Federal Reserve, FDIC, OCC, and NCUA have worked closely with the CFFB
to help ensure a smooth transition of the CFPB's examination and rulemaking
authorities, These activities have included the transfer of certain staff to the CFPB
and the development of information and examinati dinati d:
of understanding, For its part, the CFPB consults actively with the Federal
Reserve, FDIC, OCC, and NCUA in the rulemaking process to help p

regulatory effectiveness and to meet the goals and requirements of the Dodd-
Frank Act regarding consulation.

632 Mortgage Transactions and Housing
Title XIV of the Dodd-Frank Act, the *Mortgage Reform and Anti-Predatory
Lending Act,” contains several esigned 1o protect in
mortgage transactions. Many of these measures were enacted as amendments
to the TILA and the RESPA. Prior to July 21, 2011, the Federal Reserve was

ible for regulations implementing the TILA requi and HUD was
responsible for RESPA, but those rulemaking authorities transferred to the CFFB
on that date. In addition to the CFPB's efforts to develop improved morigage
servicing disclosure standards (see previous text), the prudential regulators are
working to develop regulations under safety and soundness authority that address
the servicing of performing and nonperforming morigage loans, which would
supplement the CFPB's TILA and RESPA rulemaking, Certain additional rules
concerning appraisals must be promulgated on an interagency basis. The CFPB
expects to issue proposals to implement a number of Title XIV requirements in
the summer of 2012 and to finalize several rules by January 2013, including the
rules described in the following text.

Under new standards regarding residential mortgages, a lender is required 10
make a ble, good faith determination of an applicant’s ability 1o repay
befare issuing a closed-end mortgage loan. In general, the “ability to repay”
standard can be met if the loan is a “qualified mortgage” as defined under the
Dodd-Frank Act and by regulation. A lender receives certain protections from
liability if 2 loan s a “qualified morigage.” The CFPB is responsible for finalizing
a proposed rule that was issued by the Federal Reserve in May 2011. The Dodd-
Frank Act also requires escrow accounts o be established for certain morigage
loans and mandates certain new disclosures regarding escrow accounts. The
Federal Reserve issued a proposed rule to impl these requi in
March 2011, and the CFPB is responsible for finalizing that rule. In addition,

the Dodd-Frank Act expands the range of mortgage loans that are subject to the
Home Ownership and Equity Protection Act and imposes new requirements on
high-cost morigages. These include mandatory ling and other protections.
For mortgage servicers, there will be req concerning provision of
monthly statements, disclosures for hybrid adjustable rate mortgages, force-placed
insurance, prompt crediting of pay pay-off and error resoluti
There also will be new requi concerning compensation and qualification
of mortgage loan originators, such as brokers and loan officers, and, for certain
purposes, the companies that hire them. The Dodd-Frank Act also amends the
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Equal Credit Opportunity Act to require mortgage lenders to provide certain
disclosures and copies of appraisal documents to consumers.

Subtitle F of Title XIV of the Dodd-Frank Act relates o appraisal reform, and
certain additional rules concerning appraisals must be promulgated on an
interagency basis. For higher-risk mortgages, the Dodd-Frank Act generally
requires written appraisals based on a physical inspection of the property and, in
some cases, second appraisals. The FDIC, Federal Reserve, OCC, NCUA, FHFA,
and CFPB have authority under the Dodd-Frank Act to issue joint regulati

and guidance on appraiser independence and are required to issue regulations
on the appraisal requirements for higher-risk mortgages, appraisal management
companies, and automated valuation models.

633  Investor Protection

The Dodd-Frank Act includes various provisions to strengthen investor
protection, These provisions include regulation of the over-the-counter
derivatives markets and governance and compensation reform. Under Section
925 of the Dodd-Frank Act, the SEC is required to adopt rules that disqualify
securities offerings involving certain felons and other “bad actors” from relying
an the safe harbor from Securities Act registration provided by Rule 506 of
Regulation D. The SEC proposed rules to implement the requi of
this provision in May 2011. In addition, the SEC adopted rule amendments in
December 2011 implementing Section 413(a) of the Dodd-Frank Act, which
requires the value of an individual's primary residence to be excluded when
determining if that individual's net worth exceeds the $1 million threshold

required for “accredited investor” status.

The investing public should benefit from increased oversight of investment
advisers, Approximately 2,500 investment advisers with assets under management
between $25 million and $100 million are transitioning from oversight by the SEC

to oversight by state securities regul This transiti dated by Section
410 of the Dodd-Frank Act and implemented by June 2011 rulemakings by the
SEC, is expected to result in more frequent examinations of the approximately

17,000 smaller, local advisers, while also allowing the SEC to focus its resources on
the approximately 10,000 larger, national advisers.

The securities laws also were modified in a number of ways to facilitate SEC
enforcement actions, These changes include enhancing the application of
antifraud provisions and providing authority to bring actions against aiders

and abettors. For example, the Dodd-Frank Act established a whistlebl
program that requires the SEC to pay an award o eligible whistleblowers that
voluntarily provide the SEC with original information about a violation of the
federal securities laws that leads to the successful enforcement of certain judicial
or administrative actions. In May 2011, the SEC adopted rules to implement this
provision. Since the rules went into effect in August 2011, the SEC has received
hundreds of tips through the program, and the quality of the information
received has, in many instances, been particularly helpful to the SEC’s
investigative staff.
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634  Governance and Compensation

To facilitate prudent risk management at financial institutions and to align

the interests of executives and other employees with the long-term health of

their organizations, Section 956 of the Dodd-Frank Act requires the Federal
Reserve, FDIC, FHFA, NCUA, OCC, and SEC 10 jointly prescribe rules or
guidelines that require certain covered financial institutions to disclose to their
appropriate federal regulator the structure of the incentive-based compensation
arrangements offered by such covered financial institution sufficient to determine
whether the compengation structure (1) provides an execulive officer, employee,
director, or principal sharcholder of the covered financial institution with
excessive compensation, fees, or benefits; or (2) could lead to material financial
loss 1o the covered financial institution. Further, Section 956 requires the
appropriate federal regulators jointly to prescribe regulations or guidelines that
prohibit any types of incentive-based payment arrang or any feature of

such arrang that the regul fetermine encourages inappropriate risks
by providing an exccutive officer, employee, directar, or principal shareholder of
the covered financial institution with excessive compensation, fees, or benefits, or
that could lead 1o material financial loss o the covered firm. The proposed rule
would impose additional requirements on the payment of incentive compensation
10 executive officers of certain larger covered financial institutions,

In April 2011, the agencies published a three-part proposed rule for public
comment. First, a financial institution with $1 billion or more in total
consolidated assets (a covered financial institution) would be required to

file an annual report with its appropriate federal regulator describing the
structure of the firm's incentive-based compensation arrangements, Second, the
proposed rule would prohibit a covered financial institution from establishing
or maintaining an incentive-based compensation arrangement that could lead
1o material financial loss or that encourages inappropriate risks by providing
certain “covered persons” (which include all executives, employees, directors, and
principal shareholders) with excessive compensation. Finally, the proposed rule
would require each covered financial institution to adopt specific policies and
procedures approved by its board to help ensure and monitor compliance with
the rule.

Section 952 of the Dodd-Frank Act requires the SEC to, by rule, direct the
national securities exchanges and national securities associations to prohibit
the listing of any equity security of an issuer that does not comply with new
compensation ittee and compensation adviser requi In June
2012, the SEC adopted rules to implement Section 952 that require, among
ather things, that the exchanges establish listing standards that require each
member of a listed issuer’s compensation commitiee to be a member of the
board of directors and o be “independent.” The SEC also is required by

the Dodd-Frank Act to adopt several additional rules related to corporate
governance and executive compensation, including rules mandating new
listing standards relating to specified “clawback” policies, and new disclosure
requirements about executive compensation and company performance,
executive to median employee pay ratios, and employee and dircctor hedging.
These provisions of the Dodd-Frank Act do not contain rulemaking deadlines,
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but SEC staff is working to develop recommendations for the SEC concerning
the impl ion of these p

¥

64  Council Activities

641  Determination of Nonbank Financial Companies to Be Supervised by the
Federal Reserve and Designation of Financial Market Utilities

Nonbank Financial Companies

One of the Council's statutory purposes is to identify risks to financial stability
that could arise from the material financial distress or [ailure, or ongoing
activities, of nonbank financial companies. Under Section 113 of the Dodd-Frank
Act, the Council is authorized to determine that a nonbank financial company’s
material financial distress—or the nature, scope, size, scale, concentration,
interconnectedness, or mix of its activities—could pose a threat to US. financial
stability, Such companies will be subject to consolidated supervision by the
Federal Reserve and enhanced prudential standards.

The Dodd-Frank Act provides a list of 10 considerations the Council must

use in making determinations under Section 113. In fall 2010, the Council
began a rulemaking process to further clarify these statutorily mandated
considerations. The Council issued an advance notice of proposed rulemaking
(ANPR) in October 2010 and an NPR in January 2011 The Council received
significant input from market participants, nonprofits, academics, and members
of the public about the need to develop an analytic framework for making
determinations that would provide a consistent approach and incorporate both
quantitative and qualitative judg In response to the Council
received on the NPR, the Council sought public comment on a second NFR

and proposed interpretive guidance in October 2011 to provide (1) additional
details regarding the framework that the Council intends to use to assess whether
the material financial distress or failure, or ongoing activities, of a nonbank
financial company could pose a threat to U.S. financial stability; and (2) further
opportunity for public comment on the Council’s proposed approach o the
determination process. In April 2012, the Council adopted a final rule and

interpretive guidance.

The Council’s interpretive guidance includes an analytic framework that
organizes the 10 statutory considerations into six broad categories that reflect
a company’s role in the financial system and its potential 1o experience
material financial distress. In addition, the interpretive guidance describes the
three-stage process that the Council intends to use in evaluating compa nies
in non-emergency situations, defines key terms related to the Council’s
determination authority, and sets forth uniform quantitative thresholds

that the Council intends to use to identify companies for further eval

While the Council's assessments of companies will be based on a facespecific
evaluation of the statutory considerations, the rule and interpretive guidance
describe the characteristics of companies the Council likely will evaluate for
potential determination and the factors the Council intends to use when
analyzing companies.
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In non-emergency situations, before a Council vote on any proposed
determination, the company under consideration will have an opportunity 1o
submit written materials to the Council regarding the proposed determinati
Council members will vote on a proposed determination only afier they have
reviewed that information, and the proposed determination will proceed only
if approved by two-thirds of the Council, including the affirmative vote of the
Chairperson. Upon a proposed determination, a company may request a hearing,
and the determination will be finalized only after a subsequent two-thirds vote
of the Council, including the affirmative vote of the Chairperson. Any final
determination will be subject to judicial review, and the Council must submit
a report to Congress on, among other things, all determinations made under
Section 113 of the Dodd-Frank Act and the basis for such determinations.

As of the date of this report, the Council has not made any determinations under
Section 113 of the Dodd-Frank Act.

Financial Market Utlities

The Dodd-Frank Act authorizes the Council to designate an FMU as “systemically
important” if the Council determines that the failure of or a disruption to the
functioning of the FMU could create or increase the risk of significant liquidity
or credit problems spreading among financial institutions or markets and thereby
threaten the stability of the U.S. financial system.

Designated FMUs will become subject to the heightened prudential and
supervisory provisions of Title VIII, which promote robust risk management and
safety and soundness, including conducting their operations in compliance with
applicable risk-management standards; providing advance notice and review of
changes to their rules, procedures, and operations that could materially affect
the nature or level of their risks; and being subject to relevant examination

and enforcement provisions. Title VIII also requires the supervisory agencies

10 consult with each other when they are prescribing their respective risk-
management standards, jointly develop risk g supervisory prog

and consult and coordinate in planning and conducting examinations. To further
strengthen settlement processes, the Federal Reserve Board may authorize a
Federal Reserve Bank to provide accounts and settlement services to designated
FMUs. Additionally, under unusual or exigent circumstances, designated FMUs
could potentially gain access to the Federal Reserve’s discount window.

Following the publication of its final rule outlining the criteria, processes, and
procedures for the designation of FMUs on July 27, 2011, the Council proposed
the designation of an initial set of FMUs on May 22, 2012. Auits July 18, 2012,
meeting, the Council voted unanimously 1o designate eight FMUs as systemically
important under Title VIII of the Dodd-Frank Act.

The FMUs that the Council designated perform a variety of functions in the
market, including the clearance and seulement of cash, securities, and derivatives
transactions; many of them are central counterparties and are responsible for
clearing a large majority of trades in their respective markets. The Council
helieves that the completion of the FMU designations process for this initial set
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of FMUs is a major milestone in the implementation of the Dodd-Frank Act and
that the designation of these entities will instill confidence in their respective
markets. The basis for the Council's designation determination for each of these
systemically important FMUs is described in Appendix A.

6.4.2 Risk Monitoring

One of the Council's central purposes is the ongoing identification of risks to U.5.
financial stability. To help identify risks, promote market discipline, and respond
to emerging threats, the Council facilitates information sharing, coordination,
and communication among member agencies, among other things.

In the past year, the Council examined significant market developments and
structural issues within the financial system, including topics discussed elsewhere
in this report. The Council will continue to monitor potential threats to financial
stability, whether from external shocks or structural weaknesses.

To facilitate this risk monitoring process, the Council established the Systemic
Risk Committee (SRC), composed primarily of member agency staff in
supervisory, surveillance, examination, and policy roles. The SRC servesasa
forum for member agency staff 1o identify and analyze potential risks that may
extend beyond the jurisdiction of any one agency.

643  Reports Required Under the Dodd-Frank Act

Prompt Corrective Action

1n December 2011, the Council released a report to Congress on prompt
corrective action (PCA). Section 202(g)(4) of the Dodd-Frank Act required

the Council to issue a report on actions taken in response to the Government
Accountability Office (GAO) study on PCA required by Section 202(g)(1) of the
Dodd-Frank Act. The Council's report discusses the existing PCA framework
and the findings and recommendations of the GAO study. The Conncil's report
also highlights some lessans learned from the financial crisis and outlines

actions taken that could affect PCA, as well as additional steps to modify the PCA
framework that could be considered.

Report on Actions Taken in Response to the GAO's Report on the NCUA

In June 2012, the Council released a report to Congress on actions taken

in response to a GAO report on the NCUA's supervision of corporate credit
unions and impl ion of PCA, as required by the National Credit
Union Authority Clarification Act. The report discusses the findings and
recommendations of the GAO study and outlines NCUA activities that relate to
the GAD's recommendations,

Contingent Capital

Section 113(¢) of the Dodd-Frank Act requires the Council 1 study the feasibility,
benefits, casts, and structure of a contingent capital requirement for nonbank
financial companies supervised by the Federal Reserve and large, interconnected
bank holding companies. In July 2012, the Council submitted a report to
Congress regarding the study, as required by Section 115(c). The Council's report
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concludes that contingent capital instruments should continue to be an area for
private sector innovation, and encourages the Federal Reserve and other financial
regulators to continue to study the advantages and disadvantages of including
contingent capital and bail-n instruments in their regulatory capital frameworks.

6.44  Rulemaking Coordination
As Chairperson of the Council, the Treasury Secretary is required to coordinate
two major rulemakings under the Dodd-Frank Act.

To facilitate the joint rulemaking on credit risk retention for asset-backed
securities, as described previously, certain member agencies participated in

an interagency working group to develop the NPR for public comment. The
Federal Reserve, FDIC, SEC, OCC, HUD, and FHFA issued a joint NFR on March
30,2011, that proposes rules o impl this requi and represents

a significant step toward strengthening securitization markets. The agencies
extended the comment period for the proposed rule from June 10, 2011, 1o
August 1, 2011

The Chairperson of the Council is also required to coordinate the issuance of
final regulations implementing the Volcker Rule, as described in Section 6.1.4.
The Chairperson has played an active role in coordinating the agencies' work to
develop regulations that are comparable and provide for consistent application,
to the extent possible. The Federal Reserve, FDIC, OCC, and SEC sought public
comment on a proposed rule in October 2011, and the CFTC requested comment
on a substantively identical NPR in January 2012, The comment period closed
February 13, 2012, for the proposed rules issued by the Federal Reserve, FDIC,
OCC, and SEC, and closed on April 16, 2012, for the CFTC's proposed rule.
The Chairperson of the Council continues to coordinate the develog ofa
final rule.

645 Operations of the Council

The Dodd-Frank Act requires the Council to convene no less than quarterly. In
the last year, the Council met 12 times.* The meetings bring Council members
together to discuss and analyze emerging market developments and financial
regulatory issues. The Council is committed to conducting its business as openly
and transparently as practicable, given the confidential supervisory and sensitive
information at the center of its work. Consistent with the Council's transparency
policy, the Council opens its meetings to the public whenever possible. The
Council held a public session at three of its meetings in the last year.

Approximately every two weeks, the Council’s Deputies Committee, which

is composed of senior rep ives of Council members, has convened to
discuss the Council's agenda and to direct the work of the SRC and the five
other functional committees, The other functional committees are organized
around the Council's ongoing statutory responsibilities: (1) identifying nonbank
financial companies and financial market utilities for designation; (2) making
recommendations to primary financial regulatory agencies regarding heightened
prudential standards for financial firms; (3) consulting with the FDIC on

arderly liquidati hority and reviewing the resolution plan requi for

Aeguiatery Developments; Gouncil Activities




182

designated nonbank financial firms and the largest BHCs; and (4) collecting data

and improving data-reporting
In the last vear, the Council adopted regulations impl ing its Freedom of
Information Act obligations,' adopted hearing procedures for nonbank financial
companies and FMUs subject to proposed designations, and passed its second
budget. The Council also complied with its transparency policy by conducting its
business in an open and transparent manner whenever possible.*

Financial Research Fund Assessments

Section 155 of the Dodd-Frank Act requires the Treasury, with the approval

of the Council, to establish assessments to fund the OFR’s budger, which
includes the expenses of the Council and the FDIC’s implementation

expenses associated with OLA. To implement this provision, on May 21, 2012,
the Treasury issued a final rule that establishes an chedule for
semiannual collections from bank holding companies with total consolidated
assets of $50 billion or greater and an interim final rule that applies to nonbank
financial companies supervised by the Federal Reserve. The first payments
under the rule will be made on July 20, 2012.

646 Section 119 of the Dodd-Frank Act

Section 119 of the Dodd-Frank Act provides that the Council may issue
nonbinding recommendations to member agencies on disputes about the
agencies' respective jurisdiction over a particular BHC, nonbank financial
company, or financial activity or product. (Certain consumer protection maiters,
for which another dispute mechanism is provided under Title X of the Act, are
excluded). To date, no member agency has approached the Council 10 resolve a
dispute under Section 119.
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Potential Emerging Threats

71 Framework: Threats as a Combination
of Shocks and Vulnerabilities

Episodes of financial disruption typically arise when
adverse developments unforeseen by most market
participants, commonly referred to as shacks,
interact with financial system vulnerabilities. &
shock that potentially threatens stability is typically
one that induces substantial losses on a class of
assets over a short period of time. Recent history

Given the inherent difficulty in predicting shocks,
perhaps the most important line of defense is to
reduce vulnerabilities by ensuring that institutions
have sufficient capital and liquidity resourees, sound
risk-management practices, and strong internal

and regulatory controls. Policy efforts can also
strengthen financial markets' ability to withstand
shocks by promoting greater informational
transparency, for example, by addressing gaps

in the availability of data and by producing

provides examples of shocks that created challeng
for financial stability, such as the bursting asset
price bubbles in stock markets (2000) and housing
markets (2007), rapid increases in interest rates
(1994}, defaults on ign deb (for i

consolidated audit trails. Additional policy

that serve to enhance robustness of markets and
include ¢ luti

planning, procedures for orderly liquidation of

g
nsive

On Cond

institutions,

Mexico in 1982 or Russia in 1998), or severe

in financial services, disciplined underwriting

operational stress in financial markets (for examp
the so-called “flash crash” of May 2010), Shocks
can also emerge from, or be exacerbated by, the
failure of a specific firm, infrastructure events, or
breakdowns in market functioning that create or
aggravate losses on a class of assets.

Not all such disturbances necessarily affect the
stability of the financial system or the real economy.
However, if the financial system is particularly
Inerable to shocks, for ple, due to excessive
leverage or excessive use of short-term wholesale
funding of illiquid assets, a shock could have
extreme balance sheet consequences and threaten
institutions with insolvency. Market participants
in general may not know which specific firms have
balance sheets that are most at risk, so they may
respond by avoiding exposure to any potential
counterparty that might be at risk of insolvency.
The resulting aitenuation of credit provision could
lead to disorderly liquidation of assets by all affected
firms, inducing losses in other asset classes, thereby
spreading and magnifying the effects of the initial
disturbance. Credit flows to the non-financial
sector could be disrupted, reducing the pace of
real economic activity. In extreme cases, total
economic losses could far exceed the original drop
in asset value.

dards for credit origi and exercising
due diligence on emerging financial products.
Finally, markets can be made more resilient if public
authorities can respond to financial siresses ina
flexible and timely manner. An example would
be the central bank's role as lender of fast resort,
accompanied by appropriate safeguards against the
risk of moral hazard.

The public policy goal is not to reduce financial
‘market vulnerabilities to zero. Many of the key

tasks performed by financial markets inherently
involve a degree of vulnerability to certain kinds of
risk, Credit provision to risky borrowers, maturity
transformation, and the clearing of financial
transactions are all activities that can generate
vulnerabilities. Accordingly, the goal of public policy
is to design regul itutional k
that reduce vulnerabilities of markets, instilutions,
and infrastructures to acceptable levels, while
allowing the financial system to continue to serve
the needs of the real economy.

yand i

Destahilizing shocks are more likely 1o occur
when markets have undergone structural changes,
including those from technological development
and financial innovation. These changes may be
slow moving, occurring over a period of years, For
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example, the proliferation of morigage-backed
securities backed by subprime morigage debt
occurred over approximately eight years,
Structural changes that occur during periods
of low volatility can be particularly problematic,
since such low-volatility episodes can lead to
complacency on the part of risk managers and
may lead to riskier behaviors in search of higher
returns. The full implications of such structural
changes are rarely recognized in real time.
In particular, so-called “model risk” becomes
o s moreofa problem as market participants fail
%56 001 003 WS A 2009 20 1o adjust their riskmanagement models in
Som B A O N e T 1o the structural shifis. As a result,
market participants are likely to underestimate
the probability of shocks and to be unprepared
when a shock actually oceurs,

72 Areas of Heightened Uncertainty

There are several noteworthy aspects of the
current economic environment in which
structural change has elevated the level of
uncertainty. A clear instance is the trajectory of
growth, asset prices, and institutional change
resulting from euro area sovereign siresses.
The introduction of the euro represented a
significant structural change that ushered in a
related set of new developing institutions and
policies. Initially, the unified monetary policy
was associated with a gence of ig
yields across euro area countries (Chart 7.2.1),
although this was not accompanied by a full
convergence of macroeconomic fundamentals,
such as productivity growth,

The financial crisis and recession of 2007-2009
drew attention to cross-sectional differences

in growth prospects, competitiveness, and
default risk among euro area countries, with
yield spreads widening for some sovereigns.
These structural tensions were exacerbated by
the cyclical downturn and by the fiscal burdens
arising from bank support programs.
Meanwhile, euro area integration on various
fronts remained incomplete, complicating

the crisis response, While euro area leaders
have expressed a desire to deepen European
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unification, there is continued uncertainty
about how European official entities will resolve
these fiscal strains and the extent to which euro
area institutions may change as a result. Markets
continue to believe that exits from the common
currency cannot be ruled out, with awendant
legal and other uncertainties. In particular,

the threat of a breakup of the euro area carries
with it redenomination risk—the risk that
obligations due in euros will be repaid in an
alternative, less valuable, currency.

Direct exposures of U.S. institutions to the
most stressed euro area countries appear to be
low (Charts 7.2.2, 7.2.3, and 7.2.4). However,
1.5, banks, money market funds (MMFs), and
the insurance industry have indirect exposures
through other non-periphery countries

and through asset markets. This generates
heightened uncertainty about the extent to
which evolving conditions could spill over to
U.S. markets and institutions,

Another key structural shift interacting with
cyclical factors is the increased importance

of emerging markets in global growth and

the global financial system. The growth
trajectories of emerging market economies
(EMESs), notably the patential for a marked
deceleration of growth in China as discussed
in Section 4.4, conld have a significant impact
on growth and financial stability in the United
States. In particular there continues to be
uncertainty about the health and robustness of
some of these economies, including concerns
about banking and financial stability, the
sustainability of regional real estate trends; the
ability of policymakers to manage inflationary
pressures; and the possibility of social unrest.
The implications of these uncertainties for the
US. financial system are primarily driven by the
rale of the EMEs as global providers of capital
and as contributors to global growth.

Uncertainty is also elevated in U.S. housing
markets, The 30 percent decline in house prices
since January 2006 continues to weigh on U.S.
real estate markess, with 12 million mortgages
having negative equity and continued high
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Chart7.25 Real Private Residential investment

198182 Cyce

Guarters Since NBER Treugh

Source: BEA  Nota: Series Set 1o 1.0 8t NBER Trough. Seasonally Adjusted.

2012 FSOC /f Annsel Report

levels of foreclosure activity. Additional
mortgage losses are possible over the next

five years due to increased monthly payments
on home-equity loans. The current sluggish
growth in the housing sector contrasts with

the historical post-recession patterns, where
residential investment typically would display
solid growth during recoveries (Chart 7.2.5),
While there are signs of stabilization in housing
prices, and the inventory of existing homes

for sale has declined significantly, the overall
weakness in the macroeconomy carries with it
the risk of further declines in real estate prices,
with additional stresses on household and
institutional balance sheets.

In addition, the crisis exposed deep flaws in
the structure of housing finance that need to
be reformed, such as the incentives around
securitization, the design of government-
sponsored enterprises (GSEs), and the overall
quality of mortgage-servicing standards.
Financial institutions continue to work
through legacy morigage assets and apply
conservative credit standards to new morigag
activity. Given the scarcity of private capital

in mortgage markets, federal government
support continues to dominate the provisi

of residential mortgages. While some progress
has been made in addressing mortgage loan
servicing and foreclosure abuses, as well as
gaps in protections for homeowners, lack of
uniform servicing standards with appropriate
safeguards for consumers, such as single poinis
of contact, continue to create potential adverse
[ es for di dh and

their surrounding communities. The structural
and cyclical problems of the housing finance
market constitute a vulnerability of the financial
system that makes the U.3. economy more
susceptible 1o adverse shocks. For example, the
effect of a slowdown in economic growth could
be amplificd by the mortgage market, leading
1o larger-than-expected declines in home prices
and sales.

Another area of uncertainty is the fiscal policy
outlook in the United States. A number of
fiscal policy fssues must be addressed around



the end of 2012, including expiration of the
tax cuts originally enacted in 2001 and 2003,
expiration of payroll tax cuts, expiration of
extended unemployment benefits, the Budget
Control Actmandated sequester, and the need
to raise the debt ceiling once again. As was
the case with the debt ceiling debate in the
summer of 2011, market volatility may increase
as these fiscal deadlines approach, possibly
ighing on growth. Furtl the long-
term trajectory of U.S. fiscal policy is gencrally
regarded as unsustainable, given the aging of
the population and the likely path for health
care expenditures. The way in which these long-
term imbalances eventually will be resolved
is unclear, representing yet another source
of uncertainty for financial markets and the
real economy.

73 Robustness of Financial
Institutions and Markets

While some indicators point to an increased
level of rot of financial institutions and
markets over the past year, there continue to
be areas of serious concern, The aggregate
tier one capital ratio of domestically owned
bank holding companies (BHCs) was 13.3
percent of riskweighted assets as of the first
quarter of 2012, the highest level in more than
10 years (Chart 7.3.1). Increased robustness
can also be seen in the broker-dealer (BD)
industry, which shows a sharp decline in
leverage since 2007, Stress test results from
the 2012 Comprehensive Capital Analysis and
Review (CCAR) demonstrated the increase in
capital, particularly common equity, held by
the largest U.S. banking institutions since the
onset of the financial risis. Even so, 4 of the
19 BHCs had post-stress capital ratios that fell
below one or more regulatory minimums after
including all planned capital distributions.
The aggregate BHC funding profile has been
strengthened by increased reliance on core
deposits (Chart 7.3.2), continued reduction in
short-term wholesale funding (Chart 7.5.3),
and a substantial increase in the fraction of
assets that are highly liquid. There is concern,
however, that these funding and liquidity
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Chart 5,212 CDS Spreads of 6 Large Complex BHCs
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bearing transaction accounts under Section
543 of the Dodd-Frank Act, which is scheduled
to expire on December 31, 2012,

Other indicators suggest a less sanguine view
of U.S. financial institutions. The average
cost of buying credit protection on the six
largest U.S. BHCs started to rise in August
2011, with increasing concerns about the euro
area stability. (See Chart 5.2.12, displayed
here for convenience.) While credit default
swap (CDS) spreads on these BHCs have
come down somewhat since their peak in
November 2011, they remain above the levels
that prevailed from mid-2009 through mid-
9011. Similarly, market valuations of the large
BHCs are well below book value. Revenues

at these institutions remain challenged by
general market uncertainty and the low
interest rate envi and BHC earning
growth is largely dependent on non-recurring
accounting items. In addition, approximately
12 percent of all institutions within the
commercial banking sector still remain on
the FDIC's problem bank list, accounting for
approximately 2 percent of sectoral assets.

Changes in financial market infrastructures
are likely to make the derivatives market less
vulnerable to shocks. In recent years, there have
been substantial increases in the volume of
swaps contracts being centrally cleared, which
represents a significant step toward improved
management of credit risks in these markess.
In addition, informational transparency

1 regulators has been enhanced by the
expansion of trade repositories (TRs). The
availability of data from the Trade Information
Warehouse, the TR for CDS, proved extremely
useful to regulators in determining patterns
of exposures to Greek sovereign default risk
during the period leading up to the Greek
debt restructuring in March 2012, Finally, itis
anticipated that, pursuant to Title VIl of the
Dodd-Frank Act, many types of swaps will be
traded on swap execution facilities (SEFs) and
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security-based SEFs in the near future. This
development should significantly enhance both
pre-and post-trade transparency of price and
volume information on executed transactions (o
swaps market participants, While the SECand
CFTC have not yet finalized rules relating 1o
the regulation of SEFs and security-based SEFs,
both agencies have issued detailed proposals.

Another form of vulnerability has been
highlighted by the failure of segregation
procedures o fully protect customers of MF
Global. (See Box D: MF Global Bankruptcy.)
For decades, segregation of customer funds
has been the lynchpin of customer protection
in futures markets. While MF Global customers
recovered 72 percent of the value of their
accounts for trading on U.S. futures exchanges
within a few months of the bankruptcy, they
lost use of those funds for critical weeks and
are still owed hundreds of millions of dollars
in the aggregate. MF Global customers

trading on foreign exchanges have received

a much lower percentage of recovery. The
CFTC has taken steps to enhance customer
protection and has solicited input on further

possible actions.

Financial reform efforts are essential in
restoring the strength and stability of financial
institutions and markets. Nevertheless, less-
regulated institutions and markets could be
perceived to hold competitive advantages.
Accordingly, vulnerabilities could continue
or increase if some participants choose ©
move business lines or activities to take
advantage of perceived gaps or inconsistencies
in regulation. This is particularly 2 concern
when comparable financial activities are not
subject 1o a comparable degree of regulatory
stringency. This could occur, for example, if
a lightly regulated swaps participant were to
expand its business (o approximate a full swaps
ealership without the requisite regulatory
oversight. The Dodd-Frank Act provides
mechanisms to address such regulatory gaps,
for example, by requiring oversight of all swap
dealers and major swaps participants and
i v oversight on nonbank

v 8 R
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financial companics that could posc a threat to
U.S. financial stability.

74  Continuing Vulnerabilities in the
Financial System

A number of characteristics of the current
financial system continue to render it
vulnerable to a variety of shocks and create
the potential to amplify the destructive
effects of such shocks.

Different types of vulnerabilities can arise in
financial systems. First, some vulnerabilities
are inherent to the role that financial systems
play in the economy. For example, maturity
transformation (turning short-term savings
into long-term capital investment) is an
essential service of financial markets. But

such transformation carries certain potential
instabilities, such as the risk that short-term
debt may not be rolled over or even the
possibility of a run on a financial institution.
Similarly, providing credit to risky borrowers is
an important function of financial institutions.
Hawever, some degree of credit losses
associated with such lending is inevitable. These
sorts of vulnerabilities can be mitigated by
appropriate public policy structures, including
prudential regulation and supervision, robust
capital and liquidity requirements, deposit and
share insurance, orderly liquidation authority,
and the role of the central bank as lender of last
resort, but they cannot be fully eliminated.

Asecond type of vulnerability arises from
control weaknesses in operations, risk
management, and governance. Examples
would include the possibility of erroneous
trade completion in 2 high-speed trading
environment, the danger of cybersecurity
breaches, and risk-management deficiencies
in financial institutions. Such vulnerabilities
highlight the importance of regulatory
measures, such as prudential capital and
liquidity requirements and risk g
standards, as well as private-sector risk controls.




Finally, a third class of vulnerahilities is
generated by the behavioral responses of market
participants to financial developments, which
could lead to undesirable vulnerabilities in the
aggregate. An example would be the tendency
for some investors to take on additional risk
in a Jow interest rate environment in an effort
to reach for yield, Another example would
be the spillovers from the actions of firms in
highly concentrated market segments or asset
classes. Regulatory measures can be useful in

ddressing these sorts of vulnerabilities. For

ple, appropriate compensation reg

can deter firms from providing incentives to
take on excessive risk. Equally important is to
help ensure that stakeholders bear losses in
downside scenarios and are subject to market
discipline on an ongoing basis.

These three types of vulnerabilities are not
mutually exclusive: a given source of market
yulnerability might be associated with all three
types to varying degrees, so any classification
of specific vulnerabilities is to some extent
arbitrary. In the following text, we discuss
specific vulnerabilities of each of these
types in the current environment, with the
vulnerabilitics classified according to which
characteristics are most predominant.
741 Inherent Vulnerabilities
Run Risk in Wholesale Short-Term Funding
Markets
Broker-dealers (BDs) and other market
participants typically fund some of their
portiolio holdings and securities inventories
using short-term funding, obtained through
repos, commercial paper, and unsecured short-
term lending. While use of short-term wholesale
funding has decreased overall (Chart 527,
displayed here for convenience), the very large
BHCs, especially those with large BD operations,
o display a substantial depend
on short-term, Jess stable funding sources
(Chart 7.4.1). Moreover, as discussed in Section
5.2, the U.S. branches and agencies of foreign
banks also rely heavily on shortterm funding
through MMFs and uninsured wholesale
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depositors. In practice, institutions that rely

on short-term funding must maintain strong
short-term credit ratings. In June 2012, Moody's
reduced its short-term ratings by one notch for
three large dealer banks: Barclays, Goldman
Sachs, and Morgan Stanley. Markets will be
monitoring the impacts of the downgrades on
these banks' funding models.

This continued reliance on short-term funding
for illiquid assets can be a source of instability

if borrowers have difficulty rolling over their
maturing short-term debt on economically viable
terms. This dynamic could force borrowers

10 sell long-duration assets under fire-sale
conditions, g ing a selfreinforcing negative
feedback loop by putting downward pressure on
prices that, in turn, stresses the balance sheets of
awider range of institutions.

The vulnerabilities associated with the use of
shortterm funding for illiquid assets may be
exacerbated by ongoing structural weaknesses
in the tri-party repo market and in MMFs. The
tri-party repo market relies heavily on intraday
credit extensions from the clearing banks,

is exposed to weaknesses in the credit and
liquidity risk-management practices of markel
participants, and lacks a mechanism to help
ensure orderly liquidation of tri-party repo
collateral by creditors of a defaulting dealer.
{See Box G: Ongoing Vulnerabilities in the
Tri-Party Repo Market,) MMFs can be subject to
runs if the §1,00 netasset value (NAV) is believed
1o exceed the liquidation value of the fund.

{See Box H: Money Market Fund Responses

to Euro Area Uncertainty.)

74.2  Potential Control Weaknesses

High-Speed Trading

High-speed automated trading has become
commeon in equity and derivatives markets, and is
also spreading to markets for Treasury securities
and foreign exchange. (See Section 5.4, Box

F: Algorithmic and High-Frequency Trading.)
Iuis likely that high-speed trading increases
market liquidity in normal market conditions.
However, any market in which liquidity is
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BOX G:  ONGOING VULNERABILITIES IN THE TRI-PARTY REPO MARKET

While reguiators have gained much better visibility into
the activity of the tri-party repo market in recent years,
it remains & significant source of potential contagion.
Despite the recent steps taken by participants to
advance changes in the market's infrastructure to
mitigate key vulnerabiiies, progress is taking longer
than initially anticipated, Three specific sources of
vulnerability remain of great concem to the Council:

*+  Heavy refiance by markel participants on
intraday cradit extensions from the
clearing banks,

«  Weakness in the credit and fiquidity risk
management practices of many market
pariicipants, and

*  Lack of amachanism to ensure orderly
liquidation of tri-party repo coliateral by
creditors of a defaulting dealer.

Over-reliance on intraday credit. Currently,

tri-party repo trades ‘unwind” every day, meaning that
the clearing bank retums cash to the lendar's account
and retums collateral to the borower's account. Trades
ara not settled until saveral hours later. For several hours
gach aftemoan, dealers require funding of their entire
tri-party repo book that lenders do not provide. This
$1.7 trillion funding need is provided by the two
clearing banks.

This is a potentially unstable situation, In times of market
stress, the clearing bank faces a conflict of interest
between its own risk-management needs and the role
it performs as a lander to dealars experiencing funding
prablems. Given its intraday exposure lo dealers, the
clearing bank could have a strong incentive, in the face
of a dealer's deteriorating credit quality. to refrain from
unwinding in order fo avoid extending credit and taking
on exposure to the dealer’s collateral.

Poor risk management practices. Some dealers
remain very dependent on short-term repo funding

and are heavily expesed to rollover risk. Of particular
concem is the use of short-term bomowing to finance

less liquid collateral, such as asset-backed securities
or corparate bonds. In addition, some lenders do

nat exercise sufficient rigor in setting haircuts and

in evaluating appropriate asset types as collateral
particularty for less liquid assets. This can create 8
destabilizing cycle: if lenders do not feel protected by
the haircuts they have in place, they may respond o 8
dealer stress event or rising price volatiity by increasing
haircuts sharply, further reducing the dealer’s abiity 1o
obtain needed funding. Instability is also intensified by
the fact that some lendars (notably MMFs subject to
Rule 2a-T under the Imvestment Company Act) accept
collateral that they are unable to hold and bouidate
Mmammiemwmm
pull back their funding altogether if they are subject to
redemptions to avoid being forced to take possession
of the collateral—further destabilizing market conditions.
Presently, thera is no process in place to prevent
lendars from taking on collateral that they could not
properly manage or permissibly hold outright.

Absence of a mechanism to facilitate orderly
liquidation of a defaulted dealer's collateral.
Alarge dealer's default could leave lenders with biions
of dollars of collateral that they would likely seek to
iquidate quickly. The resulting large volume of asset
sales could depress prices, significantly impair market
liquidity, and erode the capital of many fnancial firms
theough mark-to-market losses. This erosion of capital
could, in tum, create intense pressure for hoiders to
shrink their balance sheets by selling additional assats,
creating a downward spiral. There is currently no
mechanism in place to ensure that lenders wil be able
1o liguidate the collateral of a defaulted dealer gradually
over time in @ manner that avoids this sort of fire

sale dynamic.
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BOXH: MONEY MARKET FUND RESPONSES TO EURO AREA UNCERTAINTY

Vulnerabilities from refiance on short-term funding can be
compoundsad by structural problems with money market
funds (MMFs). MMFs are promoted to institutional and
retail investors as stable investments that provide cash
on demand at a constant net asset value (NAV) of $1
per share, very much like bank deposits. However, these
funds are prone to runs, as investors have an incentive
to exit a fund at $1 per share if they suspect that its
AV is fikely to decline below $1 (that is, they expect the
fund to “break the buck”). A clear example is the wave
of redemptions from MMFs after the Reserve Primary
Fund broke the buck in September 2008 because of its
Lehman exposures.

A more recent episode of large-scale MMF redemptions
is the response of MMFs to increased Uncartainty about
auro aréa stability in June 2011. This episode provides
an opportunity to examine potential vulnerabilities in the
MMF industry. In Junae 2011, the potential for European
bank downgrades and rising concem about the euro
area periphery debi erisis prompted concems about
MMF exposures to European banks, Prime MMFs began
experiencing substantial redemptions, with assets falling
by $165 billion {or 5.1 percent) in June 2011 and with
some MMFs losing a5 much as 20 parcent of their assets
during this period.

MMFs were able to satisfy these redemptions with
intemally generated fiquidity. (See Chart 5.3.7,
displayed here for convenience.) In addition, while
MMFs' euro area exposures had generated negalive press
attention, these positions had not actually experienced
any losses affecting the mark-to-market valus of MMFs'
portfolios. MMFs were also better able to absorb thess
redemptions because they occurred on a steady basis
over a pariod of weeks, as opposed to the sort of run an
MMFs that occurred in 2008, where investors withdrew
over $300 biion in a matter of days from prime MMFs,
several of which were simultaneously experiencing mark-
to-market losses in their portiofios. These mitigating
circumstances alowed MMFs to absorb redemptions in
the summer of 2011 while maintaining a stable NAV.

2012 FSOC // Ansial Report
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Following this period of redemptions, MMFs rapidly
reduced their axposure to suro area countarparties.

Faor example, prime MMF exposures to French issuers
declined from a peak of $274 billon at May 31, 2011, 1o
$176 billon (or 36 percent) by July 31, 2011, and to as low
as $48 billion by December 31, 2011, Overall euro area
exposures of prime MMFs decreased considerably from
nearly 30 percent of prime MMF assets to 18 percent
of assels between May 31, 2011, and May 31, 2012
(Chart H.A).

\While this rapid reduction in short-term dollar funding

for eurg area banks reduced MMF exposure to the debt
crisis, it aded to strains in the global financial system. For
those institutions in which MMFs continue to invest, credit
has been provided at shorter maturities and increasingly
in secured form through repurchase agreements. From
March 2011 to May 2012, the weighted average life for
prime MMFs declined from 81 to 71 days. As of June
2012, MMFs have a relatively small direct exposure of
appraximately $1 bilion to Spanisn banks, with no direct
exposure to ltalian or Greek banks. Prime MMFs also, on
average, reduced their overall credit exposure, shifting
portfolio assets from bank certificates of deposit into
govemment debt and repos (Chart H.2).
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provided by automated trading strategies could
find significant amounts of liquidity suddenly

ithdrawn if those il gics pause
due to changes in market conditions. Evidence
suggests that the so-called “flash crash” of May
2010 involved a temparary liquidity withdrawal
of this type. Attenuated market liquidity, in
turn, can adversely affect market functioning
more generally. Risk controls must keep pace
with these developments. Unfortunately, the
risk arising from high-speed trading is difficult
1o assess because it is opaque and difficult 10
monitor (particularly in real time).

Complex Trading Strategies and Risk
Management

The effects of advances in technology and
financial innovation have also resulted in
financial firms employing trading and hedging
strategies that rely increasingly on complex
assumptions regarding the performance and
interrelationships of financial instruments

and contracts. Recent events, including the
publicly announced trading losses at J[PMorgan
Chase (JPM), highlight the risks that can *
develop in the use of such complex strategies.
This incident reinforces how essential it is

that assumptions underlying trading and risk
management models be properly validated

and monitored on an ongoing basis to help
ensure that risks of complex trading strategies
are b i e 1 1 d and ! d
Institutions also should establish a process to
review the effect of approved model changes to
help ensure that such changes are appropriate.

Cybersecurity

Cyberatacks represent an increasing threat to
financial institutions and the infrastructure
components on which financial systems depend
for communicating, sharing information,

and conducting business. The number and
sophistication of malicious incidents continue
to grow as business and financial institutions
continue to adopt Internet-based commerce
systems. Account takeovers can oceur, including
fraudulent money transfers and counterfeiting
of stored value cards. Third-party payment

P breaches rep: a continuing risk,




whereby the computer networks of large payment
processars are targeted, potentially leading to
financial losses and compromised personally
identifiable information,

Cyber criminals are becoming more
sophisticated, and attack vectors are evolving.
Sociak-engineering techniques used in attempts
to gain unauthorized access into networks

and systems are shifting from generalized and
random to highly targeted. Another cyber threat
can emerge from individuals with direct access
to core processing centers. Such individuals may
be in a position to steal intellectual property,
insider information, or data that can damage the
reputation of the company. Market participants
report that attacks targeting data and assets are
increasingly focused on institutional aspects of
infrastructure as opposed to retail operations.
These types of attacks are associated with
increased severity of potential losses and could
be increasingly disruptive. Cyber threats also
pose a potentially significant risk to the stability
of financial markets through the disruption of
critical payment, clearing, and settlement systems
for key financial institwtions,

Robustness of Operational, Risk

Management, and Governance Controls at
Central Counterparties

In its 2009 meeting in Pitsburgh, the G-20
established the goal of having standardized
swap contracts centrally cleared by the end of
2012, This objective was codified in Title VII
of the Dodd-Frank Act. Central clearing of
swaps will enhance the stability and soundness
of over-the-counter (OTC) derivatives markets
in a variety of ways, including improved
counterparty risk management and multilateral
netting of contracts. However, it could also lead
to an increased number of financial contracts
cleared by a relatively small number of central
counterparty (CCP) clearinghouses, which
mitigate counterparty credit risk between
‘market participants by becoming the universal
counterparty and providing time-specific
settlement of transactions. As a result, these
clearing institutions have become associated
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with even more critical concentration of risk
than before,

The default of a major participant could impair
the liquidity available to a CCF, requiring

that liquidity for setlement be replaced from
the CCP's own resources if it is to meet its
obligations in a timely fashion. The Principles
for Financial Market Infrastruciures, finalized
this past April by the Committee on Payment
and Settlement Systems (CPSS) and the
International Organization of Securities
Commissions (IOSCQ), provides a set of
international standards for CCPs and other
financial market urilities that address these
issues. In addition, Title VIII of the Dodd-
Frank Act provides an enhanced regulatory
framework for CCPs through the Council’s
authority to designate [inancial market utilitics
as systemically important,

Data Standards and Anaiytics

The financial crisis revealed that lack of

data standards and poor data management
threatened financial stability in several ways.
Those who created, collected, and relied upon
financial data found that financial data quality
and scope simply had not kept up with the
increasing complexity of, and innovation in,
modern financial markets. That was especially
the case as financial activity migrated from
traditional depository institutions into the
capital and securitization markets and across
national borders. Consequently, during the
crisis, a kack of consistent and high-quality
data made it difficult or impossible for some
market participants and their regulators to
monitor risks in trading books, gauge overall
exposures to specific counterparties, price
complex securities, or even assess the potential
losses that individual firms might face due to
falling house prices. Different data systems
using different naming conventions made

comparisens difficult or impossible, even within
the same firm. Resolving a large, complex
financial institution like Lehman Brothers was

hobbled by the snarled nature of insufficient,
conflicting, and inconsistent data.
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Since then, policymakers have broadened the
scope of data they collect and have made efforts
to improve their quality. Examples include

the new Form PF (for private funds) and data
to be collected by swap data repositories and
security-based swap repositories for swaps and
other derivatives, as well as international efforts
by the International Monetary Fund (IMF)

and the Financial Stability Board (FSB) to

close data gaps, particularly for derivatives and
nontraditional funding activities. Yet significant
gaps remain in both the scope and quality of
data needed to monitor and enhance financial
stability. More needs 1 be done, particularly

in the activities that have traditionally

resided outside the regulators’ sphere such as
securitization markets and OTC derivatives.

Data standards facilitate imp in
data quality. For instance, efforts to establish
a global legal entity identifier (LEI) have
made significant progress in the last year,
including the establishment of the CFTC
Imerim Compliant Identifier (CICI) initiative,
but work remains to be done to complete this
important effort. The Office of Financial
Research {(OFR), established in Title [ of the
Dodd-Frank Act, is tasked with improving the
quality of financial data and data analytics
along multiple dimensions, including LET
implementation and enhancement.

743  Behavioral Vulnerabilities

Managing Risk in a Low Interest

Rata Environment

An unusually low rate environment, such as
that currently in place, is prone 1w several
behavioral vulnerabilities. Market participants
may have an incentive to take on additional
leverage, credit risk, and duration risk in an
effort to boost yields. While increased risk
taking is ane possible transmission mechanism
for expansianary policies, such reach for

yield behavior without appropriate risk
management could leave many participants with
portfolios that are more vulnerable to adverse
market moves.
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Chart7.4.2  Credit Quality of High-Vield New Issues The tendency to reach for yield may be
especially pronounced for entities such as

pension funds or insurance companies that face
a stream of quasi-fixed nominal liabilities. For
example, the investment yield for life insurers
in aggregate is only around 1.1 percentage
points above the minimum yield needed 0
maintain policyholder reserves, leaving these
insurers with a relatively small margin of error.
Hedge funds also may have an incentive to

o reach for excess yield if they manage to specific
1998 W00 2002 204 M5 28 W00 ng“- hurdle rates expected by their investors or if
the value of their fund is considerably below

Source 4P Hogn s’?;mﬁwm”mm the high-water mark that would trigger a large

Billiors of US$ End Datec 22-Jun-2012 Percent

)

payout. In addition, money market funds may
have an incentive to increase their risk profiles,
especially if the low interest rates do not provide
sufficient yield to cover their expenses.

We do not see much evidence of such behaviors
currently. Risky assets do not exhibit signs of
overvaluations associated with widespread
reach-for-yield behavior. If anything, measures
of risk premia for equities and corporate bonds
are very wide by historical standards. However,
indicators of such behaviors should be watched
carefully, including leverage, contractual terms,
borrower characteristics, the use of levered
instruments for funding, issuance of “covenant
lite" loans, and the rate of original issue,
CCC-rated high-yield bonds (Chart 7.4.2).

Eventually, interest rates will move up to

more normal levels. If market participants are
adequately prepared for such an increase in
rates, and if this increase occurs gradually,

it is unlikely that financial stability would be
adversely affected. However, a rapid increase
in interest rates could be disruptive. For
example, interest rates could increase rapidly
following a loss in investor confidence in the
sustainability of U.S. fiscal policy, Itis unclear
how well prepared fixed income markets are

to the possibility of such rapid interest rate
movements. Those especially vulnerable would
be market participants with highly leveraged
carry-trade positions. It is important to
recognize that while any institution in isolation
can insulate itself from movements in interest
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rates via swaps and derivatives, these contracts Chart7.4.3 Complex Financial Institutions in 2012
are in zero net supply in the aggregate. As

a result, some market participants must be —— Total % Forelgn  Countries of
exposed to interest rate risk.

JP Morgan 5183 7% ”

Maoral Hazard Issues for Large, Complex
Financial Institutions Barik of America a7 113 %

Behavioral vulnerabilities of large, complex

financial institutions could increase with the Sl o i 9
complexity and size of these institutions, These ke Sk . 5
vulnerabilities occur because an expectation

of government support could generate more Morgan Stanisy e % "

risk taking by institutions that are perceived

48 1oo big or too complex to fail, Indeed, Source: Barksope Asof: 1T-May-2012

many observers interpret actions taken by
government authorities during the recent crisis
as evidence that the public sector provides an
implicit guarantee to large complex financial
institutions. Such beliefs, if widespread,

could lead to increased concentration in
financial services and greater risk taking by
those institutions deemed protected, as the
implicit government guaraniee reduces market
discipline. The result could be higher overall
risk in financial markets with attenuated

risk management.

Large financial institutions continue 1o have
a high degree of operational complexity and
interconnectedness. These complexities may
reflect the diverse lines of businesses and
locations in which these firms operate, but
lead to legal structures with activities spread
over hundreds, and in some cases thousands,
of subsidiaries (Chart 7.4.3), Market
participants could believe that the complexity
and interconnectedness of these companies
could make them harder to resolve and induce
further likelihood of government support

in a stress environment. Such beliefs could
therefore promote continued moral hazard
problems for such complex financial entities,

In addition, there may continue to be
perceptions that some institutions may
receive special reatment by virtue of their
size. Such beliefs could be exacerbated

by greater concentration in the financial
services industry. The financial industry
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Chart7.4.4  Assets of the 10 Largest Depository Institutions
Percanl End Dutec 2012 01
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has become increasingly concentrated for
decades, a trend enhanced in part by such
legislative developments as the Riegle-Neal
Interstate Banking and Branching Efficiency
Act of 1994 permitting interstate branching,
and the Gramm-Leach-Bliley Act, enacted
in 1999, that allowed affiliations among
commercial banks, investment banks, and
insurance companies. This trend

through the crisis (Chart 7.4.4) in part due
to acquisitions of failing firms. As of the
first quarter of 2012, the 10 largest banks
held 52 percent of industry assets, worth
approximately 47 percent of GDF, compared
with 45 percent of industry assets, worth
approximately 40 percent of GDP at the end

of 2006. Notwithstanding this wrend towards
greater concentration, the U.S. banking system
remains significantly less concentrated than
that of most developed countries.

These moral hazard problems are partially
addressed by raising capital requirements.

An additional important priority is to develop
credible and robust failure resalution
procedures for large complex institutions—
procedures that would allow the institution to
be liquidated or restructured, as appropriate,
with minimal damage to the marketsasa
whole. The FDIC is authorized to resolve
certain failing financial companies under

the Dodd-Frank Act and has developed a
resolution strategy for such firms that will
promote financial stability by minimizing
contagion and requiring accountability by
forcing the firms’ shareholders and creditors
1o bear losses.

The credit rating agencies appear to have
recognized that the Dodd-Frank Act limits
the ability of the government to provide

y support to sharehald

and creditors of large complex financial
institutions. This recognition can be seen in
the reduced uplift the major rating agencies
incorporate into the long-term ratings for

a number of large financial institutions,
many of which have been downgraded or
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assigned a negative rating outlook as a result Chart7.4.5  Moody's BHC Systemic Support Uplift
(Chart 7.4.5). However, a degree of ratings

uplift still remains for the largest banks, NT:“ i Mﬁ?
typically 1 to 2 notches for large bank holding |
companies and 2 to 3 notches for large bank 8 e 1 ]
subsidiaries. In addition, there is evidence that 7
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Appendix A

Designation of Systemically Important Financial Market Utilities

On July 18, 2012, the Financial Stability Oversight Council (Council) designated
cight financial market utilities (FMUs) as systemically important under Title V111
of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the Act).
The designated FMUs are:

*  The Clearing House Payments Company L.L.C. (PaymentsCo} on the
basis of its role as aperator of the Clearing House Interbank Payments
System (CHIPS)

+  CLS Bank International (CLS Bank or CLS)

*  Chicago Mercantile Exchange, Inc. (CME)

*  The Depository Trust Company (DTC)

*  Fixed Income Clearing Corporation (FICC)

*  ICE Clear Credit LLC (ICE Clear Credit)

*  National Securities Clearing Corporation (NSCC)

*+  The Options Clearing Corporation (OCC)

Title VIII provides four specific factors the Council must take into consideration
when determining whether an FMU is, or is likely to become, systemically
important.' These factors are also incorporated with more detail provided in
the Council's regulations regarding the designation of FMUs.* The four specific
factors are (A} the aggregate monetary value of transactions processed by the
EMU: (B) the aggregate exposure of the FMU to its counterparties; (C) the
relationship, interdependencies, or other interactions of the FMU with other
FMUs or payment, clearing, or settlement activities; and (D) the effect that the
failure of or a disruption to the FMU would have on critical markets, financial
institutions, or the broader financial system. Title VIII also requires the Council
to take into consideration any other factors that the Council deems appropriate.
The Couneil believes that the four identified factors provided an appropriate
basis for making determinations, and thus the Council did not explicitly rely on
any other factors.

This appendix provides a description of each FMU, as well asan analysis of its
systemic importance based on the factors listed here. Each FMU received a levter
on May 22, 2012 informing it that the Council had proposed its designation and
providing it with the same rationale for the Council's determination provided

in this appendix. This appendix does not, however, include any confidential
data that were part of the Council's analysis, though such confidential data

were included in the May 22 letters to each FMU. The FMUs each had 30 days
torequest a hearing if they disagreed with the proposed deter ination of the
Council or the Council's proposed findings of fact, but no FMU requested such
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a hearing. Accordingly, the Council has unanimonsly voted in favor of final
designations on the following FMUs based on the analyses described here:

A. The Clearing House Payments Company L.L.C.

Description of the Clearing House Payments Company LLL.C.

PaymentsCo, a Delaware corporation, is the legal person that operates CHIPS,
which is a multilateral system operated for the purpose of iransferring payments
among its 52 participants. Therefore, PaymentsCo, as a person that operates a
multilateral system whose purpose is transferring payments among financial
institutions, meets the definition of FMU set out in Title VIIL!

CHIPS s the only private sector system in the United States for settling large-
value U.5. dollar pay conti Iy throughout the day. Large-value
payment systems play a key role in financial markets by providing a means for
banks to discharge payment obligations related to important financial market
activities such as money market and commercial transactions. Payments settled
by such systems are often high in value and require secure, refiable, and timely
settlement, For example, two banks might use a large-value payment system to
settle a time-sensitive interbank loan. For commercial transactions, a corporation
may instruct its bank (0 use a large-value payment system to make critical
payments to its suppliers.

Large-value payments settled over CHIPS often represent the U.S. dollar sides
of transfers between U.S. money center banks and foreign banks operating in
the United States, such as foreign exchange and Eurodollar wansactions. CHIPS
traffic also includes an increasing share of payments for transactions such as the
dj of corresp balances and p associated with commercial

transactions, bank loans, and securities transactions.

The 52 CHIPS participants are U.S. commercial banks, foreign banks with offices
in the United States, and one private banker. These participants constitute some
of the largest banks in the world by asset size and include bank subsidiaries of

99 financial institutions considered to be global systemically important financial
institutions by the Financial Stability Board.* Participants also send and receive
payments over CHIPS on behalf of thousands of customers, including a large

number of correspondent banks. U.S. depository institutions account for a
substantial percentage of all value sent. Forty participants are headquartered
outside the United States.

An important feature of CHIPS is that it can bilaterally and multilaterally net
payments for settlement, which permits CHIPS to settle its daily average of
payments with a fraction of funding, A disruption to CHIPS could therefore have
amultiplier effect on the liquidity needs of participants.

Participants do not bear credit risk within CHIPS, as they do not extend credit
10 each other over the system. They do, hawever, bear liquidity risk. Because
payment messages in the CHIPS queue are not guaranteed to settle, participants
may not receive, either during the day or at the end of the day, payments they
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are expecting to receive over CHIPS. Liquidity risk is high during the end-of-day
settlement process when participants have a final expected position that depends
on other participants meeting their final funding requirements. [ a participant
fails to fulfill its final funding requirement, CHIPS will net and release as many
of the payments remaining in the queue as possible and then delete the rest
from the system. The participants that were expecting to receive those deleted
payments must then arrange to receive that liquidity outside of CHIPS.

Analysis of Systemic Impartance

() Aggregate monetary value of transactions processed by CHIPS

The volume and value of payments settled over CHIPS demonstrate the high
degree to which the U.S. banking system relies on CHIPS to facilitate significant
financial flows, particularly those involving transfers between U.S. money center
banks and foreign banks operating in the United States. As context for the value
of payments seutling through CHIPS, every wo weeks, CHIPS settles payments
equivalent to the gross domestic product of the United States.

Settlement volumes and values. CHIPS, settling $1.6 trillion on average a day, has
a substantial share by volume and value in the U.S. large-value payments market.
Asignificant percentage of CHIPS volume is sent or received by participants on
behalf of third parties that are not participants. At least 7,500 third parties are
listed in the database that CHIPS maintains to facilitate the routing of payments
straight through to their end beneficiarics.

Funding, The average and peak total participant funding for the CHIPS
account at the Federal Reserve Bank of New York (FRBNY) per day in 2011 was
substantial, with a significant portion being supplied by 2 small group of funding
agents acting on behalf of nonfunding participants. Total funding is low relative
to the value of payments settled over CHIPS because the bilateral and multilateral
netting feature of the system allows for a high leverage of liquidity compared 10 a
pure real-time gross settlement system, where payments are settled individually as
they are submitted.

(B) Agaregate exposure of CHIPS to its counterparties
Credit exposures. There are no credit exposures within CHIPS, and there is
no obligation to ensure the settl of queued pay Payment g

are not settled until they are released from the CHIPS queue, and all payment
messages that are released are fully funded and settled with finality in real time.

Liquidity exposures, CHIPS does not bear liquidity exposures to its
counterparties because it does not guarantee settlement of any payment messages
that are not fully funded. While this feature, which is inherent to the design and
rules of CHIPS, eliminates liquidity risk to the system, participants bear liquidity
risk arising from unsettled payments in the queue. Participants are further
exposed to liquidity risk because the funds used to settle payment messages

aver CHIPS are held in the CHIPS account at FRENY as opposed to in the
participants’ own accounts.
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Liquidity exposures for CHIPS participants are high because payment messages
in the CHIPS queue are not guaranieed tosettle. There is a possibility that
participanis may not receive, either during the day or at the end of the day,
payments they are expecting to receive over CHIPS, This risk decreases over the
course of the day because of the intraday finality of seuled payments, but there
is inherent liquidity risk in the end-of-day process, when participants must meet
their final funding requirements and CHIPS must successfully execute payuuts.

Seul of the pay ining in the queue at the end of the day

is dependent on all participants successfully meeting their final funding
requirements, which, on average, is in the billions of dollars. If some participants
do not fulfill their final funding requirement, CHIPS will settle as many
remaining payments s possible and then delete the rest from the system
unsettled. There has been only one instance where a participant failed to meet
its final funding requi , resulting in payment ges worth $7.3 billion
failing to settle over CHIPS.

Since that disruption, the typical value of the payments settled at the end of the
day has fallen 1o Jess than 1 percent of total daily value, yet that amount is still
stzeable. Ifa large proportion of those payments failed to setile because of a
disruption caused by the failure of one or morc participants to make a final pay-
in, it could put liquidity pressure on the intended recipients of those payments,
which would need to make up that liquidity outside of CHIPS. Following the
completion of final funding,  disruption impairing the ability of CHIPS to make
payouts could trigger more significant disruptions to the liquidity positions of
participants. In 2011, the daily average and peak of total CHIPS payouts at the
end of the day were significant.

Under either disruption scenario, participants might have to borrow funds in the
market late in the day to replace the payments or payouts not received in order

to meet their payment obligations outside of CHIPS or Federal Reserve account
balance requirements such as required reserves. This could be particularly
challenging for a participant with more limited access to U.S. dollar funding
markets, such as a bank in a weakened condition. For any participant, oblaining
replacement funding late in the day could prove difficult or costly, as the liquidity
of funding markets such as the Fed funds and repo markets declines toward the
end of the business day.

{C) Relationships, interdependencies, or other interactions of CHIPS with other FMUs
or payment, clearing, or settlement activities

The structure of participation in CHIPS indicates a tight, interdependent network
of institutional relationships and payment flows, such that a disruption could
reverberate throughout the financial system. Participants rely heavily on CHIPS
to settle significant U.S. dollar financial flows each day, including transactions
related to third-party activity for th ds of additional institutions, Activity
underlying CHIPS payments spans foreign exchange, trade finance, remitiance,
correspondent banking, securities, and bank funding.
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Concentration of participants and degree of tiering, CHIPS activity is highly
concentrated with a small number of participants accounting for a relatively large
percentage of the value of the payment messages sent and received. Funding for
CHIPS is further concentrated with a small number of participants representing a
majority of the funding.

Although no FMUs depend on CHIPS directly, the participants that send and
receive the most value over CHIPS and contribute the most funding are also
some of the most active participants by value in CLS Bank, DTC, FICC, NSCC,
CME, ICE Clear Credit, and OCC. The liquidity problems caused by a disruption
to CHIPS might therefore adversely affect the payment activities of CHIPS
participants over those FMUs. Conversely, payment obligations arising within
those other FMUs that were expected to settle over CHIPS could be disrupted.

Interdependencies indirectly link CHIPS not only to other FMUs and payment,
clearing, and settlement activities, but also to the third-party customers thatare
the originators or beneficiaries of payments settled over CHIPS. Participants
submit a majority of their CHIPS traffic by volume on behalf of one of
thousands of third-party customers. Examples of third-party customers include
affiliates and branches of CHIPS participants, other financial institutions, and
nonfinancial corporations. Because of the scope and nature of these customers,
a disruption to CHIPS could have a broader impact on both the financial system
and the real economy than might be assumed from consideration of only the
direct participants.

(D) Effect that the failure of or disruption to CHIPS would have on critical markets,
financial institutions, or the broader financial system

Market effects of a failure of or long-term disruption to the functioning of
CHIPS, There are two types of disruption to CHIPS that could have significant
elfects on critical markets, financial institwtions, and the broader financial
system. First, a disruption triggered by the failure of one or more participants 10
make a required pay-in at the end of the day could cause several billion dollars
of payments not to settle over CHIPS, creating liguidity shortfalls for some
participants and their customers Late in the day. Second, a disruption triggered
byan operational problem with CHIPS could cause significantly higher amounts
of payments not to settle over CHIPS, An operational disruption could also cut
off participants’ access to the funds in the CHIPS account, which could be a
significant amount by the end of the day.

The typical value of the payments settled at the end of the day is sizeable and
varies based on market conditions and the amount of supplemental funding
contributed by participants during the day. If one or more participants failed 10
make a required pay-in at the end of the day, 2 partion of those payments would
not settle over CHIPS. As a result, the participants and their customers expecting
1o receive those payments would need to make them up outside of CHIPS and
could, therefore, face liquidity shortfalls late in the day.

In the case of an operational disruption to CHIPS, participants could use the
Feduwire Funids Service to settle payments, Their ability to do so would depend
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on each participant’s access to Fedwire, internal system capabilities, and access
to sufficient intraday liquidity. In particular, the availability of liquidity varies
by institution, such that some participants might need access to additional
liquidity in order to reroute their CHIPS traffic, At a minimum, that increased
liquidity demand could create incentives for participants to delay sending

large outgoing payments over Fedwire until they first received large incoming
payments. Delayed settlement of those outgoing payments could in turn delay
the selement of all downstream payments reliant on those funds, likely causing
liquidity problems to spread.

Effects of a short-term disruption to the FMU., Depending on its timing, an
operational disruption to CHIPS could leave participants without access to

the increasingly significant amounts of liquidity held in the CHIPS account.

As discussed under Consideration (B), the value of funds held in the CHIPS
account rises steadily throughout the day, with the funds returned to participants
as payouts at the end of day. A disruption that prevented CHIPS from making
payouts at the end of the day could cause significant liquidity shortages for
participants ai a time of day when liquidity in funding markets may be least
available, This is particularly true for the subset of CHIPS participants that

do not have access to intraday credit from a Federal Reserve Bank. These
participants might need to seek funding in the Fed funds and repo markets,
where, as discussed previously, liquidity declines towards the end of the business
day. Further, liquidity in these markets would likely be especially tight under

the stressed market conditions surrounding a failure of or disruption to CHIPS,
Without this funding late in the day, participants might not be able to meet their
payment obligations outside of CHIPS or meet Federal Reserve account balance

q such as reserve req

Under either scenario, a disruption to CHIPS could reverberate throughout the
financial system, affecting the thousands of institutions worldwide that may be
reliant on payments settled over CHIPS. As discussed under Consideration (4),
CHIPS settles a sizeable overall share in the U.S. large-value payments market.
Furthermore, a significant portion of the volume of payment messages sent over
CHIPS is sent or received on behalf of one of thousands of third-party customers,
In addition to disrupting third-party customers, as discussed under Consideration
(C), a disruption to CHIPS might also indirectly disrupt other FMUs in the us.
financial sector through the channel of shared participants.

Conclusion

Large-value payment systems such as CHIPS play a key role in financial markets
by providing a means for banks to discharge payment obligations related to
important financial market activities. CHIPS is a particularly large system, settling
$1.6 trillion on average a day representing a significant percentage of the value
of the U.S, dollar large-value payment market. A disruption to CHIPS could
significantly increase the amount of unsettled payments in the CHIPS queue,
disrupt the ability of participants to manage their CHIPS traffic, and sufficiently
alter the payment and funding patterns over CHIPS 5o as to cause liquidity
disruptions affecting all participants, including 22 global systemically important
institutions, and ially spread to their ¢ and to other FMUs and

P
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the broader financial system, The resulting widespread liquidity shortage could
prove difficult or costly to ameliorate, particularly if the disruption were to cut
offaccess to the funding in the CHIPS account and to occur at the end of the day
amid already stressed market conditions. \

Taking into consideration the significant value and proportion of large-value
payments that settle over CHIPS, the increased liquidity required to reroute those
payments ta settle outside of CHIPS, and the risk to other FMUs and downstream
financial institutions and ial companies that rely on those payments

to settle, it is the assessment of the Council that a failure of or disruption ta
CHIPS could increase the risk of significant liquidity problems spreading among
financial institutions or markets and thereby threaten the stability of the financial
system of the United States. For the reasons set out here, the Council has
determined that PaymentsCo should be designated as a systemically important
FMU pursuant to Title VIII of the Act.

B. CLS Bank International

Description of CLS Bank Interational

CLS Bank, a legal person chartered by the Board of Governors of the Federal
Reserve System under the Edge Act, operates a multilateral system that settles
forcign exchange (FX) transactions among its financial institution members.®
Therefore, CLS Bank meets the definition of FMU set out in Title VIIE of the Act*

The FX market is one of the largest and most liquid global financial markets
with an average aggregate daily value seuled of 8.0 trillion U.S. dollar equivalent
(USDE).” The FX market plays a pivotal international role in determining the
relative value of a currency, providing liquidity 1 the international banking
system, and facilitating cross-border trade and investment. Because of its
importance, the FX market has long been a focus of awention by finance
‘ministries, central banks, and banking supervisors.

The FX market is an over-the-counter (OTC) market with globally dispersed
participams that connect local trading centers into a liquid, global market. The
three largest trading centers are located in the United Kingdom, the United
States, and Japan respectively, although a number of ather countries also host
major centers. Due to the dispersion of market participants, the FX market is
also 2 24-hour market with large volumes of cross-border transactions. The three
major instruments in the FX market are spot, forward, and FX swaps, which
collectively account for approximately 94 percent of FX market activity, These
instruments are typically considered part of the shortterm international money
market, serving as critically important cross-currency funding wols for a wide
variety of participants. Settlement risk is the primary risk in the FX market and is
a key source of systemic risk.

CLS Bank is the sole multi-currency setlement system of its kind, offering both
liquidity savings and seutlement risk mitigation across all major currencies, and
the only one that operates on a global basis across all the major currencies*
CLS Bank settles an average daily value of 4.7 trillion USDE, representing 68
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percent of FX market activity in CLS Bank-eligible currencies and products, The
CLS Bank system links thousands of institutions, including many of the largest
banks, i panies, and nonfinancial corporations, both domestic
and foreign. Through CLS Bank, these institutions are able to reduce their
settlement risk in the FX market through the use of paymeni-versus-payment
(PVP) settlement.® CLS Bank is also used by and uses a number of other FMUs
1o settle multi-currency payment flows. Among other potential effects, a failure
of ar disruption to the functioning of CLS Bank could substantially increase
participants' liquidity risk and reintroduce significant seitlement risk among
institutions in the FX market.

Analysis of Systemic Importance

A) Agaregate monetary value of transactions processed by CLS Bank

CLS Bank settles a significant and increasing volume and value of activity in

the FX market. Through its services, CLS Bank significantly reduces settlement
risk and provides substantial liquidity savings through its use of multilateral et
funding, If the volumes and values settled by CLS Bank continue to grow, CLS
Bank's role in the FX market, and market participants’ reliance on CLS Bank, will
become even more significant.

Settlement volumes and values. CLS Bank estimates that it settles, by value,

68 percent of FX market activity in eligible currencies and products. In 2011,
CLS Bank settled an average daily gross volume of 820,600 sides and an average
aggregate daily value of 4.77 trillion USDE. In addition, through PVP settlement,
CLS Bank mitigated a substantial amount of the setlement risk associated with
the average daily gross volume settled, In 2011, CLS Bank settled a peak daily
gross volume of 1957417 sides; on its peak settlement value day, March 19, 2008,
LS Bank settled approximately 10.3 wrillion USDE.

In 2011, U.S. dollar transactions seuled at CLS Bank accounted for a substantial
amount of the average daily gross settlement volume and the average aggregate
daily settlement value. In addition, U.S-based seulement members accounted for a
significant portion of the average aggregate daily value settled in 2011 at CLS Bank.

In 2011, the volume and value of ransactions settled at CLS Bank increased by
4.7 percentand 15.5 percent, respectively, from 2010. Since 2007, the volume of
transactions processed by CLS Bank has grown at a compound annual rate of
22 percent, with U.S, dollar transaction volumes growing ata compound annual
rate of 23 percent. In addition, since 2007, the value of transactions processed by
CLS Bank has grown ata compound annual rate of 7.3 percent, with the value
of U.S. dollar transactions growing at a compound annual rate of 7.2 percent. In
comparison, from 2007 through 2010, the total value of the FX market grew ata
compound annual rate of 3.7 percent.

Funding, Members fund and defund their multi-currency accounts at CLS Bank
through 17 real-time gross settlement (RTGS) systems, including the Federal
Reserve's Fedwire Funds Service for US. dollar payments. Funding occursona
multilateral net basis, which provides substantial netting efficiencies. In order to
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smooth out the liquidity needs of its members, CLS Bank permits its members
and their nostro agents to pay in over a five-hour funding window.

B) Aggregate exposure of CLS Bank to its counterparties
Although CLS Bank has a robust risk management framework, it is still exposed
to significant credit and liquidity risk.

Credit exposures. CLS Bank may extend credit to its members in the form of

haircut-adjusted short positions, which are collateralized by a member's long
positions and capped at the aggregate short position limit (ASPL) for each
settlement member. ASPLs vary among members based on an of each

member’s credit, liquidity, and operational capabilities.”

Based on the ASPL for each settlement member, CLS Bank's maximum potential
credit exposure is in the billions of USDE." Though these exposures are
callateralized by haircutadjusted long positions, as a result of extreme exchange
rate volatility, CLS Bank may have insufficient liquidity and incur financial losses,
which it would allocate o its surviving members.

Liquidity exposures. In the event that a settlement member fails to pay in the
currency required to cover a short position by the end of the funding window,
CLS Bank will attempt to swap the failing member’s remaining long positions
for the currency required to fulfill CLS Bank’s payout obligations. As a result,
CLS Bank has obtained committed lines of liquidity across the 17 currencies that
are eligible for setlement. U.S. dollar liquidity is provided by a group of US.
depository institutions, each of which is also a sertlement member.

In the case of a single member pay-in failure, the peak liquidity that CLS
Bank would require from its itted liquidity providers is equivalent to the
maximim ASPL. Provided that its currency haircuts are sullicient 1o mitigate
market risk, CL1.§ Bank's committed lines of liquidity should be sufficient 1o
complete payouts in the appropriate currency, even if the failing member isa
liguidity provider in the required currency. However, if CLS Bank’s currency
haircuts are insufficient to absorb a significant depreciation in the value of the
members' long positions relative to the value of their short positions, CLS Bank's
liquidity needs may exceed its committed liquidity lines, and CLS Bank may incur
financial losses, Further, in the event that its liquidity providers are unwilling
orunable 1o provide the committed liquidity, CLS Bank will credit its affecied
member(s) in an alternate currency, which its members may choose to receive
asa payout or hold overnight at CLS Bank, thereby shifting liquidity risk to its
ber(s) and potentially resulting in liquidity disruptions to LS. and foreign
financial markets,

€) Relationships, Interdependancies, or other interactions of CLS Bank with other
FMUs or payment, clearing, or settiemant activities

CLS Bank settlement activity is highly concentrated amongst its largest members.
In addition, CLS Bank is highly interconnected with a number of other FMUs
and trade itories. These relationships and interdependencies increase the

i 3 ¥

Appendi A




213

potential for a disruption at CLS Bank to spread to other participants, FMUs,
markets, and throughout the U.S. financial system.

Concentration of participants and degree of tiering. The value of instructions
settled by CLS Bank is highly concentrated among the largest of its 63 members.
Further, third-party settlement activity is highly concentrated among a group

of members, Since the value of instructions settled in CLS Bank s highly
concentrated, a disruption 1o one large member would have a significant impact
on the risks faced by CLS Bank (see factor (D) for the impact of a failure to pay
by ane or more participants). However, the inclusion of the largest FX market
participants in CLS Bank ensures that a significant propertion of the FX market
s settled at CLS Bank using its PVP risk mitigating features.

In 2011, 27 of CLS Bank's 63 members were active in submitting instructions on
behalf of third parties, though the majority of activity was concentrated among a
few institutions. In aggregate, third-party transactions represent approximaely 11
percent of the aggregate value settled by CLS Bank. In addition, the three largest
U.S.-based third-party service providers account for more than 48 percent of total
third-party activity.

Dependencies of other FMUs and trade repositories on CLS Bank. CLS

Bank settles non-PVP instructions for The Warehouse Trust Company's Trade
Information Warehouse (TIW), which is a subsidiary of DTCC, as well as the
CME, ICE Clear Europe, Eurex, and LCH Clearnet. Specifically, CLS Bank settles
FX futures-related payments for the CME and ICE Clear Europe, and credit
derivative-related payments for TIW, Eurex, and LCH.Clearnet. Settlement at CLS
Bank provides operational and funding efficiencies for these FMUs and trade
repositories. The link with the TIW is particularly notable, as it allows payments
for OTC credit derivatives, which are calculated and bilaterally netted across
participants, to be directly submitted for seulement at CLS Bank.

1) Eifect that the fallure of or disruption to CLS Bank would have on critical markets,
financial institutions, or the broader financial system

A failure of or long-term disruption to CLS Bank may significantly increase
settlement risk and liquidity demands in the FX market. In turn, these
developments may reduce FX market activity and the flow of funds in U.S. and
foreign financial markets and to the broader economy.

Market effects of a failure of or long-term disruption to the functioning of
CLS Bank. In addition to potentially transmitting credit risk to its members via
loss allocation, a failure of or long-term disruption 1o CLS Bank may resultin a
to non-PVP settl and therefore reintroduce significant credit risk
to the FX market. Because CLS Bank is the sole global multi-currency seitlement
system that eliminates FX settlement risk across all major currencies, 2 failure
of or long-term disruption to CLS Bank would require members to settle FX
transactions through non-PVP settlement arrangements, including bilateral
gross settl bilateral net settl and “on-us” sett] A reversion
to non-PVP seul g could reintroduce a substantial amount
of settlement risk to the FX market daily. As a result, members would initially
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experience a sudden increase in settlement risk that may significantly exceed
counterparty settlement limits set by their internal credit risk management
function and may have to suddenly and drastically reduce their trading activity
to stay under prudent counterparty settl limits. Al b
would need to collect large amounts of collateral from counterparties or accept

significantly higher levels of counterparty credit risk that may exceed their capital.

A reduction in trading activity would reduce the flow of funds between CLS
Bank participants, including domestic and foreign banks, investment companies,
and nonfinancial corporations, and would impair FX market liquidity, As FX
instruments are typically considered part of the short-term international money
market, a reduction of FX market liquidity would seriously disrupt cross-border
funding markets. As a result, the impact of a failure of or long-term disruption
to CLS Bank would be felt in U.5. and foreign financial markets, as well as in
the broader economy. Further, in the absence of PYP settlement, a failure of

an FX market participant would expose counterparties to significant credit risk
that could lead to additional failures of, or an erosion of confidence in, other
FX market participants. In addition, because CLS Bank settles transactions
both directly and indirectly for thousands of institutions, including banks,
investment companies, and nonfinancial corporations, the failure of CLS

Bank or a disruption of its settlement services could have a crippling impact on
international trade with adverse second-order effects on the real economy and
U.S. financial stability.

In the absence of CLS Bank and multilateral net funding in the FX market,

bers would be required to provide additional liquidity to complete
settlement, thereby increasing liquidity demands on market participants. As such
funding may occur in stressed market conditions and require access to large and
alternative sources of liquidity at short notice, there could be significant liquidity
disruptions to financial markets. In particular, since the U.S. dollar accounts for
a substantial percentage of settlement value at CLS Bank, demands for additional
U.5. dollar liquidity may be substantial and could have a significant impact on
major U.S-based banks and the U.S, financial system. Assuming that members
revert to bilateral gross settlement in the absence of CLS Bank, liquidity needs
would increase substantially, therefore providing another incentive for members
of CLS Bank to significantly reduce their trading activity and the flow of funds
between CLS Bank participants.

In addition to a reduction in FX market activity and an increase in liquidity
demands, the absence of CLS Bank would require that non-PVP settlement

arrang absorb an additional average daily volume of 795,000 sides. A
sudden increase in the volume of non-PVP transactions, however, may result
in immediate operational challenges due to capacity ints, potentially

preventing a significant volume of FX transactions from settling in a timely
fashion and thereby spreading liquidity risk among participanis and their
counterparties. Further, to the extent that a failure of or disruption 1o the
functioning of CLS Bank results in non-FVP seutlement, the relevant RTGS
systems would experience sudden increases in the volume and value of
instructions settled. In the United States, for example, the Fedwire Funds Service
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and CHIPS may be required to absorb a significant amount in additional U.S.
dollar payment activity daily.

CLS Bank also provides settlement of payments related to credit derivatives and FX
futures for multiple FMUs, both domestic and foreign. These FMUs benefit from
funding efficiencies and straight-through processing by settling at CLS Bank and,
in the short term, the absence of CLS Bank would be disruptive to these FMUs,
as they would have to reroute payments over the relevant RTGS systems, Based on
data compiled by the Federal Reserve Board, the U.S -based members of CLS Bank
are also members in several other FMUs. In the event that CLS Bank is unable 1o
pl 1 and these are unable to obtain timely settlement of
their payment instructions through alternative settlement arrangements, liquidity
disruptions may be transmitted to ather key FMUs and markets.

Effects of a short-term disruption to the FMU. In the event that an operational,
market, or funding-related event results in a short-term disruption to CLS Bank,
CLS Bank would be required to defer settlement, but may be able to complete
settlement before the end of the settlement day. Settlement, however, is heavily
dependent on the closing times of the RTGS systems used to transfer funds to
and from members' multi-currency accounts at CLS Bank and may require an
extension of the operating hours of certain RTGS systems on which CLS Bank

is dependent, Further, CLS Bank currently estimates that the largest single
settlement member pay-in failure (in terms of its aggregate impact on the
settlement of transaction at CLS Bank) would result in a significant percentage

of transactions not seuling. As a result, members would need to settle these
transactions on a non-FVP basis outside of CLS Bank, thereby increasing the
amount of setthement risk in the FX market significantly. In a pay-in failure
situation, however, surviving members would receive additional payin calls, which,
if met, would significantly reduce the value of unsettled ransactions at CLS Bank.

In the event of a large single member default, CLS Bank could issue additional
pay-in calls across the surviving members to fund additional liquidity.* As such
funding may occur in stressed market conditions and require access to large and
alternative sources of liquidity at short notice, there could be significant liquidity
disruptions to financial markets. Further, as most additional funding will occur
in U.S. dollars when U.S. markets are closed (between 3 am. and 6 a.m. ET), the
impact on the financial system of the United States could be more severe.

The peak liquidity that CLS Bank could require from its committed liquidity
providers is equivalent to the maximum ASPL. Provided that is currency
haireuts are sufficient to mitigate market risk, CLS Bank's committed lines of
liquidlity should be sufficient for CLS Bank to satisfy its payout obligations in

the appropriate currency, even if the failing member is a liquidity provider in

the required currency. However, if additional members fail to fully satisfy the
additional pay-in calls that result from the original pay-in failure, then CLS Bank’s
liquidity needs may exceed its committed liquidity lines. As a result, CLS Bank may
be unable to meet its payout obligations, in which case it would pay an equivalent
amount in an alternate currency and transfer its liquidity risk 1o its members,
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Conclusion

CLS Bank is the sole global multi-currency sertlement system of its kind, offering
both liquidity savings and settlement risk mitigation across all major currencies.
A failure of or long-term disruption to CLS Bank would have negative effects on
both its members and the FX market, resulting in significant credit, liquidity,

and operational disruptions. These effects would likely spill over into U.5. and
global financial markets, as the FX market is eritical to meeting cross-currency
funding needs of global financial instiutions, Further, PVP seutlement in the FX
market continues to be encouraged by central banks, market regulators, and other
authorities in order to reduce settlement risk. Should the growth in the values
and volumes settled by CLS Bank persist, perhaps due to the continued growth of

the FX market and the inclusion of additional participants, sett currencies,
and settlement sessions, CLS Bank will assume an even more dominant role in the
FX market. In the absence of al i il arrang offering both

settlement risk mitigation and liquidity savings across a similar set of FX products
and currencies, CLS Bank's expansion will reduce overall risk but also concentrate
the risk associated with a potential disruption to or failure of CLS Bank,

Based on the significant values and volumes of FX market activity settled at CLS
Bank, the extensive network of financial and nonfinancial institutions that depend
on CLS Bank, the dependence of other critical FMUs on CLS Bank 1o effect
seulement, and the lack of substitutes offering both sett] risk mitigation and
liquidity savings, the Council has determined that CLS Bank should be designated
as 2 systemically important FMU pursuant to Title VI of the Act.

C. Chicago Mercantile Exchange, Inc.

Description of Chicago Mercantile Exchange, Inc.

CME is a subsidiary of CME Group, Inc. (CME Group), a public company. CME,
through its U.5. clearing division (CME Clearing), provides clearing services
among futures commission merchants (which are included in the definition of
financial institution in Section 803 of the Act] and between futures commission
merchants (FCMs) and customers. Therefore, CME meets the definition of FMU
set out in Title VIIL®

CME is one of the largest central counterparty clearing services providers in

the world, clearing 96 percent of the entire market for U.S. futures, options

on futures, and commodity options." CME clears all contracts traded on the
designated contract markets (DCMs)™ owned by CME Group, namely the Chicago
Mercantile Exchange (CME DCM), Board of Trade of the City of Chicago, Inc.
(CBOT), the New York Mercantile Exchange (NYMEX), and the Commodity
Exchange, Inc. (COMEX). In addition, CME offers clearing services for the global
OTC market through, inter alia, CME ClearPort.

CME provides central counterparty clearing services for futures, options, and
swaps that can be used by market participants for a variety of purposes. Products
cleared by CME range from commodity futures, which are essential to price
discovery and liquidity for the underlying commodities, to interest rate swaps
(TRS) and equity index contracts, which can be used as hedges or as investments
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themselves. CME clears the largest and most liquid futures contracts based on
the Standard & Poor’s (S&P) 500 Index, Eurodollar, U.S. Treasury securities,
and energy products, as well as IRS. CME functions as the central counterparty
to market participants and clears a large number of transactions supported by
significant collateral, As a central counterparty, CME stands between its members
for every transaction cleared, serving as the seller to every buyer and the buyer to
every seller. In effect, members substitute CME's credit for each other’s credit.

While the purpose of the contracts cleared by CME can vary, all such contracts
initially expose the participants on both sides of the contract to credit risk.

By guaranteeing to each counterparty that the other side of the contract will

be fulfilled, CME acts as a central counterparty to mitigate such risks. CME
collects margin from each of its clearing members to offset the risks of a clearing
member's contracts and nets margin calls across all of each member's contracts.
On average, CME clears contracts with a notional value in the rillions of U.S.
dollars and maintains collateral deposits averaging in the billions of U.S. dollars.

Analysis of Systemic Importance

A) Aggregate monetary value of transactions processed by CME

Number of transactions processed, cleared or settled. In 2011, CME cleared an
average daily gross volume in the millions of futures and options contracts and
average daily notional amounts in the millions of U.5. dollars for OTC CDS and
OTC USD IRS; in the millions of euros for OTC euro IRS; and in the millions

of pound sterling for OTC GBP IRS. CME cleared a peak daily gross volume in
the millions of contracts and peak daily notional amounts in the billions of U.S.
dollars of OTC CDS and OTC USD IRS, in the billions of euros of OTC euro IRS,
and in the billions of pound sterling of OTC GBP IRS.

Value of transactions processed, cleared or settled. In 2011, CME cleared
contracts with an average daily gross notional value in the trillions of U.S. dollars
and average daily gross notional values in the millions of U.S. dollars of OTC
CDS; millions of U.S. dollars of OTC USD IRS; millions of euros of OTC euro
IRS; and millions of pounds sterling of OTC GBF IRS. The peak daily gross value
of the contracts CME cleared was in the trillions of U.S. dollars for futures and
options, billions of U.S. dollars for OTC CDS, billions of U.S. dollars for OTC
USD IRS, billions of euros for OTC euro IRS, and billions of pound sterling for
OTC GBP IRS.

Value of other financial flows. For all listed derivatives, except cleared OTC IRS
and cleared OTC CDS, the average daily flow of funds (average daily variation
margin plus change in average daily initial margin) in 2011 was in the billions
of U.S. dollars, with a peak in the billions of U.S. dollars on August 8, 2011. The
peak daily open interest was in the millions of U.S. dollars on August 25, 2011.

B) Aggregate exposure of CME to its counterparties

Credit exposures. The period-end aggregate value of all collateral posted as of
December 30, 2011, was in the billions of U.S. dollars, On December 30, 2011,
the member guaranty fund requirement across all three guaranty funds was §4.5
billion, CME designated capital across the guaranty funds was $300.0 million,
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and the consolidated initial margin requi was billions of U.S. dollars. For

2011, CME's guaranty fund held average deposits of $3.8 billion, with a peak value
of §4.5 billion.

CME maintains minimum coverage of 99 percent for a liquidation period of one
day for futures, 99 percent for a liquidation period of five days for OTCIRS, and
99 percent for a liquidation period of five days for OTC CDS.

The average aggregate daily value of collateral (after haircuts) posted to CME was
in the billions of U.S. dollars. The peak aggregate dollar value of collateral (after
haircuts) posted to CME was in the billions of U.S. dollars on June 2, 2011. For
the 12 months ended December 30, 2011, the average intraday variation margin
at CME was in the billions of U.5. dollars. The peak intraday variation margin at
CME for all listed derivatives, excluding cleared OTC IRS and cleared OTC CDS,
was in the billions of U.S. dollars on September 22, 2011.

For the 12 months ended December 30, 2011, the average daily value of initial
margin at CME was in the billions of U.S. dollars. The peak daily value of initial
margin at CME was in the billions of U.5. dollars on June 1, 2011

Itis anticipated that with the introduction of mandatory clearing for swaps,
clearing volume and open interest will significantly increase, and margin on
deposit and exposure will increase proportionally.

Liguidity resources. On December 30, 2011, the amount of liquidity resources
(including only cash and U.5, Treasury and agency notes) at CME was in the
billions of U.S. dollars, with billions of U.S. dollars of liquidity resources on June
2, 9011. As of December 30, 2011, the total value of lines of credit from banks or
others was several billion U.S. dollars,

Liquidity exposures, For the 12 months ended December 30, 2011, the average
daily variation margin CME paid to clearing members was in the billions of U.5.
dollars. The peak daily variation margin CME paid to clearing members was

in the billions of U.S. dollars on August 8, 2011. The largest intraday variation
margin collect was in the billions of U.S. dollars on October 27, 2011.

C) Relationships, interdependencies, or other interactions of CME with other FMUs or
payment, clearing, or settlement activities

Participants. CME has a total of 64 clearing members, including futures
commission merchants (some of which are also broker-dealers), bank affiliates,
and proprietary trading firms. Twenty-ninc of CME's clearing members are forcign
clearing members (including U.S. operations of non-U.S, entities). CME's clearing
members include some of the largest banking and brokerage firms in the world.

Other FMUs. CME has a cross-margining agreement with OCC, which is dually
registered as a Derivatives Clearing Organization (DCOJ and as a securities
clearing agency. The average amount of margin subject to the crossmargining
agreement is in the millions of U.S. dollars, CME also has a cross-margining
arrangement with FICC, which generated a savings of millions of U.S. dollars
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on December 30, 2011 for clearing firms. In addition, CME has a mutual offset
arrangement with Singapore Exchange Ltd. The mutual offset arrangement with
Singapore Exchange Lid. enables market participants to open a futures position
in one of the following five contracts on one exchange and liquidate it on the
other: Eurodollars, Euroyen TIBOR, Yen- and Dollar-Denominated Nikkei 225
futures, and E-micro $&P CNX Nifty (Nifty 50) futures,

Trading platforms. CME provides clearing services for the CME, CBOT,
NYMEX, and COMEX exchanges that are all part of CME Group. CME also
provides clearing services for the Green Exchange, a DCM that offers trading

in environmental futures and options, and for Eris Exchange, LLC, a DCM that
offers trading in IRS furures. The Dubai Mercantile Exchange, an energy-focused
commodities exchange regulated by the Dubai Financial Services Authority,
clears all of its trades through NYMEX, which owtsources its clearing operations
to CME Clearing.

Other external service providers. CME uses the following platforms: Bloomberg,
Javelin, Tradeweb, Marketwire, lcelink, CME Globex, CME Clearport, and the
CME's physical trading lloor. In addition, CME uses the services of the fllowing
companies: [ON, Sungard, WTD, FFastFill, ATEQ, and Whentech. CME also
maintains settlement bank relationships.

_»_.a_.umq..E__.,. value of flows and other transactions with key financial
institutions. For the 12-month period ended December 30, 2011, the average daily
value of flows with key financial institutions was in the billions of U.S. dollars.

Average daily value of trades and other transactions on key trading platforms.
CME's average daily value of trades was in the millions of U.S. dollars.

D) Effect that the failure of or disruption to CME would have on critical markets,
financial institutions, or the broader financial system

Role of CME in the market served. In 2011, CME cleared 96 percent of the woal
U.S. futures and CFTC-regulated options market volume,*

Availability of substitutes. While several other clearinghouses clear products
that may be viewed as serving as substitutes for some of the products cleared by
CME, it would be impractical, in the short term, for another clearinghouse to
substitute for CME.

Concentration by product type. As mentioned, CME clears 96 percent of all U5,
futures, options on futures, and commodity options volume.

Financial Data,/Metrics. On December 30, 2011, CME had in the billions of U.S.
dollars in cash and cash equivalents, in the billions of U.S. dollars in government
securities, in the millions of U.S. dollars in valued securities, in the billions

of U.S. dollars in letters of credit, and in the millions of U.5. dolkars in escrow
deposits of contracts,
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Clearinghouses reduce the costs and operational risks of clearing and seitlement
among multiple market participants by mitigating counterparty risk, setling

or netting participants” obligations, or providing other clearing services or
arrangements that mutualize or transfer credit risk among participants. CME
houses one of the largest clearinghouses worldwide.

The primary trigger of a default by CME would be a default by one or more
clearing members with extraordinary losses in excess of CME's default resources.
While such a default could conceivably result from circumstances local to

those members, a default scenario would more likely be associated with a
disruption to the markets more generally, including scenarios such as historically
extraordinary volatility, extreme changes 1o normal price correlations, and acute
reductions in liquidity.

An aliernative trigger of a default by CME would be a failure by one of its
settlement banks, in particular its concentration bank, because a substantial
portion of CME's financial resources, as well as those of its members, are on
deposit with these banks. Thus, if those financial resources were to suddenly
become unavailable, CME's operations would be adversely affected 1 a
considerable extent,

In addition, a CME default could result from a failure to maintain a generally
sound financial condition, such as a failure to maintain sufficient capital or other
financial resources against its general business risk or against the risk of one or
more clearing member defaults,

As discussed previously, it would be impractical, in the short term, for another
clearinghaouse to substitute for CME. Moreover, even if swap transactions were
replaced on a bilateral basis, if the market had moved since the trades were
submitted to CME, it is unclear how the original counterparties would reinstate
the original bilateral transaction. In addition, it could be difficult or impossible
1o reinstate the original transactions bilaterally if they were made on a wading
platform. Because multilateral netting reduces the exposure of a clearinghouse’s
members to each other, the de-netting of positions resulting from a CME
default would immediately increase counterparty risk, which could have serious
consequences for market participants, including exposure to credit risk and
demand for collateral.

Furthermore, netting provides a market benefit in that the margin required 1o
collateralize the exposure of a portfolio is generally smaller than collateralizing
its individual components, because the prices of the portfolio’s components

are often correlated, Central counterparty netting is more powerful, as each
member’s obligations to every other member can be netted and offset.”

Moreover, in the bilateral market, if A wishes 1o neutralize, e.g, a long exposure
1o B, A would typically enter into a transaction with a short exposure 10 another
counterparty, e.g,, C. This would offset A's market risk, but would leave A with
credit risk 1o each of Band C. In a cleared market, if A has cleared a transaction
with a long exposure and enters into a cleared transaction with an offsetting
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short exposure, those exposures would be offser, leaving A with neither market
nor credit risk.

Thus, the amount of collateral posted in a set of bilateral transactions to obtain

the same level of protection that could be obtained through clearing would likely
increase exponentially, thereby leading to some combination of a substantial
increase in required collateral (with a consequent drain in liquidity), an increase

in the number and exposure of uncollateralized transactions (creating greater
exposures from further failures), and a decrease in the total number of transactions
that are entered into (based on a reduction of credit, which would likely have a
deleterious impact on the financial activity that those transactions hedge).

In addition, any disruption in the clearing or trading of these products would
likely severely impede price discovery, which would result in both a decrease in
market efficieney and a loss of liquidity for these products.

Moreover, there would likely be a negative impact on any economic activity that
presuppases the protection of hedging activity.” For example, livesiock producers
that do not want 1o take on the risk of changing prices in the cash markets may
abandon production entirely if they cannot use the futures market to lock in

a price ahead of actual merchandising, and those that do choose to continue
production may face an uneven playing field against other competitors, thereby
effectively making them not competitive in the global markets.

Similarly, a natural gas producer might use a futures contract to set a price now
for gas that it will sell in the future to avoid being exposed to the possibility of
lower prices. Without the protection of hedging, natural gas producers may
reduce production activities to lower their price exposures. As hedging activities
decrease, products become difficult to price and, without clear and competitive
prices, the markets for those products become less liquid. As liquidity decreases
in a market, market participants will likely demand additional collateral and, as
the amount of available capital decreases, there will be an increased demand for
credit, which, in an unstable market environment, will be difficult 1o obtain.

As positions move to the uncleared, bilateral market and are de-netied, settled
and replaced, operational risks and costs would likely increase, thereby decreasing
the number of reliable and readily available hedging opportunities. As a result,
financial institutions and other market participants may reduce their investment
activities, which could further stress the U.S. financial markets,

Finally, the contagion cffect of a CME default if it were o lack sufficient resources
to make timely payments obligations on variation margin could severely disrupt
perations at other clearingh because of a crisis of confidence that
interrupts the orderly functioning of the market and//or because of the impact
that the loss of funds would have on an entity's ability (or willingness) to pay (1)
losses owed to other DCOs, (2) increased collateral requirements for offsetting
losing positions, (3) deposits in pension fund cash accounts or (4) bank financing
charges. Essentially, the failure of CME would create enormous uncertainty about
the status of initiated transactions as well as the financial positions of its clearing

2012 FSOC 1V Ansual Report



222

bers and their ¢ and could jeopardize the orderly functioning of
other DCOs and the U.S. financial markets as a whole.

Conclusion

The data reviewed by the Council indicate that CME processes a significant
volume of high-dallar-value transactions on a daily basis for critical U.S.
markets.™ Moreover, it is questionable whether finding a substitute for CME's
products is a viable short-term solution. Accordingly, even the shortest disruption
of CME could disrupt clearing for a variety of futures and options transactions
and could effectively freeze the futures and options markets, thereby creating
liquidity and credit problems in the U.S. futures markets. The loss of central
counterparty clearing in the products CME clears would increase collateral

i t ially, resulting in a corresponding drain of liquidity.

A CME failure could also have an adverse impact on price discovery, which
could, in turn, lead to inefficient markets and a correlated increase in liquidity
problems. Finally, the contagion effect of a CME failure could impose material
financial losses on CME's clearing members and other market participants (such
as customers) and could lead to increased liquidity demands and credit problems
across financial institutions, especially those that are active in the futures and
options markets, Where these financial institutions are active in multiple U.S.
markets, this contagion effect would have a broader impact and, as the markets
experience growing stress, would likely lead to increased demand for credit,
which would, in turn, likely lead to less liquidity. Thus, the Council believes that
asignificant disruption or failure of CME could have a major adverse impact

on the U8, financial markets, the impact of which would be exacerbated by

the limited number of clearing alternatives currently available for the products
cleared by CME. Accordingly, a failure or disruption of CME would likely have a
significant detrimental effect on the liquidity of the futures and options markets,
clearing members, which include large financial instivations, and other market
participants, which would, in turn, likely threaten the stability of the broader U.S.
financial system.

For the reasons set out here, the Council has determined that CME should be
designated as a systemically important FMU pursuant to Title VII of the Act.

D. The Depository Trust Company

Description of The Depository Trust Company

DTC is an FMU as defined in Title VIIL of the Act because it manages or operates a
multilateral system for the purpose of clearing and settling securities transactions
among financial institutions and berween financial institutions and DTC.*

DTC serves as the central securities depository (CSD) for substantially all
corporate and municipal debt and equity securities available for trading in
the United States. DTC is a whally owned subsidiary of DTCC and is generally
administered as an industry-owned wility on an at-cost basis.
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DTC provides depository services and asset servicing for a wide range of security
types such as money market instruments (MMIs), equities, warrants, rights,
corporate debt and notes, municipal bonds, government securities, asset-backed
securities (ABS), and collateralized mortgage obligations. DTC's custodial
services include the safekeeping, record keeping, book entry wransfer, and pledge
of securities among its participants. DTC substantially eliminates the physical
movement of securities by providing book-entry deliveries of securities, which
wransfer the ownership of securities electronically among broker-dealers on
behall of the beneficial owners of the securities. In addition to processing book-
entry transfers, including those trades cleared through the NSCC, DTC provides
services to securities issuers, such as maintaining current ownership records and
g pay to shareholders, In 2011, DTC maintained custody and
hip records for approximately $39.5 trillion in securities,

DTC has 298 full service members and 72 limited service members. DTC
members include U.S. broker-dealers, U.S. and non-U.S. banks or trust companies
(including a trust company having limited powers), non-U.S. CSDs, U.S.
government-sponsored enterprises (GSEs), and FRBNY. DTC direct participants
include some of the largest banks in the world by assct size, and include alfiliates
of 25 of the 20 financial institutions considered to be globally systemically
important. Trades that DTC settles for NSCC are executed on more than 50
trading venues (including all U.S. securities exchanges and alternative trading
systems) and with other domestic and foreign clearing agencies.

Analysis of Systemic Importance

A) Aggregate monetary value of transactions processed through DTC

In 2011, DTC processed millions of book-entry securities deliveries and settled
transactions with a substantial value, Average daily gross volume was 804,502
deliver orders, payment orders, and pledges, with an average daily gross
transaction value of approximately §573 billion. The peak daily gross number of
transactions processed by DTC in 2011 was 1,24 million on June 29, 2011. In 2011,
the average daily gross value of transactions processed by DTC was $575 billion,
$339 billion of the total being MMIs and $234 billion of the total being other
securities, The peak daily gross value of transactions processed by DTC in 2011
was equal to $728.8 billion on August 12, 2011

The average aggregate credit balance paid to participants as a result of the day’s
settlement activity in the end-of-day cross-endorsed DTC-NSCC settl was
equal to $32.8 billion in 2011, with 2 peak aggregate credit balance payment of
§78.9 billion on August 1, 2011. The average daily value of scheduled payments
of dividend and principal and interest (P&1) payments due on DTC-¢ligible
securities in 2011 was $10.1 billion. The peak daily value of these P&I payments in
2011 was $41.0 billion.

B) Aggregate exposure of DTC to its counterparties

DTC is the central securities depository for the United States and is responsible
for the safekeeping, custody, and certain ownership records of $39.5 trillion of
securities as of December 31, 2011, As of December 31, 2011, 1otal contributions
1o DTC's participants fund equaled approximately $1.76 billion. The participants
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fund is available to secure participants’ obligations and certain liabilities of DTC,
should they occur, such as when a participant fails to perform required payment
orsecurities delivery obligations, DTC's participants fund supports the clearance
and settlement of a substantial portion of all corporate and municipal debt,
equity securities, ABS, exchange-traded funds (ETFs), and MMIs available for
trading in the United States.

DTC extends intraday credit to its participants by allowing them to have net
funds debit balances, which helps 1o facilitate the settlement process. These net
debits are capped ata maximum of $1.8 billion per legal entity and $3 billion per
affiliated family of participants. Through the various processes described here,
DTC requires all transactions to be fully collateralized by its participants and
therefore considers Value at Risk (VaR) not 1o apply to its operations,

DTC's liquidity resources are limited to a committed, secured line of credit and
the value of assets held in the participants fund—including certain assets of the
defaulting participant held in anticipation of seulement. DTC's line of credit,
established with a syndicate of 31 banks, totaled $1.9 billion as of December 31,
2011. DTC also maintained uncommitted credit lines totaling Can$150 million
with a participant to support Canadian setlement during 2011. Further, a $50
million shared uncommitted credit line with NSCC and DTCC is maintained with
a participant to support potential short-term operating cash requi In 2011,
the peak liquidity exposure to a single affiliated family of counterparties was $3
billion, which is the maximum net debit limit permitted for any participant family.
DTC rules require such 1o be fully collateralized in each instance,

P

C) Relationships, Interdependencies, or other interactions of DTC with other FMUs o
payment, clearing, or settlement activities

DTC's operations and the current market structure for securities trading

and clearing involve significant interdependence between DTC and other

FMUs, settlement banks, clearing members, credit facility lenders, custodians,
exchanges, cross-margining entities, and pricing vendors. For example, NSCC—
which provides clearance, settl and central ¢ party services for nearly
all broker-to-broker equity and corporate and municipal debt trades executed

on major 1.8, exchanges and other equity trading venues—relies on an interface
with DTC to settle obligations via the book-entry of securities.
Throughout the day, the debits and credits in a DTC participant’s settlement
account are netted to calculate, at any time, the net debit balance or net credit
balance for the account. At end-of-day settlement, DTC and NSCC net the
settlement balances of each DTC participant that is also a member of NSCC.

DTC maintains relationships with a number of other internationally important
FMUs as well, In particular, DTC has established the Canadian-Link service
with CDS Clearing and Depository Services, Inc, (CDS, Inc.), which enables
DTC participants to clear and sete two categories of securities transactions: (1)
cross-border Canadian dollar securities transactions with participants of CDS,
Inc. and {2) intra-DTC Canadian dollar securities wransactions with other DTC
participants. DTC also has established accounts at two non-U.S. CSDs, namely
Clearstream Bank AG in Germany and SIS SegalnterSettle AG in Switerland.
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Non-U.S. CSDs with DTC accounts include: (1) CREST Nominees Lid. {an
affiliate of Euroclear) in the UK. and Ireland; (2) Caja de Valores, SA. in
Argentina; (3) Tel Aviv Stock Exchange Clearing House (TASECH) in Israel;
(4) Monte Titoli, $.p-A. in ltaly; (5) Japan Securities Depository Center, Inc.;
(6) Central Depository (Pte.) Lid. in Singapore; and (7) Hong Kong Securities
Clearing Company Limited, In addition, BM&F BOVESPA in Brazil and CDS,
Ine. have pledgee accounts at DTC in order to receive U.S. securities collateral
at DTC. Notably, however, the level of activity by CSD participants at DTC s
insignificant in comparison to total DTC activity.

DTC has also formed a relationship with Omgeo, which provides global trade
confirmation and trade matching systems for institwtional trades, Trades by
institutional investors are affirmed in Omgeo’s trade confirmation and trade-
mitching systems, and the compared trade details are then passed on directly
to DTC's settl system for seul on a delivery-versus-pay freceipt-
versus-payment (DVE/RVP) basis.

D) Effect that the failure of or disruption to DTC would have on critical markets,
financial institutions, or the broader financial system

The immediate effects of a failure of or a disruption to the functioning of DTC
would include a major disruption to the markets for which DTC is the central
securities depository as well as financial losses for many of DTC's participants. A
disruption to DTC’s services would first lead to complete or partial disruption of
a significant amount in gross transaction value settled by DTC and 1o dividend,
interest, and certain principal payments made on a daily basis. Such a disruption
similarly would completely or partially disrupt the additional $23.8 billion
average daily net settl bligations that NSCC's Conti Net Seutl
system instructs at DTC on behalf of NSCC and its members. The markets would
be impacted further by an inability to access or trade some or all of the $39.5
trillion in securities for which ITC acts as custodian. The absence of DTC's
services could also delay or prevent payment of dividends, principal, and interest
to investors that own securities serviced by DTC. If a failure or disruption was
triggered by losses to DTC, those losses might be shared by and cause stress o
other FMUs, such as NSCC, with which it has a cross-guarantee agreement.

In addition, a failure or a disruption to the functioning of DTC would likely
result in significant spillover effects on the rest of the U.S. economy, reducing the
amount of credit available generally, reducing the value of household savings and
corporate reserves, affecting the financing activities of corporations, destabilizing
U.5. money market funds, and reducing the availability of secured credit.

Conclusion

DTC plays an important role in financial markets in particular because it holds in
its custody substantially all corporate debt and equity securities available for trading
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in the United States. Accordingly, a failure or disruption to the functioning of
DTC could:

*  Directly and negatively affect an enormous dollar value of financial asseis
held in custody and a substantial dollar value and volume of financial
transactions in equity and debt markets;

*  [mpose material divect losses on participants and their customers for
whom DTC acts as custodian;

*  Cause liquidity or credit probl lting from its failure or disrupti
to spread quickly and broadly among financial institutions and other
markets; and

*  Have cumulative negative effects on U.S. domestic equity and debt
markets, financial institutions, and the broader financial system that
are substantial in their awn right and so severe as to create a risk that
liquidity and credit problems experienced could spread among financial
institutions and other markets and, therefore, threaten the stability of the
financial system.

Accordingly, it is the assessment of the Council that a failure of or a disruption
10 DTC could increase the risk of significant liquidity problems spreading
among financial institutions or markets and thereby threaten the stability of the
financial system of the United States. For the reasons set out here, the Council
has determined that DTC should be designated as a systemically important FMU
pursuant to Title VIII of the Act,

E. Fixed Income Clearing Corporation

Description of Fixed Income Clearing Corporation

FICC is an FMU as defined in Section B03(6)(A) of the Act because it manages
or operates a multilateral system for the purpose of clearing and settling
securities transactions among financial institutions and between financial
institutions and FICC.®

FICC plays a prominent role in the fixed income market as the sole clearing
agency in the United States acting as a central counterparty (CCF) and provider
of significant clearance and settlement services for cash settled U.S. Treasury
and agency securities and the non-private label mortgage-backed securities
(MBS) markets. FICC is a wholly owned subsidiary of DTCC and is generally
administered as an industry-owned utility on an at-cost basis.

FICC is made up of two divisions, the Government Securities Division (FICC/
GSD) and Mortgage Backed Securities Division (FICC/MBSD), each providing
clearing services in & different portion of the fixed income market. FICC/

GSD provides clearing, settlement, risk management, central counterparty
services, and a guarantee of trade completion for (1) U.S, Treasury bills, notes,
bonds, Treasury inflation-protected securities (TIPS}, and Separate Trading of
Registered Interest and Principal Securities (STRIPS); and (2) Federal agency
notes, bonds, and zero-coupon securities that are book-entry, Fedwire eligible,
and non-mortgage backed (collectively, U.S. government and agency securities).
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FICC/GSD accepts buy-sell ransactions, repurchase and reverse repos, and
Treasury auction purchases in several types of .S, government securities. In
2011, the two divisions cleared transactions valued at $1.1 quadrillion on a gross
basis and $64.8 trillion on a gross basis, respectively.

FICC/MBSD is the only centralized clearing facility in the non-private label MBS
market. FICC,/MBSD provides clearing, netting, settlement, risk management,
and poal notification services to major market participants trading in pass-
through MBS issued by the Ginnie Mae (GNMA), Freddie Mac, and Fannie Mae.
FICC/MBSD also processes options trades for “to-be-announced” transactions.
On April 2, 2012, FICC/MBSD began providing central counterparty services and
a guarantee of trade completion for MBS.

Both FICC/GSD and FICC/MBSD have relationships with more than 100
participants. FICC/GSD's members include the nation's major brokers and
dealers, as well as a wide range of entities that trade U.S. government securities,
FICC/GSD's direct members include some of the largest banks in the world by
asset size and include affiliates of 23 of the 29 financial institutions considered to
be globally systemically important.® FICC/MBSD's participants generally include
the following: (a) banks and trust companies, (b) dealers, (c) inter-dealer brokers,
(d) government securities issuers, (e) regi 1i companies, and (f)
unregistered investment pools.

A distinguishing characteristic of FICC is the wide range of risks it faces and

its ability to manage those risks, As a CCP, FICC faces credit risk, liquidity risk,
custody and investment risks, and operational risk, FICC uses a combination of
risk management tools 1o some of these risks to ensure it can meet its obligations.
These wwols inchude (1) membership standards with regard to financial resources
and operational capacity, (2) collection of collateral deposits to meet clearing
fund requirements and mark-to-market payments in the form of margin, and

{3) close out and loss allocation procedures designed to facilitate an orderly
liquidation in the event of a member default.

Another important feature of FICC is that it uses multilateral netting through
which FICC/GSD and FICC/MBSD are able 1o reduce significantly the value of
securities and payments that must be exchanged each day. A disruption to FICC
could therefore have a multiplier effect on the liquidity needs of participants,

Analysis of Systemic Importance

) Aggregate monetary value of transactions processed through FICC

In 2011, FICC/GSD processed 40.5 million transactions in U5, government and
agency securities worth $1.1 quadrillion an a gross basis. Through multilateral
netting, FICC/GSD reduced the value of financial obligations requiring
settlement in 2011 from §1.1 quadrillion to $230 trillion. In 2011, FICC/MBSD
processed MBS transactions worth approximately 3648 trillion, which through
multilateral netting was reduced in value to $3 trillion.

On an average day in 2011, FICC/GSD cleared 120,780 purchases and sales
of U.S. government securities, 39,136 repo transactions, and 1,122 GCF repo
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transactions, which in aggregate were reduced 1o 24,515 net obligations daily.
The peak daily gross number of rades for these three categories was 235,241
purchase and sales, 44,238 repo transactions, and 1,636 GCF repo transactions,
respectively. Peak aggregate netted obligations were 28,464 on July 29, 2011,
Dhaily trading volume at FICC,/MBSD averaged 10,556 compared sides in 2011
The daily gross number of compared sides at FICC/MBSD peaked at 30,257 on
October 6, 2011.

In 2011, the average daily gross value of trades compared by FICC/GSD was
$895.7 billion for sales and purchases of U.S. government securities, $1.7 trillion
for repos, and $796 billion for GCF repo transactions. The average daily net value
settlement in all three categories was $921 billion for FICC/GSD, and the average
daily funds only settlement (FOS) was §1.0 billion. The daily gross value of sales
and purchases of U.S, government securities in 2011 peaked at §1.6 wrillion on
August 9, 2011, For repos and GCF repo transactions, the daily gross value of
trades peaked at $1.9 trillion and $1.2 trillion, respectively. These peaks occurred
on August 3, 2011, and September 8, 2011, respectively. The peak total of netted
transactions in 2011 for FICC/GSD was $999.4 billion on July 29, 2011, and FOS
peaked at §2.6 billion on August 10, 2011, FICC/MBSD compared, on average,
$284.7 billion worth of transactions each day in 2011. FICC/MBSD's comparisons
of trade par value peaked ar §988.2 billion on October 6, 2011

FICC/GSD's peak increase in daily total clearing fund deposits in 2011 equaled
$0.5 billion on August 10, 2011. The average daily total of funds only settlement
debit was §0.3 billion, and funds only settlement debits peaked at $1.8 billion on
August 10, 2011, FICC/MBSD's average daily gross mark-to-market change for
2011, including changes in average daily initial margin, was $3.4 billion, and its
daily variation margin {mark 1o market) peaked at $10.4 billion on January 6, 2011.

B) Aggregate exposure of FICC to its counterparties

In 2011, FICC/GSD maintained a clearing fund that averaged $11.1 billion, while
FICC/MBSD maintained a participants fund that averaged $7.7 billion. The sizes
of these funds peaked at $25.0 billion for FICC/GSD on March 22, 2011 and $15.2
billion for FICC/MBSD on March 22, 2011. The average daily VaR estimates at a
99 percent confidence level for FICC/GSD in 2011 was 36.2 billion. The average
VaR for FICC/MBSD in 2011 was $5.0 billion. All of the collateral in the two
funds was held in cash and in U.S. government and agency securities.

FICC/GSD has liguidity needs for day-to-day securities settlement, daily funds
seutlement obligations, and in the event of member default. FICC/MBSD), by
contrast, in 2011, had liquidity needs only for daily funds settlement obligations,
as it did not begin acting as central counterparty until April 2012. FICC/GSD's
liquidity resources include the following: (1) the cash portion of the clearing
fund; (2) the cash that would be obtained by entering into repo transactions
using the eligible securities portion of the clearing fund (Treasury securities,
agency securities guaranteed by the U.S. government, and certain U.S. agency/
GSE pass-through securities); and (3) the cash that would be obtained by entering
into repos using the securities underlying transactions that would have been
delivered to the defaulting member had it not defaulted. In addition, FICC/GSD
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could receive funds from its cross-margining and cross-g arrangements
if its resources proved insufficient o cover losses stemming from a member's
default, FICC/GSD does not maintain any committed lines of credit.

In 2011, FICC/GSD's peak liquidity exposure to a single counterparty totaled §111
billion. In 2011, FICC/MBSD's peak liquidity exposure to a single counterparty
totaled $25 billion. This exposure was required to be covered by the settlement
obligations of other FICC/MBSD participants or through use of the FICC/MBSD
participants fund. For the year ended December 31, 2011, FICC/GSD had an
average of $10.6 billion in liquidity resources, which was comprised of $3.7 billion
in cash and $6.9 billion in U.S. Treasury and agency securities. FICC/MBSD had
an average of $7.1 billion in liquidity resources in 2011, of which $3.5 billion was
in cash and $3.6 billion was in U.S. Treasury and agency securities.

C) Retationships, interdependencies, or other interactions of FICC with other FMUS or
payment, clearing, or settiement activities

FICC/GSD has formed relationships with other market participants to mitigate
the risks attending the potential default of a mutual participant. FICC/GSD has

blished a c gining arrang with CME, and FICC has established
a multilateral eross-guaranty agreement with both the OCC and FICC's affiliates,
NSCCand DTC, to cover certain obligations of a lefaulting member

to the extent of available resources of the member. FICC/GSD has also formed
a relationship with NYPC, a U.S, futures clearing corporation, to allow joint
clearing members to cross-margin certain positions cleared at FICC/GSD with
certain positions cleared at NYPC in a “one pot” margin portfolio.

FICC/GSD has only two clearing banks, JPMorgan Chase and Bank of New York
Mellon, These two entities are critically important to FICC for GCF repos and
security settlement processing. FICC/GSD also relies on FRENY, both 1o issue
U5, Treasury securities and to collect and pay margin deposits. Payments to and
from FICC/MBSD are made via DTC's sub-account at FRENY,

In addition, FICC's parent company, DTCC, provides significant services to
FICC pursuant to a service agreement, including internal audit, corporate

ications, corporate and regulatory compliance, executive services,
finance, administration services, and legal services.

D) Effect that the failure of or disruption to FICC would have on critical markets,
financial institutions, or the broader financial system

A failure of or a disruption to the functioning of FICC/GSD would be broad and
severe, First, it could cause a complete or partial disruption of the substantial
number and value of transactions typically pending to be cleared and seuled
through FICC/GSD in a two-day settlement cycle. Additionally, FICC/GSD
members could face financial losses equal to the average net value of transactions
guaranteed by FICC/GSD over the two-day settlement cycle, due to the full or
partial absence of the FICC/GSD wade guarantee, These potential losses would
be compounded by liquidity p due to at least a temporary limitation on
amember's ability to access collateral in the clearing and participant funds. As
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of December 31, 2011, the approximate values of such contributions were $11.1
billion for FICC/GSD and $6.5 billion for FICC/MBSD.

There would also be a disruption (o new trading activity in U5, government
securities and MBS markets. Because there are no other clearing agencies
providing services similar to those of FICC, trades would need to be sertled on a
bilateral basis.

In addition, a failure of ora disruption to the functioning of FICC would likely
result in significant spillover effects on the rest of the U.S. economy, reducing
the amount of credit available generally, drawing assets away from other
productive uses, reducing the value of corporate reserves and household savings,
destabilizing U.S. money market funds, and negatively affecting financing
activities of the U.S. government and GSEs.

Conclusion

FICC plays an important role in financial markets due to the high gross notional
vale of the trades FICC/GSD and FICC/MBSD clear and the efficiencies

they provide through multilateral newting of trades and payments among their
members. In particular, because FICC/GSD is the sole clearing agency in the
United States acting as a central counterparty for cash-settled U.S, government
and agency securities, and FICC/MBSD is the predominant provider of clearance
and settlement services for U.S. MBS markets, a failure or disruption to the
functioning of FICC could:

+  Directly and negatively affect an enormous dollar value and volume of
financial transactions in the U.S, government securities and MBS markets;
*  Impose material direct losses on FICC counterparties and create
new demands for liquidity and new credit problems among financial
institutions and others that rely on such markets for credit or liquidity;

+  Cause liquidity or credit probl Iting from its failure or disrupti
to spread quickly and broadly among financial institutions and other
markets; and

¢ Have cumulative negative effects on U.S, government and MBS markets,
financial institutions, and the broader financial system that are substantial
in their own right and so severe as to create a risk that liquidity and credit
problems experienced could spread among financial institutions and
other markets and, therefore, threaten the stability of the financial system,

Accordingly, it is the assessment of the Council that a failure of or a disruption
10 FICC could increase the risk of significant liquidity problems spreading
among financial institutions or markets and thereby threaten the stability of the
financial system of the United States. For the reasons set out here, the Council
has determined that FICC should be designated as a systemically important FMU
pursuant to Title VIIT of the Act.
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F. ICE Clear Credit LLC

Description of ICE Clear Credit LLC

ICE Clear Credit is a Delaware limited liability company and an indirect
subsidiary of Intercontinental Exchange, Inc., a Delaware corporation, ICE Clear
Credit provides central counterparty clearing services to direct participants that
are financial institutions, as well as to indirect market participants (customers).
Therefore, ICE Clear Credit is an FMU as set out in Title VIII of the Act.™

ICE Clear Credit clears a majority of the CDS products in the United States that
are eligible for clearing by a central counterparty. ICE Clear Credit currently
clears 46 North American CDS contracts (Index Contracts), 132 single-name
components of North American CDS contracts (Single-Name Contracts), and
four foreign sovereign CDS contracts (Sovereign Contracts).” Specifically, ICE
Clear Credit clears all of the active North American CDS indices for the 5-year
and 10-year tenors, and—save for certain financials—the most liquid U.S. single
names in the CDS market. OF the products that are accepted for clearing by ICE
Clear Credit, as of December 31, 2011, ICE Clear Credit cleared approximately 66
percent of all bilateral trades where both the buyer and the seller are ICE Clear
Credit clearing participants. In addition, ICE Clear Credit is currently the only
clearinghouse worldwide that clears foreign sovereign CDS. Since 2000, ICE Clear
Credit has cleared over 300,000 CDS wransactions whose notional value is in the
trillions of U.S. dollars.®

ICE Clear Credit has a total of 27 clearing members, 14 of which are financial

or hanking groups and 9 of which are non-U.S. domiciled. ICE Clear Credit’s
clearing members include some of the largest financial institutions designated as
G-SIFls by the Financial Stability Board.

Irrespective of whether a CDS is being used to hedge risk or take on exposure to
certain credit markets, as a bilateral contract between two market participants,
a CDS creates credit and liquidity risk exposure between the counterparties 1o
the CDS contract. For centrally cleared CDS contracts, ICE Clear Credit reduces
these risks by serving as a central counterparty, interposing itself between the
wo original bilateral counterparties. Additionally, [CE Clear Credit improves
market transparency and functioning by establishing robust daily sett]

prices for the CDS trades that it clears, which periodically its members are
required to stand behind, as well as monitoring and reporting open positions
among clearing members.

Analysis of Systemic Importance

A) Aggregate monetary value of transactions processed by ICE Clear Credit
Number of transactions processed, cleared or settled. In 2011, ICE Clear Credit
cleared an average daily gross volume of 821 Index Contracts, 1,145 Single-Name
Contracts, and 397 Sovereign Contracts. ICE Clear Credit cleared a peak daily
gross volume of 7,222 Index Contracts, 14,708 Single-Name Contracts, and 5,680
Sovereign Contracts.

2012 FSOC //f Awaual Report



232

Value of transactions processed, cleared or setiled. In 2011, ICE Clear Credit
cleared contracts with an average daily gross notional value in the billions of
dollars in each of Index Contracts, Single-Name Contracts, and Sovereign
Contracts. The peak daily gross notional values of the contracts ICE Clear Credit
cleared were in the hundred billion dollar range for each of Index Contracts,
Single-Name Contracts, and Sovereign Contracis.

Value of other financial flows. For all listed derivatives, the average daily low of
funds (average daily mark-to-market valuation plus change in average daily initial
margin) was in the millions of dollars for initial margin and in the hundred million
dollar range for adjusted mark-to-market, and for all intraday fees (adjusted mark-
to-market, upfront fee, coupon plus credit event). The peak daily flow of funds was
over a billion dollars for initial margin and in the hundreds of millions of dollars
for adjusted mark-to-market and for all intraday fees (adjusted mark-to-market,
upfront fee, coupon plus credit event). The peak daily open interest was in the
hundreds of billions for each of Index Contracts and Single-Name Contracts, and
in the tens of billions of dollars range for Sovereign Contracts.

B) Aggregate exposure of ICE Clear Credit to its counterparties
Credit exposures. During 2011, the average size of ICE Clear Credit's guaranty
fund was in the billions of U.S. dollars, with a peak size of billions of U.S. dollars,

It is anticipated that following the implementation of a clearing requirement for
swaps, clearing volume and open interest will significantly increase, and margin
on deposit and exposure will increase proportionally.

Liquidity resources. The average amount of liquidity resources (including only
cash and U.S, Treasury and agency notes) at ICE Clear Credit was billions of U.S.
dollars, with a peak amount in the billions of U.S. dollars. As of December 31,
2011, the total value of lines of credit from banks or others was millions of dollars,

Liquidity exposures. The average aggregate daily dollar value of payouts by ICE
Clear Credit to clearing members was in the millions of US. dollars, with a peak
in the millions of U.S. dollars. The peak liquidity need with a single counterparty
was in the millions of U.S. dollars.

C) Relationships, interdependencies, or other interactions of ICE Clear Credit with
other FMUs or payment, clearing, or settlement activities

Participants. ICE Clear Credit has a total of 27 clearing members,” 14 of which
are financial or banking groups and 9 of which are non-U.8. domiciled. ICE Clear
Credit's clearing members include some of the largest banking and brokerage
firms in the world.

Other FMUs. ICE Clear Credit does not have any relationships with other FMUs,
other than its affiliate relationships.

Trading platforms. ICE Clear Credit clears OTC swaps (all cleared CDS
transactions are executed bilaterally) and therefore does not have a relationship
with any trading platforms. However, it is expected that ICE Clear Credit will
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begin clearing transactions executed on DCMs or swap execution facilities with
the commencement of CDS trading through such venues.

Other external service providers, ICE Clear Credit uses The Clearing
Corporation for license fee and management services and ICE for technology and
management services,

Average daily value of flows and other transactions with key financial institutions.
ICE Clear Credit does not have any flows with unaffiliated key financial institutions
other than its clearing members, settlement banks, and repo counterparties.

Average daily value of trades and other transactions on key trading platforms.
ICE Clear Credit clears OTC swaps and therefore does not have a relationship
with any trading platforms.

Average daily value of services provided and other transactions with other
external service providers not captured. ICE Clear Europe uses ICE Clear Credit
for technology and management services.

D) Effest that the failure of or disruption to ICE Clear Credit would have on critical
markets, financial institutions, or the broader financial system

Role of ICE Clear Credit in the market served. In 2011, of the North American
Index and Single-Name CDS market CDS products that ICE Clear Credit accepts
for clearing, ICE Clear Credit cleared approximately 66 percent of all bilateral
trades where both the buyer and the seller are ICE Clear Credit Clearing
participants, It s also the only clearinghouse worldwide that clears foreign
sovereign CDS. .

Availability of substitutes. Currently, no other DCOs clear the breadth of
products cleared by ICE Clear Credit, Accordingly, it is impracticable to expect
that one could continue clearing ICE Clear Credit's CDS products immediately or
in the short term following a disruption of ICE Clear Credit’s operations.

Concentration by product type. ICE Clear Credit is currently the only
clearinghouse worldwide that clears foreign sovereign CDS. In addition, ICE
Clear Credit clears all of the active North American CDS indexes for the 5-year
and 10-year tenors, and—save for certain financials—the most liquid U.S. single
names in the CDS market.

Financial Data/Metrics. On December 30, 2011, ICE Clear Credit had in the
billions of U.S. dollars in cash and cash equivalents and in the billions of U.S.
dollars in government securities.

ICE Clear Credit reduces systemic risk in the CDS market in a number of ways.
First, ICE Clear Credit lowers counterparty risk exposures among market
participants through the novation of CDS contracts. Second, ICE Clear Credit
lowers the likelihood of a defanlt leading to a financial contagion of defaults
across major CDS counterparties by maintaining substantial inancial resources
to manage the default of its two largest clearing members. Third, ICE Clear
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Credit reduces credit, liquidity, and operational risk by facilitating the timely
settlement of trade-related payment obligations. ICE Clear Credit is one of the
largest clearers of CDS transactions worldwide.

The primary trigger of a default by ICE Clear Credit would be a default by one
or more clearing members with extraordinary losses in excess of ICE Clear
Credit's default resources, While such a default could conceivably result from
circumstances local w those members, a default scenario would more likely be
associated with a disruption to the markets more generally, including scenarios
such as extreme volatility, extreme changes to normal price correlations, and
acute reductions in liquidity. ICE Clear Credit may be more exposed to such
circumstances than other central counterparties, because it has significant
exposure to credit default swaps, which have jump-to-default risk.

An alternative trigger of a default by ICE Clear Credit would be a failure

of its sertlement bank or one of ICE Clear Credit’'s overnight reverse repo
counterparties, because a substantial portion of ICE Clear Credit's financial
resources are on deposit with such entities. Thus, if those financial resources were
to suddenly become unavailable, ICE Clear Credit's operations would be adversely
affected to a considerable extent. In addition, an ICE Clear Credit default could
result from a failure to maintain ag sound financial condition, such as

a failure to maimtain sufficient capital or other financial resources against its
general business risk or against the risk of one or more clearing member defaults.

An ICE Clear Credit failure, or a disruption in the functioning of its clearing
services, would effectively mean the immediate loss of the dominant clearing
platform for the credit default products it clears. This disruption would likely
expose ICE Clear Credit's clearing members and other market participants

to credit and liquidity risks. The significant margin deposits held by ICE

Clear Credit could lead to a period wherein affected entities may be unable 1o
acoess, or in a worst case scenario would lose, the collateral they posted with

the elearinghouse, Furthermore, if ICE Clear Credit does not have sufficient
financial resources to satisfy its obligations to surviving market participants,

the ability of those participants to meet other financial obligations could be
adversely impacted. An ICE Clear Credit failure or disruption of its services could
directly pose credit and liquidiy risk to other financial market infrastructures,
which include depositories, other clearingh custodians, DCMs, trade
repositories, and swap execution facilities. Since many of ICE Clear Credit's
clearing members are G-SIFls, a disruption or failure could indirectly pose credit
and liquidity issues to every major market in the United States, every significant
markel participant in the United States, and all significant financial market
infrastructures in the United States.

In the event of an ICE Clear Credit failure, it is unlikely in the short term that
a substitute could take over ICE Clear Credit's clearing operations, Moreover,
market participants would have 1o post substantially more collateral o enter
into transactions in a bilateral space and obtain the same level of protection
or exposure than they would through ICE Clear Credit. For example, in

the bilateral market, if A wishes to neutralize, e.g,, a long exposure 0 B, A
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would typically enter into a transaction with a short exposure to another
counterparty, e.g, C. This would offser A's market risk, but would leave A with
credit risk to each of B and C that A would need to collareralize. Furthermore,
the margin required to collateralize the exp of a portfolio is generally
smaller than coll g its individual comp because the prices of
the portfolio’s components are often correlated. Central counterparty netting
is more powerful, as each member’s obligations to every other member can

be treated as one portfolio that is netted and offset.™ There could also be an
increase in the number and exposure of uncollateralized transactions (creating
greater exposures from further failures) and a decrease in the total number of
transactions. This would likely have a deleterious impact on the financial activity
that relates to those transactions.

In addition, any disruption in the clearing of these products would likely impede
the price discovery benefit of central counterparty clearing, which would result in
adecrease or loss of liquidity for these products and lead to market opacity. Large
aggregate exposures to counterparties under CDS contracts could be hidden

in opaque markets until the bankruptey of a major CDS market participant is
imminent. The cireumstances of such an event, which figured prominently in

the recent U.S, financial cvisis, could have additional consequences on the ability
of U.5. financial institutions to obtain credit. Bank lending could freeze until
such time as market participants’ CDS exposure can be adequately priced and

it becomes clear market participants are able to honor contract obligations in a
stressed financial environment.

Furthermore, not anly would price discovery and liquidity be impacted by such an
event, but there also would likely be a negative impact on any economic activity
that presupposes the protection of hedging activity. Assume, for example, thata
large U.S. based financial institution (F11) hedged its exposure to the corporation
A corporate bonds it purchased by buying CDS protection from another financial
institution, and the trade was then cleared at ICE Clear Credit. If any of ICE
Clear Credit's members default and ICE Clear Credit does not have, and cannot
obtain, sufficient financial resources to maintain operations, this CDS protection
would no longer be active. If corporation A were then to suddenly default, FI1
could have a large loss on the corporation A bonds; a loss that, but for ICE Clear
Credit's failure, should have been hedged by the CDS. As positions move to the
bilateral market and are de-netted, settled, and replaced, operational risks and
costs would likely increase, thereby decreasing the number of reliable and readily
available hedging opportunities. As a result, financial institutions and other
market participants may reduce their investment activities, which could further
stress the US, financial markets,

In addition, an ICE Clear Credit failure or disruption would pose 4 substantial
adverse impact to the CDS market for the products cleared by ICE Clear Credit.
Market participants would likely experience substantial uncertainty around,
and possibly outright loss of their CDS positions at ICE Clear Credit. Market
participants would no Jonger be able use CDS to manage credit risk without
increasing bilateral counterparty credit risk. This, in trn, is likely to cause
aloss of confidence in the CDS market in general. For holders of the debt of
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reference entities to CDS, those participants may be forced to sell large amounts
of securitics at potentially fire-sale prices if their CDS protection ceases to exist.
Market participants that transact with any reference entity and use CD5 to hedge
credit risk may be forced to reduce or cease financial and other transactions with
those entities. Banks or other users of index CDS as broad-based, macroeconomic
hedges to credit risk may need to quickly sell securities or reduce lending activity
in order to comply with capital requirements in the absence of CDS hedging
benefits. Market participants that use sovercign CDS 1o hedge direct exposures
to those countries, indirect exposures to entities domiciled in those countries or
overall country risk may be forced to quickly sell securities and reduce or cease
financial and other transactions with those entities. All of these effects represent
the substantial risk of contagion from a disruption in the CDS market.

Finally, the contagion effect of an ICE Clear Credit default, if it were to lack
sufficient resources to make timely payments for mark-to-market obligations,
could severely disrupt aperations at other clearinghouses because of a crisis
of confidence that interrupts the orderly functioning of the market and for
because of the impact that the loss of funds would have on an entity’s ability
(or willingness) to pay (1) losses owed to other DCOs, (2) increased collateral
qui for ing out-of-the money positions, (5) deposits in pension
fund cash accounts, or (4) bank financing charges. Essentially, the failure of ICE
Clear Credit would create enormous uncertainty about the status of initiated
transactions, as well as the financial positions of its clearing members and their
customers, and could jeopardize the orderly functioning of clearing members,
other DCOs, and the U.S. financial markets as a whole,

Based on its review of the information set forth here, the Council recognizes
that ICE Clear Credit currently clears a specific range of the total credit
derivatives market.” ICE Clear Credit also has a membership of 27 clearing
members, including 14 financial or banking groups. Accordingly, when viewed
narrowly the effects of a failure or disruption of ICE Clear Credit could be
considered to affect a finite number of the world’s largest financial institutions,
each of which has, theoretically, immediate access to the bilateral markets for
CDS products and various other sources of credit and liquidity in the event of
such a failure or disruption.

However, the immediate loss of a clearing platform for most of the products
cleared by ICE Clear Credit would effectively lead to at least a temporary
disruption of the CDS market for these products as the market infrastructure
through which positions are established, maintained, and closed out would he
gone. This, together with the increased risks and costs in the bilateral markets,
would create great uncertainty about the capacity of already strained markets to
accommaodale any anticipated corresponding liquidity needs, which would likely
lead to increased credit and liquidity problems for market participants. As these
risks and costs increase, institutions may reduce their i activities due to
alack of reliable and readily available hedging opportunities, which could further
stress the U.S. financial markets,
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Moreover, under rules recently promulgated by the CFTC* and equivalent rules
being considered by the SEC pursuant to the Act, ICE Clear Credit will likely be
required to expand its membership base to include smaller financial institutions
and permit the direct involvement of buy-side firms for the first time. These

new regulatory standards will also result in numerous financial institutions
being required to clear trades with other financial institutions when clearing is
offered by one or more FMUs and thereby increase their practical reliance on
ICE Clear Credit in a manner consistent with the policy direction established by
the Act. Thus, and especially upon these new standards taking effect, a failure
or disruption of ICE Clear Credit would necessarily involve a broader segment
of the financial community and have a wider impact on the financial system of
the United States than would have been true in the recent past. These more
widespread effects reinforce the Council's conclusion that a failure or disruption
to the functioning of ICE Clear Credit could create or increase the risk of
liquidity and credit problems spreading among financial institutions or markets
and thereby threaten the stability of the financial system of the United States.

Conclusion
The data reviewed by the Council indicate that ICE Clear Credit processes high-
dollarvalue transactions on a daily basis for critical U.S. financial markets" and
‘holds large amounts of collateral on deposit. Coupled with the unique nature
of CDS and the attendant jump-to-default risk that has to be managed, as well
as the size and nature of ICE Clear Credit’s clearing members, a significant
disruption to or failure of ICE Clear Credit could create instability in the U.S.
DS and securities markets. Moreover, there are currently no substitute DCOs for
many of ICE Clear Credit’s products, The loss of central counterparty clearing
in the products ICE Clear Credit clears would increase collateral demands

i g in a corresponding drain of liquidity.

1 "
P Y

An ICE Clear Credit failure could also have an adverse impact on price discovery,
which could, in wrn, lead to inefficient markets and a correlated increase in
liquidity problems. Finally, the contagion effect of an ICE Clear Credit failure
could impose material financial losses on ICE Clear Credit’s clearing members
and other market participants (such as customers) that could lead 1o increased
liguidity demands and credit problems across financial institutions. Where these
financial institutions are active in multiple U.S. markets, this contagion effect
would have a broader impact and, as the markets experience growing stress,
would likely lead 1o increased demand for credit, which would, in turn, likely
lead 1o bess liquidity. Thus, the Council believes that a significant disruption or
failure of ICE Clear Credit could have a major adverse impact on the stability of
the U.S. linancial markets, the impact of which would be exacerbated by the lack
of clearing alternatives currently available for many of the products cleared by
ICE Clear Credit. Accordingly, a failure or disruption of ICE Clear Credit would
likely have a significant detrimental effect on the liquidity of the swaps markets
and impose significant financial losses on clearing members, which include large
financial institutions and other market participants, which would, in trn, likely
threaten the stability of the broader U.S. financial system,
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For the reasons set out here, the Council has determined that ICE Clear Credit
should be designated as a systemically important FMU pursuant to Title VIII of
the Act.

G. National Securities Clearing Corporation

Description of National Securities Clearing Corporation

NSCC is a FMU as set out in Title VIII of the Act because it manages or operates a
multilateral system for the purpose of clearing and settling securities transactions
among financial institutions and between financial institutions and NSCC.*

NSCC plays a prominent role in providing clearance, setl and CCP
services for nearly all broker-to-broker equity and corporate and municipal

debt trades executed on major U.S, exchanges and other equity trading venues.
NSCC is a wholly owned subsidiary of DTCC and is generally administered as an
industry-owned utility on an at-cost basis.

NSCC provides clearing, settlement, risk management, central counterparty
services and a guarantee of completion for virtually all broker-to-broker trades
involving equity securities, corporate and municipal debt securities, American
depasitory receipts (ADRs), ETFs, and unit investment trusts (UITs). Clearance
and settlement generally occurs through NSCC's Continuous Net Settlement
(CNS) system, under which all eligible compared and recorded transactions for

a particular sertlement date are netted by issue into one net long (buy) or net
short (sell) position. NSCC guaraniees the settlement of matched trades and, as

a CCP, is the legal counterparty to all of its net settl bligati
NSCC's CCP services reduce its members' costs and risks associated with securities
transfers. In 2011, NSCC, on a gross basis, cleared 20.9 billion equity, corporate and
municipal bond, ADR, ETF, and UIT trades worth §220.7 trillion on a gross basis.

NSCC has 187 full service members and 647 limited service members, NSCC
members consist of registered broker-dealers, or banks or trust companies
(including a trust company having limited powers) that are members of the
Federal Reserve System or are supervised and examined by state or federal
authorities having supervision aver banks or registered clearing agencies. NSCC
direct members include some of the largest banks in the world by asset size and
include affiliates of 24 of the 29 financial institutions considered to be globally
systemically important* Trades that NSCC clears and settles for its members are
executed on more than 50 rraﬂing venues for which it provides services (including
all U.S. securities exchanges and alternative trading systems) and with other
domestic and foreign clearing agencies.

A distinguishing characteristic of NSCC s the wide range of risks it faces and

its ability to manage those risks. As a CCP, NSCC faces credit risk, liquidity risk,
custody and investment risks, and operational risk. NSCC uses a combination

of risk management tools to mitigate some of these risks to ensure it can meet
its obligations. These tools include (1) membership standards with regard to
financial resources and operational capacity, (2) collection of collaeral deposits
to meet clearing fund requirements and mark-to-market payments in the form
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of margin, and (3) close out and loss allocation procedures designed to facilitate
an orderly liquidation in the event of a member default.

Another important feature of NSCC is that it uses multilateral netting through
which NSCC s able to reduce significantly the value of securities and payments
that must be exchanged each day. A disruption to NSCC could therefore have a
multiplier effect on the liquidity needs of members.

Analysis of Systemic Importance

) Aggregate monetary value of transactions processed through NSCC

In 2011, NSCC cleared §220.7 trillion worth of trades on a gross basis, which
represented nearly all broker-to-broker equity and debt trades executed on the
major U.S, exchanges and most other equity trading venues.

On an average trading day in 2011, NSCC cleared 83 million securities trades.
The peak daily gross number of trades in 2011 was 199 million trades on August
8, 2011, with peak netted obligations equal to 204,000 trades. The historic peak
day for trades occurred on October 10, 2008, when NSCC cleared 209.4 million
transactions. In 2011, the average daily gross value of transactions settled by
NSCC was $883 billion, with average aggregate netied obligations of $23.8 billion.
The peak daily gross value of trades in 2011 was equal to $1.9 trillion on August 8,
2011, with the peak daily netted obligation equal to §78 billion.

The average daily value of mark-to-market contributions to and distributions
from NSCC's clearing fund for 2011 was $408.5 million. The peak daily value of
contributions to and distributions from NSCC's clearing fund was $4.4 billion on
August 9, 2011

B) Aguregate exposure of NSCC to its counterparties

In 2011, the average daily size of the NSCC clearing fund requirement was $3.9
billion and the peak size of the NSCC clearing fund requirement was $10.2 billion
(on August 9, 2011). The average daily VaR estimate at 2 99 percent confidence
level for NSCC in 2011 was $2.9 billion, and the peak VaR for NSCC was §6.3
billion on August 12, 2011. Using the scenario of a default of NSCC's largest
participant family, NSCC's peak daily liquidity exposure to 4 single counterparty
in 2011 was $13 billion. In 2011 the average daily value of all collateral posted

to NSCC, including excess deposits, was §5.1 billion, and the peak value of

all collateral posted to NSCC was $11.9 billion (on August 9, 2011). All of the
collateral in the clearing fund was held by NSCC in cash and U.5. government
and agency securities.

NSCC seeks to maintain sufficient liquidity to enable it to settle transactions

in the default of the member-family to which NSCC has the largest aggregate
settlement exposure over the three days between the time when its guarantee

is issued, generally one day following the trade date (T+1), and final settlement
(T+3). NSCC's liquidity resources are limited to a line of credit, its retained
earnings, and the value of assets held as collateral, including certain securities of
the defaulting member delivered in anticipation of settlement. NSCC's liquidity
facility is a $6.2 billion committed line of credit through a syndicated loan facility.
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. The amount of funds available to NSCC under the committed credit facility

is limited not only by the overall size of the Facility, but also by the amount of
assets available to NSCC to pledge as collateral to lenders supporting the facility.
NSCC is also required to contribute up to 25 percent of its retained earnings

in the event the clearing fund and other collateral is not sufficient 1o cover a
loss, NSCC's retained earnings were §151 million as of December 31, 2011. For
2011, the average daily amount of NSCC's liquidity resources held in cash and
U.S. Treasury and agency securities was $4.7 billion. The peak amount of such
liquidity resources was §7.9 billion.

C} Relationships, interdependencies, or other interactions of NSCC with other FMUs
or payment, clearing, or settlement activities

NSCC's CNS system relics on an interface with its affiliate DTC for the book-
eniry movement of beneficial ownership of securities through securities accounts
established at DTC to sewle obligations, CNS short positions (i.e., oblig;

1o deliver) are compared against members' DTC accounts to determine issue
availability. If securities are available, they are transferred from the NSCC
member's account at DTC to NSCC's account at DTC. The allocation of CNS long
positions (i.e., obligations to receive) to receiving NSCC members is processed
inan order determined by an algorithm built into the system. Securities are
awomatically allocated to NSCC members' long positions as the securities are
received by NSCC,

Throughout the day, the debits and credits in a DTC panticipant’s seltlement
account are netted to calculate, at any time, the net debit balance or net credit
balance for the account. At end-of-day settlement, DTC and NSCC net the
settlement balances of each DTC participant that is also a member of NSCC. Afier
end-of-day netting with NSCC (also known as cross-endorsement), DTC reports
final figures for each DTC participant. Because each DTC participant must settle
through a “Settling Bank,” there is a “roll-up” for each Seuling Bank which isa
net-net balance payable from or to such Settling Bank. Payments are made to and
from DTC's account at FRENY through the Federal Reserve National Settlement
Service System. Payments are made to and from NSCC on the National
Sertlement System through the FRBNY sub-account of DTC. DTC and NSCC are
also parties 10 a netting contract and limited cross-guaranty agreement.

CDS Clearing and Depository Services Inc. (CDS, Inc.), the Canadian central
securities depository and central counterparty, is a full service member of NSCC,
as well as a participant of DTC. This relationship enables CDS, Inc. participants
to clear and settle OTC trades with U.S, broker-dealers through sponsored
accounts maintained by CDS, Inc. with DTC and NSCC and entitles them to

the privileges of direct membership in both organizations. However, CDS, Inc.
participants are not members of DTC and NSCC and therefore must look anly to
CDS, Inc. for satisfaction of clearance and seutlement obligations. Thus, if a CDS,
Inc, participant defaults on its abligation to DTC or NSCC, CDS, Inc. is required
to meet that obligation. CDS, Inc. mitigates its exp 1o potential losses by
requiring participants to commit collateral to CDS, Inc. in amounts equivalent to
those required as collateral by NSCC and DTC,
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NSCC receives transactions on exercises and assignments of options from OCC
that are cleared and settled through NSCC. NSCC and OCC rely on one another
for coverage of certain risks through a Third Amended and Restated Options
Exercise Settlement Agreement between them (the Accord). The arrangement is
designed to facilitate the sewbement of the underlying securities upon the exercise
or assignment of such options by mitigating duplicative margin requirements.
The Accord provides for a two-way guaranty between OCC and NSCC of the
mark-to-market amounts far options transactions for which NSCC has guaranteed
completion in the event of a mutual participant’s failure, The failure of OCC

to meet its obligations under that ag and vice versa, could impair the
ability of the parties to ensure access to adequate margin with respect to a failing
participant that is 2 common member of both NSCC and OCC. Additionally,
there is an agreement with OCC providing for the seulement of exercises and
assignments of options on securities cleared and settled through NSCCin the
event of a mutual participant’s failure.

In addition, NSCC's parent company, DTCC, provides significant services 1o
NSCC pursuant to a service agreement, including internal audit, corporate
communications, corporate and regulatory compliance, executive services,

finance, administration services, and legal services.

D) Effect that the failure of or disruption to NSCC would have on critical markets,
financial institutians, or the broader financial system

The primary effect of a failure of or a disruption to the functioning of NSCC
would be a disruption to the settlement of the $3.5 rillion in notional value of
transactions typically pending 1o be cleared and settled through NSCC on an
average day. Additionally, initiating new trades would be difficult at best due to
the lack of any clearing agencies offering similar services. Given the enormous
efficiencics of multilateral netting provided by NSCC, bilateral settlement of
transactions at current normal volumes would not be practical.

A failure of or a disruption to the functioning of NSCC would have several other
likely effects. Members of NSCC could experience financial losses or liquidity
shortages due to NSCC's inability to honor its central counterparty obligations
and due 1o members' inability to access clearing fund contributions. There
would also be financial and operational stresses placed on other FMUs such as
DTC and OCC, which have closely related operations. Additionally, if bilateral
gross settlement of NSCC-cleared trades were attempted, DTC's capacity could
be overwhelmed as it experiences enormous increases in values and volumes

of transactions.

In addition, a failure or a disruption to the functioning of NSCC would likely
result in significant spillover effects on the rest of the U.S. economy, reducing the
amount of credit available generally, drawing assets away from other productive
uses, reducing the value of household savings, and affecting the financing
activities of corporations and municipalities.
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Conclusion

NSCC plays an important role in financial markets due to the high gross

notional value of the trades NSCC clears and the efficiencics it provides through
multilateral netting of trades and payments among its members. In particular,
because NSCC clears and settles virtually all broker-to-broker equity and
corporate and municipal debt securities transactions in the United States and
supports more than 50 trading venues for which it provides services (including all
U.S. securities exchanges and alternative trading systems), a failure or disruption
to the functioning of NSCC could:

*  Directly and negatively affect an enormous dollar value and volume of
financial transactions in equity and debt markets;

*  Impose material direct losses on NSCC counterparties and create
new demands for liquidity and new credit problems among financial
institutions and others that rely on such markets for credit or liquidity;

*  Cause liquidity or credit problems resulting from its failure or disruption
to spread quickly and broadly among financial institutions and ather
markets; and

*  Have cumulative negative effects on U5, domestic equity and debt
markets, financial institutions, and the broader financial system that
are substantial in their own right and so severe as (o create a risk that
liquidity and credit problems experienced could spread among financial
institutions and other markets and, therefore, threaten the stability of the
financial system.

Accordingly, it is the assessment of the Council that a failure of or a disruption to
NSCC could increase the risk of significant liquidity problems spreading among
financial institutions or markets and thereby threaten the stability of the financial
system of the United States. For the reasons set out here, the Council determined
that NSCC should be designated as a systemically important FMU pursuant to
Title VIII of the Act.

H. The Options Clearing Corporation

Description of The Options Clearing Corporation

The Options Clearing Corporation (OCC) is an FMU as defined in Titke VIIT
of the Act because it manages or operates a multilateral system for the purpose
of clearing and seuling securities transactions among financial institutions and
between financial institutions and OCC.*

OCC is the predominant clearing organization for U.S. options markets. OCC
provides its clearing members with clearing and seqth services that elimi
the need for individual parties to bilaterally exchange option premiums

and collect and maintain margin on a daily basis. These services increase

the spccd and efficiency of trading and settlement while reducing members’
Additionally, OCC acts as a central counterparty for certain

optmns and m]:er derivatives lherel'ore reducing credit risk for its members,
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OCC's clearing members serve institutional investors, professional traders, and

retail customers. OCC currently has approximately 120 clearing members, which
comprise some of the largest domestic and foreign financial institutions including

banks, broker-dealers, futures c ission merchants, i advisers, and

i funds, OCC's members include some of the largest banks in the world
by assetsize and include affiliates of 17 of the 29 financial institutions considered
1o be globally systemically important.®

The primary services that OCC provides relate 1o the clearing and settlement

of options and futures. The types of options cleared include those on equities,
indices, currency, and commodities though equity options accounted for
approximately 93 percent of total clearing volume, OCC s the sole issuer and
settling agent for all stock options, equity index options, and single-stock futures
listed on U.S. exchanges.

When OCC accepts a trade for clearing, it becomes a central counterparty for the
transaction and therefore is subject to credit risk resulting from the transactions
it clears, OCC mitigates the risk from these transactions by collecting margin

llateral from its members and by maintaining a clearing fund. However, itis
still exposed to market risk should it be necessary 1o liquidate collateral as well as
model risk that exists relating to the methodalogy used 1o calculate margin calls.

Analysis of Systemic Importance

(A) Aggreqate monetary value of transactions processed through 0CC

OCC also cleared stock lending transactions covering a total of 7.3 billion shares
in 2011. The dollar value and volume of aptions transactions handled by 0CC
includes substantially all of the equity options traded on U.S. options exchanges.

In 2011, OCC cleared an average daily gross volume of 18,1 million option
contracts, 152,000 futures contracts and 29 million stock loan shares. The peak
daily gross volume for OCC in 2011 was approximately 415 million option
contracts, 383,000 futures contracts and 89.3 million stock loan shares. OCC's
average month-end open interest for 2011 was 305 million option contracts and
960,000 futures contracts. Daily open interest peaked at approximately 386
million option contracts on August 19, 2011 and 1.2 million futures contracts on
December 16, 2011.

In 2011, the average daily gross value of premium exchanged by OCC was $5.95
billion for option contracts and §1.2 billion for stock loan transactions. The peak
daily gross value of premium exchanged during 2011 was §20.3 billion for options
contracts and $3.1 billion for stock loan transactions, respectively, The average
notional value of open interest for contracts cleared by OCC in 2011 was $3.3
trillion based on month-end data.

OCC processed an average of $1.2 billion in daily changes in initial and variation

margin payments in 2011, and the peak daily initial and variation margin
payments processed by OCC was $22.1 billion on August 8, 2011.
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{B) Aggregate exposure of OCC to its counterparties

As of December 31, 2011, OCC held $76.3 billion in margin deposits on behalf
of its clearing members, $57.5 billion of which consisted of cash and other
underlying securities accepted as margin by OCC and approximately $19 billion
of which consisted of equity and index option escrow deposits accepted in lieu
of margin. As of December 31, 2011, 0CC also maintained a clearing fund for
options and futures clearing activity totaling $2.9 billion. All of the collateral in
the clearing fund was held in the form of cash and U.S. Treasury securities.

In 2011, the average aggregate daily value of collateral (after haircut) posted to
OCC was $89.8 billion. OCC's VaR estimate at a 99 percent confidence level was
on average $15 billion in 2011, and the average quired to be deposited
with OCC to cover that exposure was $35.6 billion. The daily average size of the
OCC clearing fund in 2011 was $2.8 billion, and the remaining $53.4 billion in
collateral deposits consisted of mark-o-market charges to cover changes in the
value of option positions and stock and index option contracts held in escrow

in liew of margin. The average collateral coverage ratio for OCC during 2011

was 145 percent based on the ratio of valued collateral (not including option
collateral held in escrow) over estimated margin requirements, using month-

end data over a 12-month period. The aggregate dollar value of collateral (after
haircut) posted to OCC peaked at $123.7 billion on August 9, 2011. In 2011, the
peak VaR was $35.7 billion, the peak collateral requirement was $63.5 billion, and
the peak clearing fund requirement was $3.4 billion.

OCC's liquidity resources include the defaulting member's collateral, the assets

in the clearing fund, and a $2 billion secured line of credit.* The amount of
funds available to OCC under the committed secured credit facility is constrained
notonly by the overall size of the facility, butalso by the amount of assets that
OCC can pledge as collateral to lenders supporting the facility, which is limited

to the securities in OCC's clearing fund. OCC's bylaws give it the authority to

use a defaulting clearing member's margin and clearing fund deposits to obtain
temporary fiquidity for purposes of meeting obligations arising out of (1) the
default or suspension of a clearing member or any action taken by OCCin
connection therewith or (2) the failure of any bank or any clearing organization
to perform any obligation owed to OCC. In addition, OCC may use such assets

10 borrow or otherwise obtain funds through any means determined to be
reasonable by its Chairman, Management Vice Chairman, or President of the
Corporation in his or her discretion (including, without limitation, pledging such
assets as security for loans and,/or using such assets w effect repurchase, securities
lending, or other transactions), OCC rules provide, among other things, that
upon the suspension of a clearing member, OCC shall promptly liquidate, in the
most orderly manner practicable, all of the clearing member's margin.

For 2011, the average amount of OCC's liquidity resources held in cash and

U.S. Treasury and agency nates was $12 billion, and the peak amount of liquid
resources was $25.8 billion, The peak liquidity exposure OCC experienced

with a single counterparty occurred on September 19, 2011, when the exposure
totaled $3 billion. OCC did not provide information regarding the average peak
exposure to individual members during the course of 2011
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(C) Relationships, interdependencies, or other interactions of OCC with other FMUs
or payment, clearing, or settiement activities

OCC's operations and the current market structure for listed options trading
and clearing involve significant interdependence between OCC, other FMUs,
settlement banks, clearing members, credit facility lenders, custodians,
exchanges, cross-margining entities, and pricing vendors,

OCC maintains two active cross-margin relationships with the CME and ICE
Clear U.S. OCC clearing members use these cross-margin relationships to realize
the benefits of net settlement across the securities and futires markets, as well

as billions of dollars of savings on clearinghouse margin requi 0CC's

average margin amount in 2011 subject to these cross-margining arrangements
was approximately $2.3 billion.

OCC is party to a multilateral cross-g y agy with DTC, FICC, and
NSCC, which provides for the sharing of residual close-out proceeds from
adefaulting member between these clearing agencies in the event that one
clearinghouse is in an excess position and another is in a shortfall position,

In addition, OCC maintains an agreement with NSCC that governs the loss or
profit sharing resulting from the settlement of exercised or assigned options of
a common defaulting member. That arrangement is designed to facilitate the
settlement of the underlying securities upon the exercise or assignment of such
options by mitigating duplicative margin requirements.

DTC, in its role as a securities depository, provides services to OCC clearing
members, including the ability to pledge collateral held in DTC accounts to
OCC for collateral purposes. The most prevalent form of collateral—valued
securities—is pledged to OCC in this manner, DTC also provides the operational
support for securities lending transactions 10 be executed in both the bilateral
stock loan program and the AQS Market Loan platform.

(D) Effect that the failure of or disruption to OCC would have on critical markets,
financial institutions, or the broader financial system

Should there be a failure of or disruption to the functioning of OCC, the
immediate effects could be manifested in two primary forms. The first is direct
financial stress placed on clearing members who would be at least temporarily
unable to access margin collateral and clearing fund deposits. Additionally, there
could be a complete or partial disruption of the $3.3 trillion in average notional
value of open interest for which OCC is issuer and guarantor as well as a sudden
decrease in options trading activity in the markets for which OCC is the sole
clearing agent duc to increased risk and decreased efficiency in OCC's absence.
As of December 31, 2011, OCC held $57.3 billion in margin deposits on behalf
of its clearing members, $2.9 billion in clearing fund deposits, and $19 billion
in equity and index option escrow deposits accepted in lieu of margin. A failure
of or disruption to the functioning of OCC could temporarily limit participants”
access to these deposits in the short term and possibly resultin losses of the $19
billion of escrow deposits.
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In addition, in the event OCC is no longer available as an issuer and guarantor,
options cleared and settled through OCC may have to be replaced, to the extent
practicable, including through entering into transactions in the underlying
instruments, with an average repl value of approximately $3.3 trillion. In
the event such a disruption were to occur, settlement of many future transactions
in options contracts currently cleared by OCC could be required to occur ona
bilateral basis between the parties to the respective transactions in a daily average
amount of $5.95 billion. The same is true of stock loan transactions with an
average daily gross value of $1.2 billion.

In addition, a failure or disruption to the functioning of OCC would likely result
in significant spillover effects on the rest of the U.5. economy, reducing the
amount of credit available generally, drawing assets away from other productive
uses, disrupting the markets for securities and indexes underlying options cleared
by OCC, reducing the value of household savings, and reducing the ability of
corporations to use options to manage risks.

Conclusion
OCC is the sole clearing agency providing clearance and settlement services for
U.S-listed options, A failure or disruption of OCC could:

*  Directly and negatively affect significant dollar value and volume of
financial transactions in options and futures markets;

*  Impose material direct losses on OCC counterparties and create
new demands for liquidity and new credit problems among financial
institutions and others that rely on options markets for risk management
and other purposes;

*  Cause liquidity or credit problems resulting from its failure or disruption
to spread quickly and broadly among financial institutions and other
‘markets; and

*  Have cumulative negative effects on U.S. domestic options and futures
markets, financial institutions, and the broader financial system that

* are substantial in their own right and so severe as to create a risk that
liquidity and credit problems experienced could spread among financial
institutions and other markets.

Accordingly, it is the assessment of the Council that a failure of or a disruption to
OCC could increase the risk of significant liquidity or credit problems spreading
among financial institutions or markets and thereby threaten the stability of the
financial system of the United States. For the reasons set out here, the Council
has determined that OCC should be designated as a systemically important FMU
pursuant 1 Title VI of the Act.
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Glossary

Mjustahle-Rate Morigage
genoy Nirtgage-Backed
Security

Asset-Backed Commercial
Paper {ABCF)

Assat- Backed Security (ABS)
Auction Rate Security {ARS)
Bank for Infernational
Settlements {BIS)

Bank Holding Company (BHC)

Basel Committee on Banking
Supervision (BCBS)

Broad Dollar Index
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A mortgage that aiows for the periodic adjustment of the interest
rate on the basis of changes in a specified index or rate.

A mortgage-backed security issued or quaranteed by federal
agencies or govermment-spensored enterprises.

Short-term debt that has a fved maturity of up 1o 270 days and
s backed by some financial asset, such as trade receivables,
consumer debt receivables, or auto and equipment loans

or leases,

Aterm debt instrument that is collateralized by specific financlal
assets, such as credit card receivables or auto loans, and that
makes payments besed on the performance of these assets,

A debt security, often issued by municipalities, In which the yield
is feset regularly via a Dutch auction.

#n international financial organization that serves central banks
in their pursuit of monetary and financial stability, hetping foster
i 2 o in tho: and acting as a bank

for central banks.

Any company that has direct or indirect controd of one or more
banks and is regulated and supervised by the Federal Reserve in
accordance with the Bank Holding Company Act of 1956.

The Basel Committee on Banking Supenvision (BCBS) develops
and issues intermational standards on bank capital adequacy.
In 1988, the BCBS introduced a capital measurement system
commandy knawn 25 the Base! Capital Accord, o Basel L In
2004, the BCBS issued a revised capital adequacy framewark
litied “Intermational Comvergence of Capital Measurement and
Capital Standards: A Revised Framework,” which is commanly
referred to as the New Accord, or Basel il Following the financial
crisis, the BCBS developed new global stantards for the banking
system that are collectively referred to as Basel I,

g of the foreign exchange values of the ULS,

dollar against the currencles of a targa group of major U.5. trading
partners. The index weights, which change over time, are derived
from LS, export shares and from ULS, and foreign import sheares.
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Broker-Dealer (BD)

Central Countesparty

Clearing Bank

Clearinghouse (Derivatives
Clearing Organization or
Clearing Agency)

Clearing Housa Intecbank
Payments System (CHIPS)

Coliateralzed Morigage
Obligation (CMO)

Commercial Bank

Commercial Mortgage Backed

Security (CMBS)

Commercial Paper (CF)
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An ety that is engaged in the businass of buying and sefing
securties foritself and others.

An entity thal is interposad between the initial participants to
a bilateral fransaction and becomes the buyer to every seller
and the seller 1o every buyer of a specified st of contracts or
financial instruments,

A commercial bank that facilitates payment and setilement of
financial transactions, such as check clearing or matching trades
between the sellers and buyers of securities and other financial
instruments and contracts.

An entity through which financial institutions agres to
exchange payment instructions or other financial obligations
(9., securities). The instilutions settle for Rems exchanged
at [ time based on the rules and p of

the clearinghouse. In some cases, the clearinghouse may
‘assume significant counterparty, financial, of risk management
responsibilities for the clearing system,

An automated clearing system used primarily for international
payments. This system is owned and operated by The Clearing
House and engages Fedwire Funds Service for settiement,

A type of mortgage-backed security. CMOs are bonds that
represent claims to specific cash flaws from large poals of home
mortgages, The sireams of principal and interest payments on
the morigages are distributed to the different classes of CMO
interests, known as tranches, accarding 1o a compiicated deal
structure. Each tranche may have different principal batances,
‘coupon rates, prepayment risks, and maturity dates (ranging from
2 fgw months bo 30 years).

A chartered and reguiated financtal institution suthorized to take
deposits from the pubiic, cbtain deposit insurance from the FOIC,
and engage In certain lending activities,

A security that is collateralized by a pool of commercial
martgage loans and that makes payments that are based on the
performance of thase loans.

Short-term (miaturity typically up to 270 days), unsecured
corparate debt,



Committee on the Global
Financial System

Committee on Payment and
Settlemant Systems (CPSS)

Core Deposits

Credit Defaut Swap (COS)

Credit Rating Agency

Credit Union

Dark Poal

Debt Valuation Asjustment [DVA}

Detined Benefit Plan

Defined Contrigution Plan
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Monitors developments in global financial markets for central
bank governars. The Committes on the Global Financial System
has a mandate to identity and assess polential sources of stress
in global financial markets, to further the understanding of the
structural underpinnings of financial markets, and o promete
Improvements to the functianing and stablity of these markats.
The Committee on tha Global Financial System also oversess the
collection of the BIS banking and statisti

A committee of central banks hosted by the BIS that sets
standards for payment and securities setilement systems.

Deposits that are stable, lower cost, and repeice more skowly than
other deposits when interest rates change. Core deposits are
typically funds of local customers who also have 2 borrowing or
other relationship with the bank.

A bifateral over-the-counter contract in which one party agrees
to make a payment to the other party in the event of a specified
credit event, in exchange for cne or more fixed payments.

A private company that evaluates the credit qualiy of debt
isswers, a5 well as their issued securities, and provides ratings
m“' 1 and th it Many credit {
ane nationally recognized statistical rating ions, the
largest f which are Fitch Ratings, Moody's Investors Service, and
Standard & Poor's.

A member-awned, not-for-profit cooperative financial institution
formed to permit members to save, barrow, and obtain related
financial services. AM federally chartered credit unions and most
state-chartered credit unions provide federally Insured deposits
and are regulated by the NCUA,

A trading network that matches the orders of multiple buyers and
sellers for a financial instrument without displaying quotations fo
the public.

A decrease in the mark-to-market value of a bank holding
company’s Eability that is booked as a profit,

A retirement plan that uses a predetermined formula to calculate
the amount of 2 participant's future benefil.

A retirement plan in which the amount of the emplayer's annual
contribution Is specified.
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Depasitory Institution

Discount Wincow

Farm Credit System
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Afinancial institition that is legally permitted ta accept deposits
from individuals. Depository institutions Include savings banks,
jal banks, savings and loan associations, and

credit unions,

The Fegeral Reserve faciity for extending eredit directy to
eligibl instituins.

A sponsored enterprise created by Congress and
compasad of a network of borrower-owned financisl institutions
that provide credit to ftarmers, ranchers, residents of rural
communities, agricultural and rural utility cooperatives, and
other eligible borrowers. The Farm Credit System is the larpest
agricultural lender In the United States and is reguiated by the
Farm Credit Administration,

Federa] Financial

Examination Councd {FFIEC)

Fedwita Funds Service

Fedwita Securities Service

FICO Score

Financial Market Infrastructure
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An body that prescribes uniform principles,
standards, and report forms for the federal examination of
financial institutions by the Federal Reserve, the FDIC, the NCUA,
the OCC, and the CFPB. The FFIEC makes recommendations to
promote uniformity in the supervision of financial instiutions. The
State Lizison Committes (SLC) serves as a voting member. The
SLC includes representatives from the Conference of State Bank
Supervisors, the American Council of State Savings Supervisors,
and the National Association of State Credit Union Supenvisars.

A real-time gross settiement system owned and operated by the
Federal Reserve Banks that offers participants the ability to send
and receive time-critical payments for their own account o on
behaif of their clients.

A book-entry securities transter system operated by the Federal
Reserve Banks that provides participants safekeeping, transfer,
and delivery-versus-payment settiement services.

A measure of  borrower's creditworthiness based on the
borrower's credit dats; dzveloped by the Fair Iszac Corporation.

A multiiateral system among participating financial institutions,
Including the operator of the system, used for the purposes of
recording, clearing, or setting payments, securities, derfvatives,
o other financlal Financial market infrastruct
exdst in many financial markets to support and faciitate the
transferring, clearing, or settiement of financial transactions.




Financial Market Utiity (FMU)

Fiscal Consofidation

Fiscal Year

Futures Commission Merchants

(FCM)

General Obligation Bond

Government-Sponsored

Enterprise (BSE)

Gross Domestic Product (50F)

The Group of Twenty Finance
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Subject to certain exclusions, the Dodd-Frank Act defines an FMU
a5 “any person that manages or operates a yste

for the purpose of transferring, clearing, or settling payments,
securities, or other financial fransactions amang financial
Institutions or between financial institutions and the person.”

Govemment policy aimed at reducing overnment deficits and the
pace of debt accumulation.

Any 12-month accounting period. The fiscal year for the federal

begins on Cicober 1 and ends on Sep 00t
the following year, it is named after the calendar year in which
[t ends.

Individuals, associations, partnerships, corporations, and trusls
that soficit or accept orders for the purchase or sale of any
commodity for future delivery on or subject to the rides of any
exchange and that accept payment from or extend credit fo those
whose orders are aocepled.

A type of municipal bond backed by the full aith and credit o the
avernenental unit that issues the band,

A corporate entity that has a federal charter authorized by taw but
that &5 a privately owned financial institution.

The broadest measure of aggregate econamic activity, measuring
the total value of l final gonds and services produced within a
country’s borders during 2 specific period.

An interniationa forum established in 1839 ta bring together

Ministers and Central Bank afficials of Iimportant ialized and developing
Governors (6-20) economiss lo iscuss key issues in the global ecanomy,
Household Debt Service Ratio  An estimiate of the ratio of debt payments to disposable personal
Income. Debt payments consist of the estimated reguired
payments on outstanding mortgage and consumer debt.
Interest Rate Risk Manag gement of the exposure of an individual's or an institution’s
financial condition to movements in interest rates.
Intermaational Association of it that repi guiators
Insurance Supervisors (IAIS) and sup n190} workdwide. The (AIS issues

qglobal insurance principies, standards and guidance papers io
promote effective insurance supervision.
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ganization of
Securiies Commissions (10500}

Intermational Swaps and

Dertvatives Association (ISDA)

Investment-Grade Bond

Large Bark Holding Company

Leveraged Buyout

Loan-to-Valug Ratlo (LTV)

Markstable Debt

Meark-to-Market

Maturity Transformation

Mode! Risk.

Mangy Market Fund (MMF)

Mortgage-Backed Security (MBS)
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A ional organization of securities market regulatory
agencies that sets standards for securities markets.

A trade association of over-the-counter derivatives participants.
The ISDA Master Ag derivative ferms to
simplify netting and reduce legal risks for market participants.

A bond whose rating Is among the highest in creditworthiness as
measured by credit rating agencies.

Any bank holding company (BHC) that files the FR Y-2C. All
BHCs with total consolidated assats of $500 million or more are
required to ik, Before March 2006, the threshald was $150
milfion. BHCs meeting certain additional criteria determined by
the Federal Reserve may be required to file regardless of size.

An acquisition of 2 company in which the buyer uses bormowed
funds for 2 significant portion of the purchase price.

The ratio of the amount of & loan to the valug of an asset,
typically expressed as a percentage. This is a key metric when
consicering the financing of a mortgage.

Obiigations that can be bought and sold on public
secondary markels.

The progess by which the reported valug of an assat is adjusted
fo reflect its market value,

‘A condition in which a financial intermediary issugs sharter-term
liabilities to fund longer-term assets.

Risk related to using an incorrect model specification. For
‘example, mésspecification can result from programming erroes,
technical errors, data issues, or calibration erroes.

Atype of mitual fund that is required by law to invest in kow-risk
seclities and pays dividends that generally reflect short-term
interest rates. MMFs typically invest in government securities,
certificates of deposit, commercial paper, or other highly figuid
and low-risk securities.

An asset-backed security backed by & pood of mortgages.
Investors in the security receive payments derived from the
Interest and principal payments o the underlying morigages.



Mortgage Services

Municipal Boad

Mutual Fund

MNationally Recognized Statistical
Fafing Organization

Over-the-Counter (0TC)

Payday Lenders

Personal [ P
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A company fhat acts as an agent for martgage holders by
collecting and distributing morlgage cash flows. Senvicers
alsa handie defaults, modifications, setiements, and
foreciosure proceedings.

A bond issuied by states, cities, counties, local governmental
agencies, or certain instrumentziities of the state.

Atype of investment company thal issues redesmable securities,
which the fund generally stands ready to buy back from investors
at their current ned asset value. Also calied an open-end
Ivestmest company or open-end fund.

A credit rating agency that is registered with the SECas a
nationally recognized statistical rating organization.

A method of frading that does not involve an organized exchange.
I over-the-counter markets, participants trade directly with each
oiher, typically through voice or compuler communication,

Lenders that make small, short-term loans to households, with
1he loan repayment due in full on the borrawer's pay day.

A of the goods and senvices purchased

Expanditures (PCE)
Personal Savings Rate

Prudential Regulation

Public Company Accoanting
Oversight Board (PCAOE)

Public Debt

04/04

by households.

Personal savings as a percentage of disposable personal income.

Requiztion aimed at ensuring the safe and sound operation of
financial institutions, set by both state and federal autharities.

A nonprofit corparation established by Congress that oversees the
audHs of public companies to protect the interests of investors
and further the public interest in the preparation of informative,
accurate, and independent audit reports. PCADB also oversees
the audits of broker-gealers.

Cumulative amounts borrowed by the Treasury Department or the
Federal Financing Bank from the pubc or from another fund or

account, The public debi does not include agency debt (amounts
bosrowed by other agencies of the federal government).

[Fourth quarter over fourth quarter, A way of computing the rate
of growih of & statistic over a calendar year by comparing the
statistic's value in the fourth quarter of the year with its value in
the fourth quarter of the previous year.
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Ratings Uplift
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The ditference between the sland-alone credit rating assigned by
a credit rating agency to an issuer, based on that issuer's infrinsic
financial strength, and the higher credit rating that considers the
possibiity of impiicit external {g.0., gavernment] support.

A custodian appointed to maximize the value of the assets of a
failed institution or company and to settle the liabiities.

A on in which one party sells a security to another party

Reseries

Residential Mortgage-Backed
Security (RMBS)

Revenue Bond

Rewtiving Credit

Risk-Based Capital

Securities Lenging

Securitization

while agresing to repurchass it from the counterparty at some
date in the future al an agreed price.

Funds that a depository institution holds against specified
deposit liabdities.

Asecurity that is collateralized by a pool of noncommercial,
residential mortgage loans and makes payments that are based
primarily on the performance of those loans.

Atype of municipal bord backed by revenue from the project the
bond finances.

A lending arrangement whereby a lender commils to provide
acertaln amount of funding to 2 borrower an demand. The
bormgwer may generally borrow and repay the comanitted funding
at any time over the term of the agreement.

An amount of capital, based on the risk-welghing of various asset
cateqories, that & financial institution should hold to protect
galrst adverse developments,

The temporary transfer of securfties from one party fo ancther for
a specified fee and term in exchange for collateral In the form of
cash of securities.

A financial transaction in which assets such as mortgage loans
are pooled, and securities representing knterests in the pool
are issued.

Sell-Regulatary Organizatic

(SRD)

Shoet-Term Wholesale Funding
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An organ that has the authrity to requtate its members
by g and enforcing rules and stand; garding its
members' conduct.

Large-value, short-term funding instruments, exceeding
deposit insurance fimits, that are typécally issued to institutional
Investors. Examples include karge checkabls and time deposits,
financial open market paper, and repurchase agreements.



255

Supervisory Capital
Program (SCAP)

Supenvisory Information

Temparary Liquidity Guaraniee
Program (TLGF]

Term Assel-Backed Secusites
Loan Faciity (TALF)

Thrift

Time Deposits

Tri-Party Repo

A siress test, condi February to May 2008, designed fo
estimate the capital needs of U.S. bank hoiding companies with

assets exceeding $100 billion under an adverss macroecanomic

scenario; it was administered by the Federal Reserve, 0CC,

and FDIC.

Generally refers to reports of examination and inspection,
operating and condétion reports, and any information derived
from, refating to, or contained in them, and information gathered
by agencies responsible for supervising financlal institutions in
connection with any investigation or enforcement action.

Aprogram implemented in October 2008 by the FDIC through a
systemic risk determination to provide liquidity to the banking
Industry by restoring banks' access to funding markets and by
‘stabilizing bank deposits. The program had two components: the
Dedt Guaraniee Program and the Transaction Account Guarantes
(TAG) Program.

A Federal Reserve funding faciity that Issued loans with terms
of up to five years to holders of eigible asset-backed securities
[ABE). TALF was intended to assist the financial markets in
accommodating the credit needs of constmers and businesses
by faciitating the issuance of ABS collateralized by a variety of
consumer and business loans, TALF was also intended to improve
the market conditions for ABS more generally. The program
began operating in 200,

A financizl institution that ordinarily possesses the same
depository, credit, fAinancial intermediary, and account
transactional functions as a bank but that Is chiefly organized
and primarily operates to promole savings and hame mortgage
lending rather than commercial lending. Also known 35 2 savings
barik, a savings association, or a savings and loan association.

Deposits that the depositor, generally, does not have the right fo
withdraw funds before a designated maturity date without paying
an early withdrawal penalty. A certificate of depositis 2

fime depasit.

Arepurchase agreement in which a third-party agent, such as a
clearing bank, acts 35 an infermediary to facilitate the exchange
of cash and coffateral between the two counterparties. In addition
1o providing operational services o participants, the tri-party
agents in the U.5. tri-party repo market extend large amounts of
intraday credit to facilitate the dally settlement of tri-party repos.

Glossary




Troubled Asset Relie Program
{TARP)

Underwriting Standards

Yied Curve

2012 FSOC // Amnual Report

256

A govemnment peogram 10 address the financial crisks, authorized
by the Emergency Economic Stabilization Act of 2008, aliowing

the government fo purchase of insure up to $700 bilion in assels
and equity from financial institutions.

Torms, conditions, and criteria used ta determing the extension of
credit in the form of a loan or bond.

A curve mapping the refationship between bond yieids and their
respective maturities.
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Abbreviations

ABCP Asset-Backed Commercial Paper

ABS Asset-Backed Security

ADR American Depasitory Receipt

HIFP Automative Industry Financing Program
i American International Group

ANPR Advance Natice of Proposed Rulemaking
ARS Muction Rate Security

ASPL Agoregate Short Position Limit

AN Assets Under Management

BAG Bank of America

BBA British Bankers' Assoclation

BCBS Base! Committee on Banking Supervision
] Broker-deater

BEA Bureau of Economic Analysis

BFI Business Fooed Imvestment

BHC Bank Holding Company

BIS Bank for International Settiements

BLS Bureau of Labor Statistics

[ Citigroup

CA&l Commescial and Industrial

080 Congressional Budget Office

CCAR Comprehensive Capital Analysis and Review

Abbreviations
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e Central Counterparty

o] Certficats of Deposit

05 Credit Detauit Swap

e Consumer Financial Protection Bureau
CFIC Commodity Fulures Trading Commission
CHPS Clearing House Inferbank Payments System
ol CFTC Interim Compliant Identifier

s CLS Bark Internatioral

S Commereial Mortgage-Backed Security
CME Cicago Mercantde Exchange

oMo Collaeralized Mortgage Obégation

ohs Continuous Net Settiement

cp Commercial Paper

cep Capta! Purchase Program

CFP Commercial Property Price Inde

PSS Committee on Payment and Settiement Systems
CRE Commercial Real Estate

0S0 Centrad Securities Deposiiory

o Credt Urion

oem Designated Contract Market

nco Desivatives Ciearing Organization

n0J US. Department of Justice

oie Depository Trust Company

Dice Degository Trust and Clearing Corporation
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VA

E&S

EFSF

EMBl+

EME

ESM

ETF

=]

FAD

FASE

FOM

FOIC

FREC

FHA

FHFA

FIKRA

FMu
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Debl Vahuation Adjustment
Equipment and Software

European Bariking Authority
European Central Bank

Eurgpean Financial Stabillty Facility
Emerging Markets Band Index Fius
Emerging Market Econamies
European Stabdity Mechanism
Exchange Traded Fund

European Union

Frequently Asked Questions
Financial Accounting Standards Board
Futures Commisséon Merchant

Federal Deposit Insurance Corporation

Federal Financial Institutions Examination Council

Federal Funds Soid

Federal Housing Admicistralicn

Federal Housing Finance Agency

Fixed Income Clearing Corporation

Faif Isaac Corporation

Financial Industry Requiztory Authosity

Federal Insurance Office

Financial Market Utility

Funds Only Settiement

Abbreviations
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FRB Federal Reserve Board

FRENY Federal Reserve Bank of New York
FA Financial Services Autharity

FSB Financial Stability Board

Fs0C Financial Stability Oversight Council
Fi Foreign Exchange

FAPB Foreign Exchange Prime Brokers

6-20 The Group of Twenty Finance Ministers and Central Bank Governors
G-5iB Glogally Systemically Important Bank.
GAD Govemment Accountabilty Office
Gap British Pound Sterfing

GCF General Collateral Finance

GOP GGross Domestic Product

] General Motors

GNMA Ginnie Mag

[ Goldman Sachs

G5A Gregn Street Advisors

G50 Government Securities Division

BSE Government-Sponsared Enterprise
6-Sif Glabaly y Important Finant
HAMP Home Atfordable Modification Program
HARP Home Affordable Refinance Program
HFT High-Frequency Trading

Huo 113, Department of Housing and Urban Develog
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RIS

IASE

ICE

IMF

105C0

IRS

1504

LBOR

Ls0C

LTRO

v

Mas

MBSD

MFG

MHA

MLLLC

ML

ML

MMF
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Intermational Association of Insurance Supervisors
International Accounting Standards Board
IntercontinentaiExchange

Intermeational Financial Reporting Standards
International Monetary Fund

International Organization of Securities Commissions
Initial Public Offering

Interest Rate Swap

Interniational Swaps and Derivatives Association
JPMargan Chase

Legal Entity Igentifier

London Interbank Offered Rate

Legal Segregation with Operational Commingiing
Longer-term Refinancing Operations
Loan-to-Value Ratio

Martgage-Backed Security

Martgage-Batked Securities Division

MF Global

Waking Home Atfordable

Maiden Lane LLC

Maiden Lane Il LLC

Maiden Lzng Il LLC

Mangy Market Fund

Monigy Market Instrument

Abbraviations




MoL

NAKC

Naw

NBER

NCUA

NOF

NFIB

M5

occ

oce

OFR

arp

OLA

(ORSA

o

Pal

PCADB
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Maximum Obligation Limitation

Morgan Stanizy

Model Validation Counci

Nationial Association of Insurance Commissioners
Net Asset Value

National Burgau of Economic Research
National Credit Union Adminéstration
Non-deliverable Forward :

Weational Federation of independent Business
National Market System

latice of Propased Rulemaking

Wational Securities Clearing Corparation
New York Partéalo Clearing

Office of the Comptraller of the Currency
The Options Clearing Corporation fonly in Appendix A)
(Office of Financial Research

Other Important Traging Pertners

Orderty Liguidation Autherity

Own Risk and Salvency Assessment
(Over-he-Counter

Dtfice of Thritt Supervision
Pringipal and Interest

Promgt Carrective Action

Public Company Accounting Oversight Board



POE

PRI

PP
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OAM

REM

RESPA

RMBS

ROA

RTES

WA

&P

SCAP

SEC

SEF

SIFMA

SIPA

SIPC

SLHC

SL00S

SMP

SAO
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Personal Consumyption Expenditures

Principles for Financial Market Infrastructures

Payment-versus-Payment

Fourth Quarter over Fourth Quarter

Qualified Residential Mortgages

Real Estate Irvestment Trust

Repurchase Agresment

Real Estate Settlement Procedures Act
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Notes on the Data

Excépt as otherwise indicated, data cited in this report is as of July 6, 2012,

Glossary of Certain Government Data Sources

Bank 1olding Company Performance Report (BHCPR): Report of financial information produced for select
top-tier bank holding companies and published by the Federal Reserve.

Flow of Funds: Data release compiled and published by the Federal Reserve.

FR 2004: Report of market activity for primary dealers in U.S. government securities published by the
Federal Reserve.

FRY-9C: Consolidated financial for d ic bank holding companies published by the
Federal Reserve.

SLOOS: Survey of senior loan officers on hank lending practices published by the Federal Reserve Board.

Academic Papers Cited in This Report
Copeland, Adam M., Antoine Martin, and Michael Walker. “The Tri-Party Repo Market before the 2010
Reforms,” Federal Reserve Bank of New York Staff Reports, 2010, No. 477,

Bech, Morten L., Antoine Martin, and James McAndrews, “Settlement Liquidity and Monetary Policy
Implementation—Lessons from the Financial Crisis,” Federal Reserve Bank of New York Economic Policy Review 18,
March 2012, No. L.

(ther
Bloomberg data: © 2012 Bloomberg Finance L.P. All rights reserved. Used with permission.

Certain data was obtained through Haver Analylics.

iMoneyNet data made available for use by iMoneyNet subscribers and press, all others please contact
iMoneyNet for subscription information.

Inside Mortgage Finance, 2012 Mortgage Statistical Annual Copyright 2012, wwiw.insidemortgagefinance.com.
® Markit makes no warranty, expressed or implied, as to accuracy, completeness or timeliness, or as to the
results to be obtained by recipients of the products and services described herein, and shall not in any way be
liable for any inaccuracies, errors or omissions herein.

© 2012, Markit Group Limited. All rights reserved. Any unauthorized use, disclosure, reproduction or
dissemination, in full or in part, in any media or by any means, without the prior written permission of Markit
Group Limited is strictly prohibited.

Moody's data provided by Moody's Investors Service.

The Risk Management Association’s Aggregate Data Survey (2000-2012).
Notes on the Deta
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Endnotes

Section 6
" Insured depositary institutions, Fam Credit instiutions, Fannie Mas, Freddie Mac, and the
Federal Home Loan Banks ars not subject to resolufion undar the OLA,

¥in the case of 2 failing insurance company, the company is resoived under the relevant state’s
fiquidiation or rahabiitation process rather than under the FDIC's recaivership process. Special pro-
cedures aksa apply to the resohution of faiing financial companies that are broker-dealers.

¥ The Council mat on August 8, 2011; September 15, 2011; October 11, 2011; October 31, 2011;
Novernber 11, 2011; Decamber 5, 2011; December 21, 2011; February 1. 2012; April 3, 2012; May
22,2012; Juna 11, 2012; and July 18, 2012.

* The Freadom of information Act reguiation is avalable onling at www.Isoc.gov.

+The transparency poliy s avaiabie oning at www 1s0¢. gov.

Appendix A
"12U.S.C. § 5483(g) (2

712 CFR 132010,
556 12 US.C. § 5482[6).

'MMMMWW&WWWB{W“NWS&
biity Board, is avadab i yboard.orgipublications/r_111104bb.pd!

P12 US.C. § 811 ef 60, (section 254 of the Federal Reserve Act].
¥ Soe 12 US.C. § 5482(8).

* Sae Bank for Intermational Settiements, Triennia! Central Bank Survey, Reort on gicbal fareign
‘suchange marke activity in 2010 (Tiennia! Survey) (December 2010}, Tha Bank for Intemational
Sattlemants reports average daily FX market turnover 2 3,98 trilion USOE, which is the sum of cne
side of each FX transaction in 2010. For the purpose of compasabiity with statistics provided by
LS Bank, ihis valus has been doubled and reponted as the average aggregate dally value settled in
the FX markat.

¥ CLS Banik currenlly setties transactions in 17 currencies: the Australian dofar, ritish pound, Cana-
Mm,mmm.sm@mm.mmmw.&mhww.m
krona, Swiss franc, and U.S, doliar.

* By setting the two sides of an FX trensaction simutaneausly, on a PVP basis, CLS Bank substan-
tighy reduces sattiement risk to institutions using its senvices.

18 An ASPL of zaro wouid reguire that setfiement membars prefund transactions batore seftiement
can take placs.

1 Tha meximum potential credit exposure is calculated as the sum of esch settisment member's
ASPL and assumes that each member reaches its ASPL at the sama time.

" \fernbars are not requined fo mest all additional pay-in cals, though non-compliance may result
in some of their trades not sefting at CLS Bank on settiement date and would ba considered 8
muitiple member pay-in failure.

2 Sae 12 US.C. § 5462(8). However, because DCMs e expressly exciuded from the dedntion
of an FMU (ihe Act specifically states that “the term ‘financial market utiity’ does nat include - )

Endnotes
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designatad contract marksts...”), the activities of CME's designated contract markets fall outside of
this defet
™ CFTC staff caicuiation based on volume {based on the number of contracts cleared). The underty-

ing diata for the caiculation s taken from publicly avalable data compilad by the Futures Industry
Association (FIA), See note 16.

™ DCMs are CFTC-reguiated markats for the trading of contracts for sale of a commadity for future
delivery or commodity options. Essertially, they are boards of trada (or sxchanges) that operate
under the reguiztory oversight of the GFTC, pursuant to Section 5 of the Commedity Exchange Act.

"

US Futures & Options Volume
Number of contracts traded and/or cleared

' 1
CME Group 3,385,986.678
ICE Futures US 107 287 467
CBOE Futwes Exchange 12,040,074
Chicago Clmate Futwes Exchange 84,580
NYSE Lifle US 20508174
US Total 4327206973
CME Group % of total 6%

" For example. a central counterparty will nt membes A's fong exposura in o (farmery to B) and A
short exposure in natural gas lormery to ), in determining A's collaterel requirements.

* Generally speaking, hedging acthvities resull in more eficient masksts and, ulimately, lower costs
for consumers.

 The hutures and options marksts play critical roles in the U.S, financial system because they provide
twa imp functions. First, miarket pariicip 25 grain merchants, energy firms, and portfolo
menagers use fulures and options to reduce the risk to their business associated with voiatie prces.
Sacond, the fuiures and cptians markats provida the Bconomy with prioa discovery (mesning they

e datermina the price level for it futures pricas an inad by supply
and demand, the pei theugh thess markets ic information that
; and how mugh of) th are produced and

*See 12US.C. § 5462(8),
¥ The list of globally systemically imponant financial institutions, & determingd by the Financial

Stabiity Board, is available at ww, g ionsir_111104bb.pat,
302 12 US.C. § 5462(6).
 The list of globally icaly important financial institutions, s by the Financial
Stebiity Boerd, is available al www.fnanc 9 ans/r_111104bb.pdi.
 See 12 U.5.C. § 546208,

 Thig data ts a8 of May 2, 2012, For a complete list of a8 of ICE Clear Credit's clearing eligibie
producls, s2e www.theica.com/publicdocs/clear_creditICE_Clear_Credit_Cisaring_Eligble_Prod-
uctsads,

# See IGE Surpasses $15 Trikon Miestone in Giobal COS Clearing at nitp:/fitheice.com/relsasede-
tad.cim?ReleaselD=545362.

" Ag of May 10, 2012, ICE Clear Credit's clearing members wara: Bank of America, N.A.. Barclays
Bank PLC, Barclays Capital Inc., BNP Paribas, BNP Paribas Sacuritias Corp.. Githank N.A.. Citi-
group Global Markats Ing., Credit Suisse Infemational, Credit Suisse Securities (USA) LLC, Deutsche
Bank AG, London Branch, Dautsche Bank Securities Inc., Golgman, Sachs & Co,, Geldman Sachs
Intarnational, HSBC Bank USA, N.A., HSBG Securties (US4) inc., JPMorgan Chase Bank, National
Association, J.P. Morgan Securities LLC, Merrib Lynch Intarmational, Marrill Lynch, Pierce, Fenner

& Seith, Incorporated, Morgan Staniey Capital Senvices LLC, Morgan Staniey & Co. LLC, Nomura
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International PLC, Nomura Securities Intarnational, knc., Sockété Géndrale, Tha Royal Bank of Scot-
land pic. UBS AG, Landon Branch, and UBS Securities LLC.

M For gxampie, & central counterpanty will net member A long exposure in ong CDS indax Hormerly
to B) and A short expasune in a d¥ferent, but risk-ralated COS index (formarly 1o C), in detarmining
s collateral requirements.

A fiscording to the Bank for | “Amounts jing with central counter-

parties... ncreased to about 17% of the total market at end-June 2011, after reaching 15% at end-

December 2010." The BIS report is available at: www.bis.ora/publiote_hy1111.pdf.

* Desivatives Ciaaring O Ganeral Provisions and Core Principies, 76 FR 63334 (Nov. 8,
2011),

# The COS market plays a critical role in the LS. financial system for fnancial market instiutions
because it faciitates lending and corporate fnance activity among such participants, which can be
crucial in 8 tight credit environmend, in addition, just as equity investors use indewes (such 8s the
SAP 500) to hedge against broad marke? moves, credit indexas serve a similar purpose or credit
investors i} and isswers flocking in g issue leveish.

2 Sag 12 U5.C. § 546208).

= The st of globaly systemically imporant financial institutions, a5 dgtermined by the Financial
Stabiity Board, s avaiable at ¢ ¥ o/publications’r_111104bb.pdf.

*5ee 12U.8.C. § 5482(6).
= The kst of globally systemically important financial institutions, as datermined by the Financial
Stability Board, s avallable at i Lo _111104bb.pdf.

* A portion of the clearing fund assets must ba used 1o collateraize the secured ing of cred and
willngt be availabla in addition to the credit ftzall if the ine of cred is drawn upon.
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