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OVERSIGHT OF THE FINANCIAL
STABILITY OVERSIGHT COUNCIL

Wednesday, September 17, 2014

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON OVERSIGHT
AND INVESTIGATIONS,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:33 a.m., in room
2128, Rayburn House Office Building, Hon. Patrick McHenry
[chairman of the subcommittee] presiding.

Members present: Representatives McHenry, Fitzpatrick, Bach-
us, Duffy, Fincher, Hultgren, Barr, Rothfus; Green, Maloney,
Delaney, Beatty, Heck, Kildee, and Horsford.

Ex officio present: Representative Hensarling.

Also present: Representatives Garrett, Neugebauer, and Royce.

Chairman MCHENRY. The Subcommittee on Oversight and Inves-
tigations will come to order. The title of today’s subcommittee hear-
ing is, “Oversight of the Financial Stability Oversight Council.”

Without objection, the Chair is authorized to declare a recess of
the subcommittee at any time.

The Chair will now recognize himself for 5 minutes for an open-
ing statement.

Today, we will follow up on a hearing that this subcommittee
held in March of last year where we discussed the Financial Sta-
bility Oversight Council’s (FSOC’s) failure to address recommenda-
tions from a 2012 U.S. Government Accountability Office (GAO)
audit. Unfortunately, nearly 2 years after its September 2012 re-
port, the GAO still concludes that the FSOC has not made satisfac-
tory progress towards implementing many of its recommendations.

The FSOC may well be the least transparent Federal entity in
the government. Of the 42 meetings held, no substantive descrip-
tion of discussions or members’ perspectives have been provided in
the meeting minutes. In fact, two-thirds of the meetings were held
in executive session, completely closed off to the public.

For comparison’s sake, even the Federal Reserve releases fairly
detailed transcripts of meetings of the Federal Open Market Com-
mittee (FOMC), as well as background material relied on by meet-
ing participants and lengthy minutes that describe in detail the
issues considered and the participants’ perspectives on those mat-
ters.

What this means for the companies that are potentially subject
to the SIFI designation by the FSOC is that they must submit vast
quantities of information demonstrating systemic risk and have no
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idea whether this information is reviewed, and if so, by whom. Fur-
thermore, it is unclear what role, if any, the Office of Financial Re-
search (OFR) plays in the data review process and how the infor-
mation is ultimately made available to the FSOC’s voting mem-
bers.

Even Congress, which created the FSOC and its unprecedented
authority under the Dodd-Frank Act, has been denied access to
their process. The dearth of information in the FSOC’s minutes
makes it impossible for Congress to conduct effective oversight of
the FSOC and to determine whether the agency has appropriately
implemented the Dodd-Frank Act.

For example, detailed minutes from the FSOC’s designation of
nonbank financial companies for “heightened prudential super-
vision,” would help Congress assess the effectiveness of the FSOC’s
application of the statutory criteria for designation. Detailed min-
utes would also help Congress assess other matters including: the
nature and quality of members’ discussions concerning systemic
risk; the relationship between the FSOC and the several staff com-
mittees that assist it, including the extent to which the FSOC con-
ducted independent analysis or simply served as a rubber stamp;
and how the FSOC incorporated data and analysis provided by the
OFR as part of its deliberations.

The FSOC has now been in existence for 3 years, yet it is still
not clear how the FSOC has performed annual reevaluations of its
SIFI designations, as required by the law. Although the FSOC’s
July 31st meeting minutes of this year do indicate that reevalua-
tions took place for 2 firms designated over a year ago, it is unclear
what standards were used to conduct these annual reviews, and it
is unclear whether a review has been planned or conducted for the
third company.

In fact, during a recent hearing this past July, a mere 2 weeks
before the FSOC voted on the reevaluations, Chair Yellen of the
Federal Reserve testified that she was unaware whether redesigna-
tion decisions were on the agenda for the FSOC consideration. This
is problematic.

Therefore, it is not shocking that the GAO concluded that almost
2 years after its 2012 report, the FSOC has not made satisfactory
progress in terms of complying with many of its recommendations,
including those intended to ensure that the FSOC has a com-
prehensive set of systemic risk indicators, whether or not it is co-
ordinating and clarifying rules with the OFR and other regulators,
and whether or not it has the ability to adequately assess the effect
of SIFI designations on the market and on the designated compa-
nies.

I look forward to the hearing today and the testimony from our
panel of witnesses. And I hope they will address these mounting
questions that have developed about the FSOC process and its con-
siderably opaque yet very powerful actions over the last 3 years.

With that, I will recognize the ranking member of the sub-
committee, Mr. Green of Texas, for 5 minutes.

Mr. GREEN. Thank you, Mr. Chairman. And thank you for hold-
ing this important hearing to discuss the Financial Stability Over-
sight Council, FSOC.
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The FSOC represents an important piece of the Dodd-Frank solu-
tion to the challenges we faced following the 2008 financial crises.
As a result of the crises, 489 banks failed between 2008 and 2013,
while only 21 banks failed from 2002 to 2007. An estimated 3.2
million foreclosures were completed from 2009 to 2011, versus
about only 1.4 million foreclosures from 2006 to 2008.

An estimated $3.4 trillion in real estate wealth was lost since
2008; 26.2 percent in pension value has been lost since 2008. An
estimated $7.4 trillion in stock market wealth was lost between
July 2008 and March 2009.

And on September 29, 2008, when the House initially voted down
TARP, the Dow dropped 778 points. An estimated 8.8 million jobs
were lost between 2007 and 2009.

In 2008, the unemployment rate was 5.8 percent, versus 9.6 per-
cent in 2010. The suicide rate quadrupled between 2008 and 2010.
There were about 850,000 bankruptcies in 2007, versus 1.4 million
bankruptcies in 2009.

Mr. Chairman, while we may disagree as to whether we should
amend or end Dodd-Frank, there should be little disagreement re-
garding the lack of data and oversight of certain sectors of the fi-
nancial markets, which led to overexposure and overleveraging of
many large financial institutions. Some important lessons were
learned that we should share with you.

One of the lessons learned was that we need greater coordination
and better data to fully understand the ways in which our financial
markets were changing.

Through Dodd-Frank, we created the FSOC, chaired by the Sec-
retary of the Treasury. The FSOC is comprised of 10 voting mem-
bers, our Federal regulators, and one independent member with in-
surance expertise, together with five non-voting members, includ-
ing the Director of the Office of Federal Research, the Director of
the Federal Insurance Office, a State insurance commissioner, a
State banking supervisor, and a State securities commissioner.
Congress empowered the FSOC to oversee the landscape of the fi-
nancial markets and to designate certain financial institutions as
systemically important financial institutions, or SIFIs. Through
this designation, these firms could be subjected to heightened
standards under the Federal Reserve to ensure the safety of our fi-
nancial system.

Nonbank financial institutions of any size can be designated by
the FSOC through a two-thirds vote, and to date only three firms
have been so designated. Nonetheless, despite only being a few
years removed from the worst financial crisis since the Great De-
pression, the FSOC and its SIFI designation process is under scru-
tiny.

Because clarity from the FSOC is important, I do not oppose
companies asking for additional guidance or feedback regarding the
FSOC process. Their contention that certain sectors of the financial
markets are fundamentally structured differently than bank hold-
ing companies should be considered when determining an SIFI des-
ignation.

However, we must remember that Dodd-Frank has been a mas-
sive undertaking for our Federal regulators. They continue to work
tirelessly to implement the law, and adjustments will be needed.
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To be clear, I have always contended that I support efforts to im-
prove Dodd-Frank, which is why I believe we should entertain
questions regarding transparency in the FSOC’s decision-making
process. However, I do not support efforts that would ultimately
undermine the FSOC’s ability to monitor systemic risk in our fi-
nancial system.

I thank the witnesses for appearing today. I look forward to their
insights.

And I yield back the balance of my time.

Chairman McHENRY. We will now recognize the chairman of our
Capital Markets Subcommittee, the gentleman from New Jersey,
Mr. Garrett, for 5 minutes for an opening statement.

Mr. GARRETT. Thank you, Chairman McHenry—or is it Chief
Deputy Whip Chairman McHenry—for holding this important
hearing. I am not sure I will use all that time. I very much appre-
ciate this hearing on oversight of FSOC, the Financial Stability
Oversight Council.

Conducting a thorough and robust overview of this Council is one
of the most important things that this committee can be doing
right now. Why is that? Because FSOC has repeatedly defied bipar-
tisan calls to do what? To cease and desist its nonbank designa-
tions. We have asked them to improve the transparency of their op-
erations, and also simply to use more data-driven and thorough
analysis, and frankly, to be accountable to Congress.

Rarely in all my years have I seen a regulatory body that is so
defiant of the demands of bipartisan Congress.

More recently, as media outlets have reported, FSOC has des-
ignated a new insurance company as a systemically important fi-
nancial institution (SIFI). Designating more private companies as
too-big-to-fail and turning their regulation over to the Federal Re-
serve and its ever-growing safety net, if you will, is not going to
solve the problems of taxpayer exposure to the financial system.
Now, I am sure everyone here has heard the old saying, “When you
are in a hole, stop digging.”

Well, sir, I would ask you to do this: When you leave here, please
tell Secretary Lew to put the shovel down.

This is just not my analysis. Here is a quote from an inde-
pendent financial analyst over at Guggenheim Securities, Jaret
Seiberg. In a note he sent out to his clients, in referring to your
most recent designation, he said, “We believe customers now will
prefer to do business with an insurer that the government has said
is too-big-to-fail.”

So by your designation, you are driving business that way.

In conclusion, the FSOC must stop taking us down this road. It
must stop expanding the taxpayer-backed safety net. It must stop
distorting competitive forces in various financial markets. And
hopefully, in several months, we will have in this body and in the
Senate a critical legislative mass to be able to reform this agency
and to stop spreading too-big-to-fail.

With that, I yield back.

Chairman MCHENRY. We will now recognize the gentlelady from
New York, Mrs. Maloney, for 3 minutes.

Mrs. MALONEY. Thank you. And I thank the chairman and the
ranking member for holding this hearing.
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The Financial Stability Oversight Council, or FSOC, has a three-
part mission: identifying risk to financial stability; promoting mar-
ket discipline; and finally, responding to emerging threats to finan-
cial stability.

Dodd-Frank gave the FSOC one primary tool to mitigate sys-
temic risk: the power to designate financial institutions as system-
ically important financial institutions, or SIFIs. This is an impor-
tant and necessary power, and without it we would have no protec-
tion against another AIG.

But because designating companies as SIFIs is so consequential
to the companies that are designated, it is imperative that the des-
ignation process be as transparent, clear, and robust as possible. In
setting up the designation process, the FSOC went through a
lengthy public rulemaking that included three separate public com-
ment periods. They should be commended for actively engaging
with stakeholders and the general public in creating the designa-
tion process, but this doesn’t mean that the FSOC designation
process is perfect and that no improvements can be made.

In fact, now that we have been through the designation process
a few times, and three companies have been designated as SIFIs
and one has been proposed for designation, I believe that the FSOC
should review what has worked and what can be improved. And
that is why in July, I sent a letter to Secretary Lew recommending
four specific changes that I believe would make the designation
process more fair, thorough, and transparent, without undermining
the FSOC’s ability to identify and mitigate systemic risk.

I ask unanimous consent to place this letter in the record.

Chairman McHENRY. Without objection, it is so ordered.

Mrs. MALONEY. The four recommendations that I made are that
first, the Council should provide notice to companies that they are
in stage two and let them know what is happening, particularly if
they are requesting this information.

Second, the Council should begin its engagement with a company
that is under consideration. Once it has advanced to stage two,
start working with them, instead of waiting until stage three.

Third, when the Council provides a company with notice that it
has advanced to stage three, the Council should, to the extent fea-
sible, identify what are the particular issues that they feel merit
further review.

And fourth, the Council should adopt a policy of automatically
granting an oral hearing to the company upon request. These com-
panies need to know, for their own planning and their own internal
efforts what exactly is going on.

I think these are common-sense proposals that I hope will be ac-
cepted by Treasury and FSOC. But also, it is important that we not
lose sight of the problems that made FSOC necessary: the fact that
no regulator prior to the crisis had responsibility for monitoring
risk across the entire financial system, which allowed the huge
risks to build up outside of the traditional banking sector.

So I look forward to hearing the witnesses, and I thank you very
much.

Chairman MCHENRY. We will now recognize the gentleman from
Maryland, Mr. Delaney, for 2 minutes.

Mr. DELANEY. Thank you, Mr. Chairman.
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My colleague, Mr. Garrett, made a good observation when he
read from the research report, and I think he said that the analyst
said that business would be going towards companies that were
designated as systemically important. But it seems to me one of
two things will happen to a certain percentage of a company’s busi-
ness if it is designated systemically important: either business will
go towards it; or business will go away from it.

Either way, this designation will affect how the market works
and will affect these private enterprises, which is why I believe it
is extraordinarily important that the process for designation and
the communication and the transparency be done to the highest
standard possible. Because in fact, every one of these enterprises
that is being considered for designation is already a regulated insti-
tution, oftentimes to an extraordinarily high degree.

So I am looking forward to hearing in your testimony how you
plan on addressing some of the concerns that my colleague from
New York has raised, and which I have also addressed with a piece
of legislation that I have co-authored with my colleague, Mr. Ross,
in terms of making sure that companies who are considered as a
potential SIFI have an opportunity—they and their regulators—to
discuss in great detail what the strategy is for designation and
what other alternatives are available for these companies to avoid
a designation, if possible.

For example, if a business had an activity that the FSOC consid-
ered problematic, are we giving companies an opportunity to divest
that activity so that the activity in concern could actually be re-
moved from the institution? That seems to me to be, as an exam-
ple, a better way to accomplish the objectives of FSOC.

So I care a lot about transparency; I care a lot about process; and
I care about making sure these companies have a seat at the table,
as do their regulators, to have a robust dialogue and to come up
with alternatives for SIFI designation. Because SIFI designation
will, in fact, affect how these companies participate in their mar-
ket, how businesses who do business with them, and counterparties
who do business with them, think about them, either positively or
negatively.

Chairman MCHENRY. The gentleman yields back.

The Chair will now recognize our witnesses for today’s panel.

Our first witness is Mr. Patrick Pinschmidt. He is Deputy Assist-
ant Secretary of the Financial Stability Oversight Council. Mr.
Pinschmidt was previously a Policy Advisor to the Congressional
Oversight Panel created to review the current state of financial
markets and the regulatory system.

He also served as vice president of U.S. equity research for both
Morgan Stanley and Merrill Lynch. He has a bachelor’s degree
from Georgetown University and received an MBA from Columbia
Business School.

Our second witness is Ms. Nicole Clowers. She is Director of the
Financial Markets and Community Investment Team at the United
States Government Accountability Office. Ms. Clowers has been
with the GAO for over 15 years. She has a bachelor’s degree from
Virginia Tech and a master’s in public administration from the
University of Georgia.

Thank you both for being here.
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The witnesses will be recognized for 5 minutes.

I know this is not your first rodeo, and so you are aware of the
lighting system. You are also aware that this committee has an
atrocious sound system, so if you bring the microphone uncomfort-
ably close to your face and then speak clearly, we might be able
to hear you.

And without objection, the witnesses’ written statements will be
made a part of the record.

Mr. Pinschmidt, you are now recognized for 5 minutes.

STATEMENT OF PATRICK PINSCHMIDT, DEPUTY ASSISTANT
SECRETARY, FINANCIAL STABILITY OVERSIGHT COUNCIL,
U.S. DEPARTMENT OF THE TREASURY

Mr. PINsCHMIDT. Thank you.

Chairman McHenry, Ranking Member Green, and members of
the subcommittee, thank you very much for the opportunity to tes-
tify today regarding the Financial Stability Oversight Council.

Next month will mark the fourth anniversary of the Council’s
first meeting. Federal and State financial regulators now meet reg-
ularly to coordinate and work together to identify and respond to
potential threats to financial stability. The Council has convened
over 40 times, and just over the last year has considered issues in-
cluding market volatility, the debt ceiling impasse, interest rate
risk, developments in Europe and emerging economies, housing fi-
nance reform, operational incidents in the U.S. equity markets, and
cybersecurity.

The broad range of these issues illustrates the importance of an
organization charged with looking across the financial system to
identify, monitor, and respond to risks to financial stability.

Congress gave the Council a number of authorities to address
risks to financial stability. The Council has shown a willingness to
use these authorities and a commitment to rigorous analysis.

It has designated three nonbank financial companies for Federal
Reserve supervision and enhanced prudential standards. It has
designated eight financial market utilities for enhanced risk man-
agement standards. It has issued for public comment proposed rec-
ommendations regarding money market mutual fund reform. And
it has made specific recommendations in its annual reports regard-
ing reforms to address vulnerabilities in the tri-party repo markets
and other areas.

In its first 4 years, the Council has also worked extensively with
the GAO and other oversight bodies, and we respect their role in
making recommendations to help the Council fulfill its statutory
responsibilities.

I want to now highlight some of the ways in which the Council
has built an organization framework that supports openness and
collaboration throughout its work. Beginning with its very first
meeting in October 2010, the Council voluntarily adopted a trans-
parency policy. The Council expanded that policy earlier this year
to improve the flow of information to the public.

With respect to the nonbank designations process, the Council
has established a rigorous and fair process for evaluating nonbank
financial companies for potential designation. Although a rule-
making was not required in this context, the Council developed a
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rule and guidance regarding this authority and provided the public
with three separate opportunities to comment on this approach.

The Council’s careful analysis of individual nonbanks include ex-
tensive interactions with the companies under consideration. To-
gether, for the three nonbank financial companies that have been
designated, the firms submitted thousands of pages of information
to the Council, met with the Council or staff dozens of times, and
each company received a detailed written explanation of the Coun-
cil’s analysis before a vote on the final designation was taken.

It is important to note that much of the Council’s work, particu-
larly with regard to companies under consideration for potential
designation, relies on sensitive, company-specific information that
would not be shared by firms or regulators without an expectation
of confidentiality. The Council has a statutory responsibility to pro-
tect the confidentiality of this information, as its disclosure could
result in destabilizing market speculation.

Within this context, the Council is continually examining how it
can monitor emerging threats to the financial system while also
opening up more of its work to the public. In this regard, the Coun-
cil’s annual report is an important example of the Council’s com-
mitment to sharing information about its work with Congress and
the public in a clear and transparent manner.

Since its first meeting, the Council has received a number of sug-
gestions regarding its practices, including some from members of
this committee. Although it is a relatively young organization, the
Council has already demonstrated its commitment to improving the
effectiveness of its work and its engagement with the public.

Consistent with that history, I expect that the Council will con-
sider potential changes to its nonbank designations process in the
coming months and will continue to evolve.

Thank you, and I look forward to your questions.

[The prepared statement of Mr. Pinschmidt can be found on page
57 of the appendix]

Chairman McHENRY. We now recognize Ms. Clowers for 5 min-
utes.

STATEMENT OF A. NICOLE CLOWERS, DIRECTOR, FINANCIAL
MARKETS AND COMMUNITY INVESTMENT TEAM, U.S. GOV-
ERNMENT ACCOUNTABILITY OFFICE

Ms. CLOWERS. Chairman McHenry, Ranking Member Green, and
members of the subcommittee, thank you for having me here today
to discuss our work on FSOC. As you know, FSOC was created to
address a regulatory weakness highlighted by the recent financial
crisis—namely, a lack of an agency responsible for looking across
the system to identify and respond to threats to the financial sys-
tem.

In September 2012, we issued our first audit report of FSOC and
made nine recommendations. Since that time, FSOC has taken
steps to address some of the recommendations. However, as we re-
ported in 2012, and our findings and recommendations made clear,
additional work is needed.

Our 2012 recommendations were intended to improve FSOC’s
risk-monitoring functions, accountability, transparency, and col-
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laboration. Since 2012, as I said, FSOC has taken some steps to ad-
dress our recommendations.

For example, it has worked to improve communication with the
public by redesigning its Web site and making more timely notices
of upcoming meetings. FSOC has also developed bylaws for its dep-
uties committee, which is an important collaboration improvement.

However, more work is needed to fully address our recommenda-
tions. With the rest of my time, I would like to highlight some key
recommendations where we think additional work is needed.

First, we recommended in 2012 that FSOC develop a systematic
and comprehensive approach to identify systemic risk in emerging
threats. We noted that FSOC’s approach might not help identify
new risk that member agencies had not already identified.

Two years later, FSOC continues to rely on largely the same
process. While OFR has made some progress in developing data
tools to support FSOC since the 2012 report, we observe that these
tools suggest that one tool is still under development and the other
is not risk-focused.

Second, related to accountability and transparency, we rec-
ommended that FSOC keep detailed records of their closed-door
meetings. While no specific level of detail is required for FSOC’s
minutes, the limited documentation of their discussion makes it
difficult to assess FSOC’s performance.

FSOC officials said they have attempted to improve meeting min-
utes that are provided to the public, but FSOC officials said they
do not plan to keep more detailed minutes or have them tran-
scribed because of the confidential information discussed. We con-
tinue to believe the lack of detailed minutes limits both trans-
parency and accountability.

Also related to accountability, we recommended that FSOC com-
prehensively evaluate whether the designations of financial compa-
nies for enhanced supervision are having the intended impacts.
Congress intended that the designations would lead to greater fi-
nancial stability. These designations will likely have other signifi-
cant benefits and costs, both for the designated firms as well as the
Nation’s economy.

Given these potential impacts, it is important that retrospective
reviews of the designations are undertaken. FSOC has not yet
begun preparations for or committed to conducting such reviews.
We have previously reported on the importance of advanced plan-
ning for these reviews.

Finally, to improve collaboration and coordination, we rec-
ommended that FSOC clarify its roles and responsibilities among
FSOC and its member agencies for systemic risk monitoring, and
adopt practices to coordinate rulemaking across member agencies.
FSOC officials told us they do not plan to implement these rec-
ommendations because the overlapping responsibilities for moni-
toring systemic risk has not been problematic.

They also said FSOC lacks the authority to direct independent
agencies. We maintain that action within FSOC’s existing author-
ity is needed, as our past work has shown that the lack of clear
roles and coordination can lead to duplication, confusion, and regu-
latory gaps.
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In conclusion, Mr. Chairman, FSOC has taken some steps to ad-
dress our recommendations, but more work is needed. We believe
that fully addressing our recommendations will improve FSOC’s
systemic risk monitoring functions, allow Congress to hold them ac-
countable for results, and enhance collaboration among FSOC’s
members.

Chairman McHenry, Ranking Member Green, and members of
the subcommittee, this concludes my prepared statement. I would
be happy to answer any questions at the appropriate time. Thank
you.

[The prepared statement of Ms. Clowers can be found on page 38
of the appendix.]

Chairman McHENRY. Thank you, Ms. Clowers.

And thank you both for your testimony.

I will now recognize myself for 5 minutes for questions.

Can you please describe, Mr. Pinschmidt, to what extent the
FSOC and OFR have developed comprehensive mechanisms for
identifying and monitoring systemic risk?

Mr. PINSCHMIDT. Yes. Thank you.

The FSOC operates a very robust committee system to—

Chairman McHENRY. I am asking very specifically here. We only
have 5 minutes, so if you can just get into the specifics here.

Mr. PINSCHMIDT. Yes. I guess what I would say is it is important
to have some context in terms of the committee’s structure and—

Chairman MCHENRY. I am aware of the committee’s structure. I
am asking, the GAO report is a pretty damning one when it comes
to this question of whether or not you have a comprehensive sys-
temic risk monitoring system, and they say you do not. So what is
your response to that?

Mr. PINSCHMIDT. I believe Ms. Clowers is referring to the OFR
Markets Monitor, which is a publication by the OFR that provides
a systematic overview of the marketplace and key trends and de-
velopments, and it has been something that is shared on a regular
basis at the FSOC Systemic Risk Committee on—

Chairman MCcHENRY. Is that sufficient?

Mr. PiNscHMIDT. No. It is not really meant to be sufficient. It is
one input—

Chairman MCcHENRY. What are the other ingredients for suffi-
ciency so you can measure systemic risk?

Mr. PINSCHMIDT. The other ingredients would be the other work-
ing groups, the other areas of the different regulatory communities
that are focused on key areas of—

Chairman MCHENRY. So, as a matter of oversight, to make sure
that is, in fact, the case, how can I know that, when the GAO in
their?audit says that you do not have that systemic risk assess-
ment?

Mr. PiNscHMIDT. The systemic risk assessment that Ms. Clowers
was referring to is viewed within the FSOC context as a com-
plement to its ongoing work throughout the committee systems and
the ad hoc groups that are focusing on specific risks.

Chairman McHENRY. Okay.

Ms. Clowers, to this question, why does the GAO believe that the
FSOC and OFR have failed to develop comprehensive and systemic
mechanisms for identifying and monitoring systemic risk?
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Ms. CLOWERS. They lack such processes. They use the Systemic
Risk Committee to help identify risk, but what happens in that
committee is each member brings ideas and those ideas bubble up.

What we are looking for is a comprehensive, systematic approach
or a common set of indicators that would look across the system
to identify potential threats, that these indicators would be for-
ward-looking, risk-focused, and less dependent on who shows up to
a meeting, rather that it be routine, everyone would know which
data they are looking at.

Chairman McHENRY. Okay.

So, Mr. Pinschmidt, I want to bring something up, and I know
you are fairly well-versed in it. When you worked at Morgan Stan-
ley, you wrote a piece in June of 2008 about Lehman Brothers. I
know you have answered this question before, but the piece is enti-
tled, “Bruised, Not Broken, and Poised for Profitability,” talking
about Lehman Brothers. And going in just 2 months before Leh-
man’s bankruptcy and failure, you are touting that they are on the
road for profitability.

I bring this up not to embarrass you. You have obviously written
a lot. You have had a very long career. But this highlights how dif-
ficult it is to really assess systemic risk, does it not?

Mr. PINSCHMIDT. Yes. Certainly, I made the wrong call on that,
and a lot of other people did too. But what I would say is, sort of
more importantly, the market misjudged the impact of Lehman’s
failure in terms of counterparties, other institutions. And it just
kind of reminds us today—and I think to Ms. Clowers’ point—that
Wle need to make sure that there are appropriate safeguards in
place.

We need to make sure that there is increased transparency. To
the extent that firms are large and outsized, we need to make sure
that there are enhanced prudential standards and there are steps
taken in terms of resolution authority to—

Chairman MCHENRY. So to that question—

Mr. PINSCHMIDT. —the risks from a firm’s failure.

Chairman MCHENRY. So to that question of transparency, that is
what we are here today talking about.

I want to move on. The FSOC recently announced that it is tak-
ing “a more focused analysis of industry-wide products and activi-
ties to assess potential risks associated with the asset management
industry.” So does this mean that the FSOC is no longer going to
designate asset management companies as SIFIs?

Mr. PINscHMIDT. Congressman, what that means is—and I think
you are referring to the readout from the July 31st Council meet-
ing. At that meeting, the Council directed FSOC staff and member
agency staff to undertake an analysis of asset management activi-
ties and their products.

That decision was—is driven by a recognition that asset man-
agers are different from other companies—

Chairman McCHENRY. Sure. But this was interpreted, so is
BlackRock still at stage two in this process?

Mr. PINscHMIDT. Companies, unless they are voted on, remain in
a stage.

Chairman MCHENRY. So that is called purgatory, right? It is nei-
ther heaven nor hell. It may not be so bad. It may not be for any
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sort of length of time that you can determine. And you just leave
people in a suspended state of animation. Is that a fair assess-
ment?

Mr. PINSCHMIDT. The Council operates a three-stage process.
Stage one is based on public metrics that each company can assess.
The key threshold is $50 billion in assets, and then if you trip one
of five other metrics you are in stage two. Unless the composition
of the company’s metrics changes, that company remains in stage
two.

Chairman McHENRY. Forevermore?

Mr. PINSCHMIDT. Unless there is a vote.

Chairman McCHENRY. Okay. And could there be a vote to put
them back in stage one?

Mr. PINscHMIDT. That would only be appropriate—a vote isn’t
needed to put them into stage one. They would automatically go
back to stage one if the metrics changed and therefore they didn’t
hit the thresholds to advance to stage two.

What I would like to sort of stress on this is that stage one is
purely mechanical. There doesn’t have to be any analysis by the
Council; it is based on publicly available data. If you trip those
metrics, you are in stage two, and therefore subject to more evalua-
tion by the Council.

Chairman McHENRY. I have gone well over my time.

We will now go to Mrs. Maloney of New York for 5 minutes.

Mrs. MALONEY. Thank you.

I think that there may be a disconnect between the Council’s
duty to identify and mitigate systemic risks and the tools that they
have to work on it. For example, if the Council identifies a par-
ticular company that is systemically risky, it has by statute the
tools to mitigate that risk by an SIFI designation, which puts them
under stronger regulation with the Fed.

But if the Council identifies an industry-wide activity which was
really part of the prior financial crisis with the credit default swaps
and other activities that are systemically risky, the most it can do
to mitigate that risk, according to the statute, is to issue a non-
binding recommendation to other regulators.

So my question is, is it fair to ask the Council to identify activi-
ties based on systemic risk but then not give the Council the au-
thority to do anything about any of these activities except for a rec-
ommendation? I would like a comment on that.

It seems to me that sometimes it is the activities that are the
most risky in a financial situation, not necessarily the institutions,
which may be reacting to a financial crisis that was created by the
risky activities. To me, I think the risky activities should have
more attention, really.

So my question is that, and I ask Mr. Pinschmidt.

Mr. PINSCHMIDT. Thank you, Congresswoman. What I would note
is that the Council has very strong convening powers bringing reg-
ulators together across the financial system, and that in and of
itself is very important when looking at activities, because activi-
ties don’t necessarily impact individual institutions and individual
marketplaces; they stretch across the financial system.

So in that convening power there are a number of steps that the
Council could take based on the nature of the risk, to the extent
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risk is identified. One of the steps is just asking for more informa-
tion: working with the primary regulators; working with the indus-
try; asking for more information and getting more detail and more
data. A lot of times when risks are identified it is because there
is not enough information there, so that is a very logical outgrowth
of that process.

Other times, to the extent a risk is identified and there is more
work that a regulator can do, there are two options for the Council.
It can highlight a risk in the annual report or it can issue a Section
120 recommendation to a specific regulator regarding potentially
taking some action.

So again, and I think in the broader context, though, it starts a
process, it focuses regulators, and there are a number of authorities
that can come out of that process.

Mrs. MALONEY. Do you think that the Council should have the
authority to issue binding regulations to address serious activities
that are based on risk?

Mr. PINSCHMIDT. It is really not for me to answer that question,
but I would defer to the Council on that.

Mrs. MALONEY. Okay.

Ms. Clowers, can you comment on whether the FSOC has the
tools it needs to carry out its statutory duties?

Ms. CLOWERS. It has the tools necessary and the people nec-
essary in the room to make decisions and carry out its duties.
Where we have recommended that we think additional work is
needed is work on the development of their systemic risk moni-
toring functions.

There has been some discussion today of the different data tools
that are available, including those provided by the OFR. We think
those tools could be enhanced by making them more risk-focused
and forward-looking. And also, even the OFR Advisory Committee
has encouraged OFR to be more aggressive in the development of
their tools.

Mrs. MALONEY. I would like to ask Mr. Pinschmidt, when the
Council is analyzing whether a company is systemically important,
they don’t measure whether the failure of the company would de-
stabilize the system in normal times; they measure whether it
would destabilize the system in a period of stress in the financial
industry. Can you comment on how that standard has affected the
Council’s analysis of whether companies are systemically important
and what are the benefits or the drawbacks of that system?

Mr. PINscHMIDT. That guidance was built into the final rule on
guidance for the nonbanks designations process, and essentially the
rationale behind that was a recognition that rarely do firms fail in
a vacuum; there is generally a precipitating event, there is broader
market weakness, economic weakness. And so thus, it is appro-
priate to look at firms in the context of not perfect markets, not
terrible markets, but not great markets either.

Mrs. MALONEY. What are the drawbacks of that system?

Mr. PINSCHMIDT. I'm sorry, I—

Mrs. MALONEY. What are the drawbacks of that system, of just
designating it in a time of extreme stress—and the benefits? Do
you think that is the right approach? Should we do it just for finan-
cial stress times or also normal times?
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Mr. PiNscHMIDT. I think it is a recognition that when a firm is
undergoing stress, there are generally precipitating events and the
market is not functioning generally—

Mrs. MALONEY. So you support that approach. Thank you.

Mr. FrrzpATRICK [presiding]. The gentlelady’s time has expired.

I am going to recognize myself for 5 minutes.

Good morning, and I appreciate your participation in the hear-
ing.

In his opening statement, Chairman McHenry, I guess referring
to the GAO report, identified FSOC as perhaps the least trans-
parent agency in all of the Federal Government. And likewise, Mr.
Delaney, in his comments, addressed concerns that because of the
significant influence that FSOC has in the designation process,
how critical it is that the thought process, the reasoning, that it all
be laid out and that it be transparent.

So my question for you, Mr. Pinschmidt: Is it your position that
FSOC cannot be made more transparent than it is today?

Mr. PINSCHMIDT. What I would note is the FSOC really values
transparency, and—

Mr. FrrzPATRICK. Could it be made more transparent?

Mr. PiNscHMIDT. Yes. I think that has been a continuous arc
since the first meeting 4 years ago.

Mr. FITZPATRICK. Specifically, what actions are you prepared to
take, including further clarification, more detailed meetings, min-
utes, and—

Mr. PINSCHMIDT. Yes. I think there have been a number of sug-
gestions, including from this committee, and we have received sug-
gestions from outside stakeholders. And as I noted in my oral re-
marks, we expect, in terms of at least the nonbanks designations
process, the Council will begin to evaluate potential changes there.

And what I would note is, look, we are not—the Council
shouldn’t be frozen in its ways. To the extent that there is good
feedback and suggestions out there that make sense, the Council
is open to considering those, and I expect that, again, for—in the
example of transparency, it is a balance for the Council—

Mr. FITZPATRICK. Sure. Do—

Mr. PINSCHMIDT. —because the Council—sorry.

Mr. FrrzpATRICK. Through August of 2014, you have had 42
meetings. Have any of those meetings been transcribed? Have any
of those transcriptions, if you have them, been released?

Mr. PINscHMIDT. The practice of the Council has been to release
public minutes following the next meeting, once they are approved.

Mr. FITZPATRICK. Where substantive matters are considered?

Mr. PINSCHMIDT. The minutes serve as the record for the meet-
ing.

Mr. FrrzpATRICK. And how about executive sessions? Are there
executive sessions of the Council?

Mr. PINSCHMIDT. Certainly from time to time there—like around
Hurricane Sandy there were meetings that were held on short no-
tice to bring regulators together to respond to what was going on.

Mr. F1TzPATRICK. Mr. Pinschmidt, on a slightly different matter,
in testimony before the Senate Banking Committee on September
8th, Governor Tarullo expressed his, what he called, “pretty strong
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presumption” that traditional or core insurance activities do not
pose systemic risk.

Former House Financial Services Committee Chairman Barney
Frank expressed the same view earlier this summer before this, his
old committee.

Do you agree with Governor Tarullo and Chairman Frank that
traditional or core insurance activities do not pose systemic risk?

Mr. PINSCHMIDT. I haven’t had the opportunity to speak with
Governor Tarullo or former Chairman Frank on that. What I would
note, in terms of the insurance analysis that has been done by the
Council, that has been done at a company-specific level, looking at
the designations authority. And the nature of those determinations
for the two insurance companies that were identified was based on
the size, interconnectedness, and leverage, and other factors of
those institutions, not necessarily a reflection on core insurance
products or practices that were particularly highlighted.

Mr. FITZPATRICK. So the question is, do core insurance activi-
ties—do they or do they not pose systemic risk?

Mr. PINSCHMIDT. The nature of the evaluation that was done by
the Council on the specific insurance firms related to those firms’
general size, structure, interconnectedness with the financial sys-
tem, and the impact of their potential failure on market func-
tioning.

Mr. FITZPATRICK. So your answer is yes?

Mr. PiNscHMIDT. What I am trying to say is the nature of the
analysis undertaken by the Council on those companies was based
on company-specific factors and what effect the failure of those
companies would have on the broader financial system.

Mr. F1rzPATRICK. Governor Tarullo also noted that AIG and Pru-
dential were designated as systemic not because of their core insur-
ance activities but due to what he called “nontraditional insurance
activities,” where runnability is more of a concern, and also with
respect to things that are not insurance activities of any sort. Do
you agree with Governor Tarullo that to justify designating an in-
surance company as an SIFI that one would have to find that the
company engages in activities that are not traditional insurance ac-
tivities and that do pose systemic risk?

Mr. PINscHMIDT. I haven’t had an opportunity to talk to Gov-
ernor Tarullo regarding his testimony, but the analysis that was
done for the insurance companies was company-specific rather than
industry as a whole, and it was based on the size, leverage, and
interconnections of those companies and how that makeup could
transmit to the rest of the financial system.

Mr. FITZPATRICK. I now recognize Mr. Delaney for 5 minutes.

Mr. DELANEY. Thank you, Mr. Chairman.

MetLife is a 146-year-old company that has generally been a
pretty well-regarded company, and it is likely that they are going
to sue the United States over this designation, in part because they
feel like the process was bad. Do you consider that a failure of the
process?

Mr. PINSCHMIDT. I cannot comment on any specific companies
that have not been designated. What I can say is the Council runs
a very thorough and robust process.
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I did note one example in my testimony. For one of the compa-
nies that was ultimately designated, the Council and its member
agency staff met with or had phone calls with the company 20
times over a period of a year. There were 200 data submissions to-
taling 6,000—

Mr. DELANEY. Did the members of the Council meet with the
senior management team of the company as a group?

Mr. PINSCHMIDT. Prior to a vote on the final designation, the
company was offered a hearing before the Council and the company
presented to the Council, yes.

Mr. DELANEY. How much before the designation was that presen-
tation made?

Mr. PINSCHMIDT. That was 60 days before a vote on a final des-
ignation. And it is worth noting that prior to that hearing, the com-
pany was given a very detailed basis for the proposed designation,
roughly 200 pages long outlining the key views of the Council.

So it wasn’t the company coming in there blind, not knowing
where the Council was. They kind of had all the facts in front of
them; they could argue different points and present their case.

Mr. DELANEY. When you talk about the factors that went into
this designation, aside from activity-based analysis, which I think
your comment to the Chair was that you considered other factors,
and you talk about size and leverage—when you think about lever-
age, do you adjust for the nature of the liabilities? Because insur-
ance companies have very long-dated liabilities.

Mr. PINScHMIDT. Certainly. This is not a mechanical approach by
any stretch. It is very specific; it is very analytical. There is a lot
of back-and-forth with the company.

There are significant questions from the Council side. There are
significant questions from the company side. So to sort of force cer-
tain metrics based on where they sit and make a determination
would not be the right approach.

Mr. DELANEY. When you looked at the designation of MetLife, for
example, did you factor into your analysis that MetLife, if it were
to be designated, or other insurance companies that would be des-
ignated, would, in fact, as a result of designation, get out of certain
businesses that they are currently in that have counterparty risks
associated with them and that those businesses would likely run or
go from a large, heavily regulated 150-year-old company into new
startup insurance companies that were being organized in fact to
take advantage of the fact that certain business activities would
have to leave MetLife?

Did you factor into your overall systemic risk analysis for the
good of the financial system that designation actually forces activi-
ties out of large, well-regulated companies into institutions that
have lighter regulation, are not as well-capitalized, and don’t have
as long of a track record?

Mr. PINscHMIDT. The Council, as part of its ongoing risk moni-
toring, is, of course, always looking at what are the developments
in the financial system, what is the impact on financial market
functioning—

Mr. DELANEY. But my question is specifically as it relates to a
company, did anyone sit there and say, “Well, if we designate this
company, the following businesses will likely leave the company
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and they will go into new startup, largely unregulated or lightly
regulated institutions with limited track records,” and did that—
did risk associated with that transfer of activities from large, safe,
big, long-term to new startup, unproven, lightly regulated—did
that—the risk associated with that transfer, which I view there
being risk, was that factored into the risk cost, if you will, of des-
ignation?

Mr. PINSCHMIDT. In terms of the company-specific designation
authority, the statute is clear on that front that the Council must
consider—must identify risks in terms of kind of the remedy and
what happens next, in terms of enhanced prudential standards—

Mr. DELANEY. But my question is, did someone sit at the table
and say, “If we designate this company, then the following busi-
nesses will likely go into other more lightly regulated institutions
or new startup companies”—yes or no, was that considered?

Mr. PiNscHMIDT. That is not part of the statutory factors. The
Council is focused on risk identification—

Mr. DELANEY. So downstream risk that is created from a des-
ignation, right—because if you designate a company and it is really
big, and because of your designation it cuts itself in half and it
spins off a bunch of businesses and it gets spun off to small, lightly
capitalized, lightly regulated businesses—the risks associated with
that are not factored into the designation. That is what I am hear-
ing, at least.

Mr. PINSCHMIDT. Certainly, if that were to be the case, it would
be something that would be looked at across the broader Council
work streams and efforts. But in terms of the actual designation
decision, the statute is very clear that the Council has to focus on
risk identification and the Federal Reserve Board is responsible
for—

Mr. DELANEY. It doesn’t sound like a very balanced risk ap-
proach, at least in my judgment.

I yield back.

Mr. FITZPATRICK. Mr. Bachus, the chairman emeritus of the full
Financial Services Committee, is recognized for 5 minutes.

Mr. BAcHUS. Thank you.

Welcome, Deputy Secretary. You concluded your oral testimony
by saying the Council has received a number of suggestions regard-
ing the process for evaluating nonbank financial companies, and
that you expect that the Council will consider any potential
changes in the coming months. I applaud that statement.

And T wanted to point out to you that Mr. Neugebauer and I, in
2012, asked for a GAO study, and they reported back that Dodd-
Frank requires the FSOC to periodically reevaluate its designa-
tions of nonbank financial companies. Are you aware of that re-
quirement in Dodd-Frank?

Mr. PiNscHMIDT. Congressman, I believe you are referring to the
Council’s intent to review at least every 5 years the metrics for
stage one, in terms of kind of the initial threshold for companies
that would be considered.

Mr. BacHuS. Also, they actually said that you will conduct a
comprehensive assessment to determine whether the designations
are having the intended impact. Well, no, they said that you don’t
have to do that. I'm sorry.
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But they suggested that it would be a good idea that you conduct
an assessment after you have made the designation to see whether
that designation is having the intended consequence of improving
financial stability of the company and any risks that they might
have. Congressman Ross and Congressman Delaney, who was just
asking questions, have introduced a bill that I am cosponsoring
which calls for an assessment of intended impact, which has been
suggested by the GAO.

Of course, AIG, G.E, and Prudential already have those designa-
tions made, with perhaps more on the way. Wouldn't you agree
that it may be very helpful and important to know whether the
designations are having the intended consequences, or whether
maybe they are even having some negative consequences?

Mr. PiNscHMIDT. Congressman, certainly we share, I think, your
goal on that. The Council, across all different markets, and particu-
larly with some of the largest institutions, is constantly monitoring
as to how things are playing out. Specifically for designated enti-
ties, I would note that there is an annual review process of each
designation that takes place, and that would—clearly we are not
that far away from the initial designations, but you could imagine
scenarios going forward as company businesses change, risk pro-
files change, market functioning change—

Mr. BacHUS. Do you make those public? Do you mean that every
year you will review the designations, and part of that is whether
they are having positive or negative implications—

Mr. PINscHMIDT. The annual review is consistent with the Coun-
cil’s statutory authority here focused more on the risk identifica-
tion, and that would logically encompass what has happened to the
profile of the firm, how are they engaging with other market play-
ers, are there any material changes in their business model and
their riskiness.

Mr. BAcHUS. Right. But do you understand what I am saying?
Wouldn’t it be a good idea once the designation is made maybe on
that annual basis to also say, “Okay, after we made this designa-
tion, this is what has happened, these are some positives, these
may be some negatives,” where you could adjust, or at least recon-
sider whether or not the designation was even helpful?

Mr. PINSCHMIDT. Certainly in terms of how the designation im-
pacts market functioning and these specific firms, that is consid-
ered on an annual basis.

Mr. BACHUS. Okay.

Mr. PINSCHMIDT. I think to the general questions of market func-
tioning, that encompasses ongoing work at the Council—

Mr. BAcHUS. I would just say maybe take a look at that legisla-
tion and give me your thoughts on it, and Mr. Neugebauer, and
maybe Mr. Ross, and Mr. Delaney. It is a bipartisan thing.

Let me go quickly to AIG. Mr. Fitzpatrick was talking about the
runnability, and we know that was a credit default swap thing
where they wrote $430 billion, $440 billion worth of credit default
swaps; they didn’t buy any. A lot of people bought and sold.

So that didn’t impair their insurance operations until their credit
rating changed. They had a tremendous credit rating problem, and
that then did impact their insurance. And I can understand that
designation if you have somebody doing something over here which
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may be dangerous, cause credit rating problems, and then impact
their insurance market.

I am not sure how that would go with a Prudential or a MetLife,
and I just point that out to you. AIG really wasn’t an insurance
problem; it was a gambling problem. And it was being on one side
of the market with $440 billion worth of debt and no money to back
it up if it failed. I don’t see that with G.E., Prudential, or MetLife.

If you would like to respond?

Mr. PINSCHMIDT. What I would note is that each designation is
company-specific. There is a core group of—there are 10 statutory
considerations in a 6-category framework that comes into play, but
the factors that are looked at at each company are very company-
specific.

And, generally speaking, it is a combination of issues. It is never
one thing, or it hasn’t been thus far one thing. So I would just note
that, again, it is a company-specific analysis and it would be hard
for me to kind of generalize.

Mr. BAcHUS. Thank you.

Mr. FITZPATRICK. And the gentleman’s time has expired. Thank
you.

Mrs. Beatty is recognized for 5 minutes.

Mrs. BEATTY. Thank you so much, Mr. Chairman, and Ranking
Member Green.

And thank you to our witnesses today.

We have talked a lot about being designated this morning as an
SIFI, so let me ask you these two questions: Last night, a couple
of my staff were singing the words to “Hotel California,” and one
of them said, “Is this a Hotel California scenario, where once des-
ignated a company, will you remain an SIFI forever?”

If so, why? And if not, can you describe to me the process of re-
view, including the frequency and high-level considerations in this
review?

Mr. PINSCHMIDT. Thank you for that question. Maybe if I could
step back here and then sort of briefly outline the process of review
of companies for designation.

It is a three-stage process. Stage one is purely mechanical, based
on metrics and thresholds. To the extent a company triggers those
metrics, it automatically goes to stage two.

And stage two is viewed as solely very preliminary. It will be—
Council member agencies will pull the 10-Q if it is a public com-
pany, understand the company, do some initial analysis, and un-
derstand to the extent that there are potential risks here what
might they be or what areas would there be opportunities for fur-
ther investigation and understanding.

To the extent that there is sufficient rationale to move a com-
pany to stage three, there is a vote by the Council on that action.
And once a company is moved to stage three, that is when the real
work and engagement begins with the companies under consider-
ation.

The companies are notified at the beginning of that process. As
part of that notification there is a detailed information request,
numbering up to 10 pages long, with potentially 100 to 150 dif-
ferent questions.
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And that begins a very long, robust back-and-forth between the
Council and the company on just drilling down on the business, un-
derstanding the risks. There is a lot of opportunity for the company
throughout that process to engage with the Council, to ask ques-
tions. And certainly based on the information that the Council is
requesting of the company and the nature of the review, the com-
pany will get a sense for what the Council is interested in focusing
on.

So then closing out stage three, there is a vote on a proposed de-
termination. If there is a proposed determination, then at that
stage the Council delivers to the company a very lengthy basis out-
lining the reason why the Council is concerned or the factors that
the Council is highlighting in its analysis.

And that is very important because it provides the company the
opportunity to sort of understand where the Council is, to level set,
what are the key issues, what are the concerns. To the extent that
they feel the Council is looking at the wrong thing or is misguided,
they can address that.

There is an opportunity for an oral hearing before the principals
of the Council. The one company that chose to accept that offer
came in, presented its case, again had a robust back-and-forth. All
the principals of the Council were there and the Council took that
information, incorporated it into its thoughts, and then, only then,
was there a final vote.

So, it is a very lengthy process from that standpoint.

Mrs. BEATTY. Okay.

Mr. PINSCHMIDT. And then in terms of your initial question on
sort of, once you are designated, what happens next, there is judi-
cial review of a designations decision, and then annually the Coun-
cil does evaluate the decision. So to the extent that the company’s
risk profile, footprint, and market dynamics change, and they rise
to a certain level of materiality, then that would certainly come
into play.

Mrs. BEATTY. Okay. I have a second part, and the clock is run-
ning out. I have several insurance companies in my 3rd Congres-
sional District of Ohio. If one of my local State domicile’s insurers
were designated, can you briefly explain to me what the process
would be of determining issues of regulatory jurisdiction between
the Ohio Department of Insurance and the Federal Reserve?

Mr. PinscHMIDT. Yes. The role of the Council is on risk identi-
fication. Once a company is designated, they are subject to consoli-
dated supervision by the Federal Reserve. That supervision, as I
understand it, will be mainly focused at the holding company level
and understanding the profile of the firm; it will not necessarily en-
compass some of the insurance activities and individual insurance
subs.

Mrs. BEATTY. And lastly, will the Federal Insurance Office be in-
volved in providing the guidance to the Fed? Because under Dodd-
Frank Section 120, FSOC has recommendation authority.

And we are out of time.

Mr. F1rrzPATRICK. The gentlelady’s time has expired.

Mr. Hultgren is recognized for 5 minutes.

Mr. HULTGREN. Thank you, Mr. Chairman.
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First question to Mr. Pinschmidt: I am told that during a Demo-
crat staff briefing last week you told their staff that the FSOC
principals would not meet with the entities that are under consid-
eration for SIFI designation until an actual stage three designation
was recommended. In practice, this means that companies will not
have an opportunity to bring their case to the voting members until
thedeve of the designation, and after the decision is essentially
made.

The Wall Street Journal reports that the FSOC has followed this
informal policy with the two asset managers that are reported to
be under consideration for SIFI designation. These groups have not
been able to meet with the FSOC principals or even get confirma-
tion from anyone at the FSOC that they are even under consider-
ation.

How is it not contrary to basic standards of administrative proce-
dure and due process for policymakers to draw what amounts to
policymaking conclusions prior to the complete consideration of rel-
evant facts and public input?

Mr. PINSCHMIDT. In terms of the interactions with companies
during the designations process, in stage three, which I believe you
are referring to, there is significant interaction between the Council
member agencies and the companies that extends for a very
lengthy period of time. There are significant meetings; there are
conference calls; there is information flow in both directions.

And then after a proposed determination, the company has the
opportunity to request an oral hearing, and the Council has noted
that it expects to grant all requests for oral hearings. But more im-
portantly, as part of that oral hearing, the company does receive
a very detailed basis—sometimes 200 pages long—outlining the
Council’s key concerns about the company and providing the com-
pany an opportunity to respond.

Mr. HULTGREN. Your policy, to me, appears to be in direct viola-
tion of due process. It feels like the decision has already been
made. There may be hearings after that point, but for them not to
hear sooner than the designation seems like a direct violation of
administrative procedure.

Let me move on.

Is FSOC aware that the New York Superintendent of Financial
Services, which is MetLife’s chief regulator, wrote Treasury Sec-
retary Lew on July 30, 2014, to encourage FSOC to reconsider a
formal SIFI designation for MetLife? Mr. Lawsky argued against
an SIFI designation because: one, MetLife does not engage in non-
insurance activities that create an appreciable systemic risk; two,
in the event that MetLife or one or more of its insurance subsidi-
aries were to fail, DFS and other regulators would be able to en-
sure an orderly resolution; and three, MetLife is already closely
and carefully regulated by DFS and other regulators.

Is it not concerning that MetLife’s chief State regulator, who is
no doubt intimately familiar with the company’s business portfolio
and any relevant risks, is so adamant against an SIFI designation?
Will you commit to factoring his concerns into any final designation
decision of the company?

Mr. PINSCHMIDT. Congressman, unfortunately, I can’t comment
on letters relating to actions that haven’t necessarily been taken by
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the Council. What I can note is that as part of the work of the
Council on the designations authority, there is broad consultation
not just within the Council and the members of the Council, but
also at the State level.

Mr. HULTGREN. Mr. Pinschmidt, has FSOC conducted any anal-
ysis to determine how applying risk-based capital standards to in-
surers will affect the amount of coverage that insurers can offer?
Could this ever cause the cost of insurance to rise to a prohibitive
level? May there come a time when it is impossible to obtain cer-
tain kinds of insurance coverage because insurance companies that
have been subjected to bank-like capital standards simply won’t be
able to afford to offer it?

Mr. PiNscHMIDT. Congressman, on that front, the Council is fo-
cused on risk identification. The enhanced prudential standards for
insurance companies or designated entities will be developed by the
Federal Reserve Board. My understanding is that they will make
efforts to tailor them to the specific characteristics of the insurance
industry, but as part of that process, I would expect there would
be some consultation with the Council.

Mr. HULTGREN. I hope there would also be a consideration of the
risk to consumers of losing options—insurance options—that could
be there because of your activity driving up the significant cost to
insurance companies. Certainly, that would be a more significant
risk to the marketplace.

Let me finish up with one last question. Should FSOC show
greater deference to an industry’s primary regulators in making
SIFI designation decisions?

Mr. PINSCHMIDT. Certainly the Council looks to regulators and
its members with industry expertise to hear that expertise as part
of the discussion. The nature of individual company designations,
however, encompasses broader market dynamics.

The companies that are considered do not necessarily solely im-
pact the companies within their industry. They can impact market
functioning across asset classes, across industries. Therefore, it is
also appropriate to hear the viewpoints of the broader Council
members.

Mr. F1TZPATRICK. The gentleman’s time has expired.

Mr. HULTGREN. My time has expired.

I yield back. Thank you.

Mr. FIrTZPATRICK. Mr. Heck is recognized for 5 minutes.

Mr. HEcCK. Thank you, Mr. Fitzpatrick—Mr. Chairman. Has a
nice ring to it, sir.

Ms. Clowers, I have this bias that we are always fighting the last
war with the last approach. It is like we are driving with our eyes
transfixed in the rearview mirror.

That is why I was so intrigued by part of the language in your
report, if I may quote briefly, “Second, in 2012 we recommended
that FSOC develop more systematic, forward-looking approaches
that would help in separating emerging threats to financial sta-
bility from more current risk and prioritizing them in its annual
report. Since then, FSOC made some progress in addressing this
recommendation but could do more.”

Would you give a specific and concrete example of how they could
do more in this regard?
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Ms. CLOWERS. Certainly. In looking at the most recent annual re-
ports, it does look like they have become more focused in terms of
identifying current and emerging threats. But still, they continue
to report them together and they are not prioritizing those threats.
And in talking to FSOC officials, they don’t plan to prioritize the
threats because they realize that could direct people’s attention to
certain areas.

But that is exactly what we think should happen. There is not
infinite, limitless resources, both among the regulators and the
companies, and providing more specifics in terms of the priorities
of the threats would be helpful in directing scarce resources.

Mr. HECK. So you think they should separate current from
emerging and prioritize them?

Ms. CLowEgRs. Correct.

Mr. HECK. When it relates to emerging threats, again, be specific
and concrete, how would they go about that analysis and evalua-
tion? Give me an example of the kind of thing that might manifest
itself in that regard, if you would, please.

Ms. CLOWERS. Certainly. Start with what we have seen in the
past is, for example, the debt of the government is listed as an
emerging threat, when it was—I think it was listed in 2012 when
most anyone who was reading the papers could realize that was a
current threat.

There are also threats that would come and go off the list with-
out any explanation of why. For example, modeling risk of different
companies—it had appeared one year, wasn’t there the next year,
so you don’t know why.

To go to your question about how they could do a better job, it
is using the tools that are under development, particularly the fi-
nancial stability monitor that is a promising tool to develop a com-
mon set of indicators that would look across the system. But again,
it must be forward-looking.

To date, those—the metrics aren’t forward-looking and goes to
your point. It is looking at sort of what we know today and not
what we know could happen in the future.

Mr. HEck. Right. Thank you.

Mr. Pinschmidt, why don’t you keep transcripts?

Mr. PINSCHMIDT. The meeting minutes that are produced by the
Council generally serve as the official record of the—

Mr. HECK. They are not transcripts. Why don’t you keep tran-
scripts?

Mr. PINscHMIDT. Congressman, the challenge for the Council is,
there is a clear recognition that transparency is important, and we
have taken a number of steps over the years to improve our trans-
parency—

Mr. HECK. Mr. Pinschmidt, why don’t you keep transcripts?

Mr. PINscHMIDT. As I was trying to note, the obligation to trans-
parency has to be balanced with an obligation to protect confiden-
tial, supervisory information. The nature of the Council meetings
involves generally very highly sensitive, confidential company in-
formation, broader industry information—

Mr. HECK. So does the FOMC. They keep transcripts but they re-
tain them for a period of time. Why don’t you keep transcripts?
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Mr. PINSCHMIDT. The practice has been to have the official min-
utes serve as the record for the Council—

Mr. HECK. Why don’t you keep transcripts?

Mr. PiNscHMIDT. Congressman, the practice has been to have the
minutes serve as the official record for Council meetings.

Mr. HECK. So what I am hearing you say is you choose not to
keep transcripts.

Mr. PINSCHMIDT. The official minutes have served in that capac-
ity.

Mr. HEcCK. No, they do not. Official minutes are not transcripts.

Mr. PINscHMIDT. Congressman, I recognize your concerns on this,
but the challenge for the Council is, the Council is charged with
looking across markets, looking across institutions, discussing sys-
temic risk. Those conversations, by their very nature, are very sen-
sitive and confidential and—

Mr. HECK. So do you believe they are—you literally believe they
are even more sensitive than what the FOMC discusses?

Mr. PINSCHMIDT. I really can’t comment on the—

Mr. HEck. Well, they are not. And you should keep transcripts.

I yield back the balance of my time.

Mr. FirrzPATRICK. The gentleman yields back.

The Chair recognizes the gentleman from Pennsylvania, Mr.
Rothfus, for 5 minutes.

Mr. ROTHFUS. Maybe if we can continue with that line that my
colleague was asking about on transcripts, I mean, transcripts can
be kept confidential, can’t they?

Mr. PINSCHMIDT. I am not really sure about that. I really have
no basis to respond there.

Mr. RotHFUS. When FSOC proposes to designate a company as
an SIFI and there are meetings being held at FSOC to discuss
that, there is going to be an exchange of ideas and comments back
and forth, I would assume, yes?

Mr. PINSCHMIDT. Yes. So, Congressman, certainly in terms of in-
dividual proceedings regarding individual companies, the Council
makes every effort, particularly in stage three, to communicate
viflith the company, have a two-way conversation, make sure that
the—

Mr. RoTHFUS. Is the company there, though, when you are dis-
cussing whether or not to designate it as an SIFI, internally?

Mr. PINSCHMIDT. After a proposed determination the company
has the opportunity to present to the entire Council—

Mr. ROTHFUS. But are they there when you are making the de-
termination and the conversations are going back and forth among
the committee members?

Mr. PINSCHMIDT. Certainly the substance of the many company
meetings with the Council member agencies and, in fact, presen-
tations—

Mr. RoTtHFUS. I am talking about when the determination is
being made among FSOC members. And that is where we are won-
dering about what the conversations are. And that is why we think,
personally, that it is important to have a transcript, so that after
the designation is made and the company wants to come in and
find out what was going on, they can look at the transcript.
Wouldn’t that be fair?
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Mr. PINSCHMIDT. In terms of the record for the company, the
Council provides a 200-page document to the company before a des-
ignation has been made.

Mr. RoTHFUS. But the company is not going to have access to the
internal deliberations of the committee if they can’t be looking at
transcripts of what was going on.

Mr. PINSCHMIDT. But the company will have access to the key
concerns and factors cited in the Council’s proposed determination
and has an opportunity to respond to that.

Mr. RoTHFUS. Ms. Clowers, GAO made many recommendations
to FSOC in its 2012 report that would assist in shedding some
light on the way FSOC makes its decisions. In your written testi-
mony you get into some of this, but could you tell us how many
have been implemented to date?

Ms. CLOWERS. We have seen progress on a few of the rec-
ommendations dealing with, for example, the communications with
the public, redesigning their Web site. They have also made more
information or more timely notices of their meetings with the pub-
lic. We also saw steps in terms of trying to enhance collaboration
among their committees by developing bylaws for their Deputies
Committee, which we think is an important step.

But as I said in my oral statement, we believe additional work
is needed on a number of the issues you are highlighting, from
transparency and accountability issues.

Mr. ROTHFUS. So specifically, what recommendations haven’t
been implemented?

Ms. CLOWERS. To date, we have not closed any of the rec-
ommendations. We continue discussions with the Council on all of
them.

For example, on the issue of the transparency that you have been
discussing in your comments, we continue to look for additional
steps by the Council to enhance the transparency of their decision-
making. For example, with the minutes, if they are transcribed,
that would provide a record not only for transparency but account-
ability, as you are suggesting, for future decision-makers to go back
and to have a better understanding of the deliberations.

Mr. ROTHFUS. One of the recommendations that you made was
for FSOC to more fully incorporate key practices for successful col-
laboration. I think that would mean that FSOC should engage with
regulators, industry, and academics. Has FSOC done this, from
your perspective?

Ms. CLOWERS. They have taken some steps to enhance collabora-
tion. I know they have had different industry in for meetings, from
asset managers to others. We continue to look for additional steps
to be taken.

Part of that recommendation was for FSOC to play a greater role
in coordinating rulemaking among member agencies. We think,
given FSOC’s position of bringing together all the member agen-
cies, they have an opportunity to create a forum for that type of
discussion.

Mr. RoTHFUS. Mr. Pinschmidt, is FSOC in the process of imple-
menting any of the outstanding recommendations?
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Mr. PINsCHMIDT. Yes. What I would say is, we certainly value
the work of the GAO. They bring a very important perspective to
our work and—

Mr. RoTHFUS. Which of the outstanding recommendations are
you in the process of implementing?

Mr. PINSCHMIDT. I think we are continuing to talk to them about
all of them. And we have taken some steps on a number of their
recommendations.

Mr. RoTHFUS. Can you tell me one of them that you are currently
implementing?

Mr. PiNscHMIDT. I would point to, back in May the Council re-
vised its transparency policy. That was a result of a months-long
review based largely on the GAO input. And as a result of that re-
view, what we do now is we post meeting agendas one week in ad-
vance, and on the day of an actual meeting we provide a readout
detailing what was discussed—

Mr. DUFFY [presiding]. The gentleman’s time has expired.

The Chair now recognizes the gentleman from Nevada, Mr.
Horsford, for 5 minutes.

Mr. HORSFORD. Thank you, Mr. Chairman, and Ranking Member
Green.

I want to thank both of the witnesses for being here today, and
I really associate myself with the comments of my colleagues on
both sides of the aisle about the need for review of some of the
methodology as well as greater transparency and improvement in
that area.

I do want to shift my question, though, to an area that has not
been discussed yet this morning, which is one of the fundamental
issues that led to the economic collapse in 2008, and that was the
housing crisis. I am from Nevada and our housing market has still
not recovered; we have the most unstable housing market in the
country, with about a third of our homes at every income bracket
upside down in value, some of them as high as 50 percent or more.

It is my understanding that the GAO report, in its most recent
report, noted that the FSOC should develop a systematic approach
to identify potential threats to the financial stability.

So, Mr. Pinschmidt, as you continue to look at threats to the
market’s financial stability, can you assure us that the health of
the housing market will not be ignored? And what strategies is the
FSOC pursuing in that respect?

Mr. PiNnscHMIDT. Certainly. The housing market has been some-
thing that has been highlighted 4 years running in the Council’s
annual report, and there is clearly more work to be done there in
terms of the actual recovery, but also in sort of building out the
structural mechanisms in the housing market following the col-
lapse in 2008 and 2009.

In terms of the annual report, it is something that recognizes
when there is a risk that is outstanding and needs to be addressed,
and it serves as a good barometer for what the Council is focusing
on. So to the extent that this has been highlighted as a rec-
ommendation 4 years running now clearly indicates that this is a
priority and ongoing work.

Mr. HORSFORD. And so, what is being done? What discussions,
what review? You said that one of the 40 meetings that you had



27

was on the housing finance reform. What areas have you pursued
and what recommendations are coming from that analysis?

Mr. PINSCHMIDT. There are two sides to, generally, the Council’s
engagement on this issue. Clearly, there are a number of staff
working groups and regulators with specific equities in this. There
is the structural issue, in terms of housing finance reform, and
then there is the broader issue, which I think you were alluding
to, in terms of the very slow recovery and the impact on consumer
spending, the impact on the economy, and broader issues. So, it is
a two-front process.

Mr. HORSFORD. Ms. Clowers, what would you suggest, from the
GAO perspective, on this issue of the housing crisis as an emerging
issue that is still very much a priority, or should be, for the FSOC
to be working on?

Ms. CLOWERS. I think it goes to our recommendations about the
need to develop a systematic and comprehensive approach to iden-
tifying both current and emerging threats, that developing a com-
mon set of indicators across the system would allow regulators to
determine where there might be threats emerging. And I would en-
courage FSOC to continue to work with OFR to develop those tools
so they are risk-focused and forward-looking.

Mr. HORSFORD. Thank you.

I would like to also ask about an issue that I have heard from
one of our major industries in Nevada, which of course is gaming,
and the fact that there is some concern that as a nonbank industry
that does issue credit in the course of their business, that this is
an area where FSOC may be pursuing. Can you give me some indi-
cation of what FSOC is thinking from the perspective of a major
industry like gaming?

Mr. PINSCHMIDT. I can’t really comment specifically, but what I
can note is the only nonbanks that are eligible for designation—
and obviously there are other metrics and thresholds, but there has
to be initial determination that 85 percent of revenue or gross as-
sets are in the business of finance or financially related. So I am
not sure if that applies to the particular example that you noted,
but I would throw that out there.

Mr. HOrRsFORD. Okay. From a transparency standpoint—

Mr. DUFFY. The gentleman’s time—

Mr. HORSFORD. —it would be helpful to get that information out,
because there are concerns.

Mr. DUFFY. The gentleman’s time has expired.

The Chair now recognizes the gentleman from Kentucky, Mr.
Barr, for 5 minutes.

Mr. BARR. Thank you, Mr. Chairman.

Mr. Pinschmidt, moral hazard is a common justification for regu-
lation, but it can also be exacerbated by government intervention.
A criticism of the SIFI designation process is that being officially
identified as too-big-to-fail can actually increase the moral hazard
by incentivizing increasingly risky investments since taxpayers,
and not shareholders or creditors, are likely to bear the costs.

Is it possible that an SIFI designation or a designation for en-
hanced prudential supervision would actually exacerbate moral
hazard for an investment fund, for example, rather than reduce
that risk?
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Mr. PINSCHMIDT. The nonbank designations authority is designed
to actually recognize where companies are large, interconnected,
and where their material financial distress could pose a risk to fi-
nancial stability. It is not designed to prevent material financial
distress.

What happens after a designation is the Federal Reserve Board
issues enhanced prudential standards, and those are designed to
basically put some safeguards in there. To the extent that the com-
pany was to get into trouble, they would have more capital.

But also, there are other efforts that come into play, too. If fail-
ure is inevitable, then there is a resolution authority and living
wills, and those are designed to manage that failure in a more ef-
fective way by limiting the collateral consequences—

Mr. BARR. But what about this idea that designation as an SIFI
actually would have the potential to increase risk because you are
giving that institution a special designation that provides a layer
of protection from the taxpayer and not from shareholders or credi-
tors?

Mr. PiNscHMIDT. The tools that come into play after designation
are designed to basically make it so that a company can fail with-
out threatening financial stability.

Mr. BARR. Let me just shift gears here. Putting aside kind of ex-
otic insurance products like credit default swaps, for traditional in-
surance activities like life insurance, how would traditional insur-
ance activities pose a systemic risk to the financial system?

Mr. PINSCHMIDT. The Council, in its evaluation of certain insur-
ance companies under Section 113, that has been a company-spe-
cific exercise, looking at the nature of those companies, the nature
of their interaction, the leverage, the balance sheet exposure, un-
derstanding the impact of those specific companies if they were to
get into trouble and fail and what would that impact be on the
broader financial system. It didn’t necessarily take into account
specific activities; it was more company-focused.

Mr. BARr. Well, okay. If it is company-focused and you have a
hypothetical company that, again, does not engage in exotic insur-
ance products like a credit default swap, like an AIG, but it is just
a traditional life insurance company, would FSOC in any cir-
cumstance view that as a systemically risky company?

Mr. PINSCHMIDT. It is all situational-dependent, as you can imag-
ine. I think the key threshold for an FSOC designation is if that
company’s failure—it is—designation doesn’t sort of contemplate,
“Is the company likely to fail? Is there something going wrong?” It
doesn’t take any of that into account.

It is, “What happens if a company is failing? What would be the
impact on the broader market system?” And certainly activities can
come into play on that, but generally speaking, for the companies
that have been evaluated thus far, it has been on the company-spe-
cific factors.

Mr. BARR. Final question—I want to talk about the Form PF,
which has been described to me as a very onerous form. It is a form
that I am told asset managers must provide to the SEC, the CFTC,
and FSOC for systemic risk assessments. And the data that is re-
quired in filling out these forms and submitting these forms is ap-
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parently very voluminous and there are no clear procedures for
how these forms are used by the relevant agencies.

So the question is, who is reviewing these forms? Are they mate-
rially beneficial to the regulators and to FSOC in terms of evalu-
ating systemic risk? Because there is apparently tremendous cost
associated with assembling and reporting the data associated with
these so-called Form PFs. What is the benefit and what is hap-
pening with that submitted paperwork?

Mr. PINSCHMIDT. Congressman, in terms of the Form PF, those
are submitted by the—generally the hedge fund industry to the
SEC.

Mr. DUFFY. The gentleman’s time has expired.

The Chair now recognizes the gentleman from New Jersey, Mr.
Garrett, for 5 minutes.

Mr. GARRETT. Thank you.

I just have a couple of questions. In Ms. Clowers testimony she
states, “Even if FSOC determines that some information should not
be made public, its current practices do not provide detailed
records even for policymakers, including members of FSOC, to as-
sess decisions.” Not only do I find that appalling, but obviously
from a bipartisan perspective, members from both sides of the aisle
find it appalling that more information does not come out and the
transcripts do not come out.

So, first question: Who made the determination that detailed in-
formation and the transcripts would not be kept? Who was the per-
son who made that determination?

Mr. PiNscHMIDT. Congressman, the practice of the Council has
been—

Mr. GARRETT. I know the practices. Someone had to make the de-
cision. Did you make the decision to do that—to keep it secret?

Mr. PINscHMIDT. Congressman, I think it is a reflection of the
nature of the—

Mr. GARRETT. Did they have a vote on it at some point in time?

Mr. PINscHMIDT. If there was a vote, that would have been dis-
closed.

Mr. GARRETT. Okay. So there was never any vote, it just—you
never did it.

You have heard from both sides of the aisle that we believe that
information should be heard. Did you hear that from both sides,
from Democrats and Republicans just now?

Yes. That is a yes.

Will you go back and now look in to see how this information can
be kept confidential in the manner that you think it needs to be
kept confidential but still provide the transcripts? Will you make
that commitment to us today?

Mr. PINSCHMIDT. Congressman, what I will say as part of my re-
marks, in terms of my oral statement, was that the Council is a
young organization—

Mr. GARRETT. Will you go back and make that recommendation
to do so?

Mr. PiINscHMIDT. We recognize that there are areas that we—

Mr. GARRETT. Will you make that recommendation—I just need
a yes or no.
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Mr. PINSCHMIDT. I can go back and get you more information if
that would be helpful.

Mr. GARRETT. So you are going to keep it secret until some fu-
ture date.

You also talked, as far as other secret information that you con-
tinue to keep is with regard to the annual review. You told us what
the annual review is and you said you have already reviewed some
of these companies and you actually did it with—for G.E. and Pru-
dential I believe, right?

That is a yes?

Mr. PINSCHMIDT. That is correct.

Mr. GARRETT. That is right.

For their annual review, I think, as far as I can tell, you simply
sent out a notice to these companies saying that, “You are still an
SIFI1.” Is that basically correct?

Mr. PINSCHMIDT. After the review, that is correct, yes.

Mr. GARRETT. After the review. Was the review the exact same
process that you had for the initial review? In other words, did you
go through the entire three-stage process, allow the executives to
come back in and sit down and go through all that information
again?

Mr. PINSCHMIDT. The annual review was based—again, we are
sort of in a unique situation here because it was just under 12
months after the—

Mr. GARRETT. Okay.

Mr. PINSCHMIDT. —initial designation—

Mr. GARRETT. Right.

Mr. PINSCHMIDT. —but the annual review—

Mr. GARRETT. That is annual, 12 months.

Mr. PINSCHMIDT. Yes. So the annual review took into account the
key factors that weighed on the decision to designate.

Mr. GARRETT. So they don’t get a chance to come back on each
annual review to say, “Well, this is our interpretation of this, and
this is our interpretation of that?”

Mr. PiNscHMIDT. Each company is provided—before the annual
review commences they are notified and they are offered the oppor-
tunity to submit information and—

Mr. GARRETT. Submit information, but it is not the exact same
process as the first time around, to come in with the staff and what
have you and sit down and go through it, just as you said for the
first time?

Mr. PINsCHMIDT. At this stage, it is a different spot.

Mr. GARRETT. Will you recommend that it be changed back so
that the annual review is commensurate with the first review?

Mr. PiINscHMIDT. Congressman, certainly the spirit of your re-
marks and the suggestion about ways to improve, I think the
Council is taking a lot of that in, and to the extent that there are
ways to improve certain processes, including annual—

Mr. GARRETT. The Council is taking a lot into review. Ms.
Clowers and others have made recommendations, but it doesn’t
seem that—you may hear them, but you may not implement them,
is our concern.

When you make this analysis for these companies and others and
you are looking at across the horizon, as far as systemic risk, one
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of the items we heard from another panel is the ad hoc nature of
intervention by the Fed, under Section 13-3 in the last case, that
led to uncertainty in the marketplace. Is that something you look
at too, as far as you look across the horizon as far as systemic risk
potentialities—the ad hoc nature of the implementation of 13-3 by
the Fed?

Mr. PINSCHMIDT. So you are referring to the use of 13-3 during
the crisis?

Mr. GARRETT. That is what they did in the past, and they saw
that that ad hoc nature some economists said led to the uncer-
tainty in the marketplace and exasperated things. So now going
forward, understanding that the Fed still has those powers, do—
in a changed manner under Dodd-Frank, of course—do you look at
that as being a potentiality for a systemic risk going forward?

Mr. PINSCHMIDT. There is certainly a number of factors that are
considered as part of the designation process, and—

Mr. GARRETT. I am not talking about the designation process, per
se. I am looking into seeing what the Fed’s powers are and how
that may cause a systemic risk.

Mr. PINSCHMIDT. That is not something I am directly familiar
with, no.

Mr. GARRETT. You are not just looking at companies. Your own
analysis shows that you are looking at monetary policy and other
governmental policies and spending and what have you. You look
at all those things, don’t you?

Mr. PINSCHMIDT. Yes, to the extent certain issues impact the fi-
nancial functioning and—

Mr. GARRETT. So is 13-3 one that you look at?

Mr. DUFFY. The gentleman’s time has expired.

Mr. GARRETT. Could he just answer—

Mr. DUFFY. The gentleman may answer the question.

Mr. PINSCHMIDT. I can certainly get back to you on that one.

Mr. GARRETT. Thank you.

Mr. DUFFY. The Chair now recognizes the gentleman from Texas,
Mr. Green, for 5 minutes.

Mr. GREEN. Thank you, Mr. Chairman.

And I thank the witnesses for appearing.

I would also like to thank the staff for the outstanding job that
they have done in preparing us for this hearing.

Much has been said about insurance companies—about them
being regulated, about them having oversight. And to some extent,
I think these are some statements that merit a lot of credibility.

But we also have to remember that AIG was an insurance com-
pany. AIG was a regulated insurance company. AIG was also en-
gaged in capital markets, credit default swaps, derivatives.

FSOC exists in great part because of an insurance company,
AIG, that was ostensibly holding the world together. It is unbeliev-
able what the length and breadth of AIG’s involvement in capital
markets was. And I thank God we have an FSOC that can look
across the entire spectrum and spot the AIGs of the world before
they become a systemic risk and have an enormous impact on our
economy.

This process that FSOC has is something that Congress accorded
it, for the most part, in that if a company is displeased with the
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decision, that company has the right to appeal. So it doesn’t have
to live with what FSOC concludes; it can appeal.

A part of that process means that you go back to FSOC itself,
but that is not unusual. In court when you file a motion for a new
trial, the judge who heard your case is the judge who determines
whether you should get a new trial. If you appeal beyond that, you
can go to a district court, Federal district court. We trust the court
system in this country.

Appeal is a process that every person has if you are sued or if
you file suit and you don’t like the decision. And it is interesting
to note that when people lose, people appeal. They don’t always win
when they appeal, but they can appeal.

And corporations are people, my friends. Corporations do what
people do. When they lose, they appeal. This doesn’t mean that
FSOC hasn’t done its job because a corporation is disenchanted
with the process or disenchanted with an appeal. That is what hap-
pens. That is the American way.

Let’s talk for just a moment about who really is impacted by
what we are doing today, because to listen to what is being said,
you would think that this is a big dispute between mega corpora-
tions and the government. But this is really about people.

It is about the people who had their homes foreclosed on—3.2
million of them when we had the crisis. And by the way, minorities
were disproportionately impacted. Seventy percent of African-
Americans were likely more impacted with foreclosures when this
took place.

$3.7 trillion in real estate wealth lost. That hurt schools. That
was an impact on the tax base.

This is what we are trying to protect with Dodd-Frank and
FSOC—people, not mega corporations, not the AIGs of the world.
We are trying to look into them and make sure they don’t do what
was done again.

26.2 percent in pension value lost. $7.4 trillion in stock market
wealth lost. That is about $66,200 per household.

These are real people who suffered. I was there when we took
that vote on TARP, and I saw the stock market as it took its 778-
point decline. I got the calls the next day from people who were
talking about their 401Ks.

Real people suffer. This is about more than mega corporations
doing battle with the government. Evictions: with 8.8 million jobs
lost, people got evicted.

I stand with the people, and I stand for FSOC doing its job be-
cause if it doesn’t, real people will be hurt.

Thank you, Mr. Chairman. I yield back.

Mr. DUFFY. The gentleman’s time has expired.

The Chair now recognizes the gentleman from California, Mr.
Royce, for 5 minutes.

Mr. RoycCE. Thank you very much, Mr. Chairman.

And I appreciate Mr. Pinschmidt being with us today. I will go
back to something that Chairman McHenry mentioned, and that
was following the FSOC’s July 31st meeting, the Council an-
nounced that it would take a more focused analysis of industry-
wide products and activities, and in the asset management indus-
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try they would do this this way rather than designating specific
asset managers as systemically risky.

So it is my understanding there has been a working group set
up, or maybe about to be set up, to look at these products and ac-
tivities. I have maybe five questions here that I would just ask you,
and then you can give me your response.

But if you want to list these as I go through them, the first
would be, can you tell us the makeup of that working group, and
the timeline for a review? Will there be a report put out for public
comment at the conclusion? Does the OFR have a role in the proc-
ess, I would ask? And will there be additional roundtables where
all stakeholders can participate?

Mr. PINSCHMIDT. Congressman, you are right. Following the July
31st meeting, the readout for that meeting noted that the Council
asked staff to undertake a detailed review of asset management ac-
tivities and products. The Council has long recognized that asset
managers are different than perhaps other nonbanks, and that was
part of the reason in the 2012 final rule on the designations au-
thority that the Council noted that additional work needed to be
done, and that was the impetus for the OFR study, which identified
certain activities.

So to the extent that work is being done there, clearly when you
look at asset managers and you compare them to other nonbanks,
even the largest asset managers, their balance sheets are substan-
tially smaller than other nonbank firms. There is very little lever-
age.

There is an agency business model, which is quite distinct from
a balance sheet business model. So to the extent that a company
was in distress, they are not necessarily selling their own assets.
The customers are kind of—it is their decision.

Mr. ROYCE. Right.

Mr. PINSCHMIDT. So these are different—oh, sorry.

Mr. RoyceE. But the makeup of the working group and the
timeline for review, if you could give me some information on that?

Mr. PINSCHMIDT. In terms of the process going forward—

Mr. RoYCE. Right.

Mr. PINSCHMIDT. —that is a decision that is being worked out at
the Council level and—

Mr. RoYcE. That decision hasn’t been made yet? Will there be a
conclusion put out for comment, do you think?

Mr. PINSCHMIDT. To the extent the Council recognizes the impor-
tance of engaging with the public on its work, and that was part
of the reason the Council hosted an asset management conference
back in May. So we would expect, to the extent that this work
moves forward, additional sort of consultation and collaboration—

Mr. ROoYCE. Maybe a public comment section—session at the end,
then, would be appropriate, you are anticipating.

Does the OFR have a role in the process?

Mr. PINSCcHMIDT. Certainly all the member agencies of the Coun-
cil will be involved.

Mr. Royce. Have the FSOC participants agreed that they will
not meet with entities under consideration until an actual stage
three designation is made, or—do you know? What is going on, on
that front?
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Mr. PiNscHMIDT. Congressman, in terms of the nonbanks des-
ignations process, what I would note is that we did put out the
final rule that was subject to three rounds of comment. We recog-
nize that was done 2 years ago now, and we have gone through a
process with three different companies for designation.

There are clearly new facts on the ground. The Council doesn’t
want to be frozen in its ways and its process. So as I noted in my
oral remarks, certainly the Council recognizes we have received a
lot of input; we have gone through the process a few times and we
are evaluating—

Mr. ROYCE. Let me ask you this question: Is this policy formal-
ized or documented? Are you putting out a documented process
here that—

Mr. PINSCHMIDT. Yes. In terms of the interpretive guidance that
accompanies the final rule, it notes the interaction between the
Council and this is also supplemented in the hearing procedures for
the designations process—it notes the interaction between the
Council and companies under consideration.

Mr. RoYCE. We have talked about transparency and due process
during this hearing, and I think a simple solution here would be
publishing what the process actually is regarding interaction with
companies in stage two, or purgatory, I think, as our colleague
rightly termed it, and that might be your best way forward, if I
might suggest.

Thank you.

Mr. DUFFY. The gentleman’s time has expired.

The Chair now recognizes himself for 5 minutes.

Mr. Pinschmidt, I listened to your opening statement and I was
taken with your commitment and support for openness, trans-
parency in policy, and a flow of information. I think those are some
of the phrases that you used in your opening statement.

As T have listened to the testimony today, I have great concern
that FSOC isn’t open, it isn’t transparent, and there is not a good
flow of information. And I think you have seen a bipartisan concern
in regard to the information that flows, in regard to transcripts
from the meetings, from FSOC.

And I think all of us recognize that there are things that cannot
be disclosed. There is confidential information that you have access
to that the companies don’t want disclosed and wouldn’t want to
share it with you if it was to be disclosed.

But there is a lot of information and a substantial portion of a
transcript that can be disclosed, and there can be redactions. And
FSOC, per your testimony today, has no willingness to actually en-
gage in a process of disclosing not minutes, but transcripts of a
meeting, maybe even with a delay.

So I guess as you sit here today, you are still committed to not
using the various tools even that the FOMC will use, with a delay
in time and redacting sensitive information, that FSOC is still not,
seeing bipartisan concern here, going to at least go back and dis-
cuss the possibility of disclosing transcripts?

Mr. PINScHMIDT. Congressman, what I can say is that the Coun-
cil recognizes it has a very important responsibility for trans-
parency. It is a responsibility that has to be balanced, though, with
the protection of confidential financial information.
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Mr. Durry. Have you ever heard of redacting? Can you redact
confidential information? That is a tool that you would have if you
disclosed transcripts.

Ms. Clowers, is that a tool that could be used—redacting sen-
sitive information?

Ms. CLOWERS. Yes.

Mr. DUFFY. Do you believe that if we had a little delay in time,
as would be appropriate, and redacted sensitive information, that
transcripts could be disclosed?

Ms. CLOWERS. Correct. That is one of the things we noted in our
2012 report. We looked at different models, such as the open mar-
kets, and noted that those type of tools are available for FSOC.

Mr. DUFFY. Does the FOMC discuss sensitive information like
monetary policy?

Ms. CLOWERS. Yes.

Mr. DUFFY. And they still provide transcripts, yes?

Ms. CLOWERS. Yes.

Mr. DuUrrY. And, Mr. Pinschmidt, you are discussing far more
sensitive information? Is that your testimony here today that the
FOMC can provide transcripts to the public but you can’t?

Mr. PiNnscHMIDT. Congressman, what I would say is that the
Council is committed to getting more information out—

Mr. DUFFY. Listen, you are not. I would say I love the dance that
you have done today, but you are not. You have not given us—any
of us—a satisfactory answer that, listen, we are going to go back
and we are going to have a hard conversation on transcripts and
redacting and making sure that we send out more than—I am look-
ing at your annual reevaluation of designation of nonbank financial
companies and you wanted us to believe that your minutes, or the
summary, which is a paragraph, is sufficient for the public.

That is what you wanted us to believe, and as I look at it, at the
end it says, “Members of Council then asked questions and had a
discussion.” Nothing about the questions. Nothing about the discus-
sion. Nothing. And then, “The Council did not either—did not re-
scind either company’s designation.”

What was the vote on this? What was the votes that were taken?
How did everybody vote?

Mr. PINsCHMIDT. Congressman, the—

Mr. Durry. How did everybody vote?

Mr. PINSCHMIDT. —the document you are referring to is the read-
out from the meeting.

Mr. Durry. How did everybody vote? Do you disclose the votes?

Do you know that I have a card right here, and every vote I
make is public. Go to the Supreme Court. Every vote is public.

How does everybody vote on FSOC? That isn’t even disclosed.

And T look at the notice of proposed designation at MetLife. You
had one present vote. Who was that?

Mr. PINsCcHMIDT. Congressman, I am not in a position—

Mr. DUFFY. Who was it?

Mr. PINSCHMIDT. —to identify.

Mr. DUFFY. No, you are not.

Again, you came and you said, you know what? We support open-
ness, transparency, flow of information.
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You know what? I bet it was the one person who had insurance
experience. And I would love to hear the conversation that he had
with FSOC in those meetings, the one guy with insurance experi-
ence who voted present and probably would dissent.

Again, don’t come in and tell us you are open and transparent.
We all want to see the process opened up; we want to see what is
happening.

Ms. Clowers, in her work—GAO has given you the same advice.
So I guess I would look at the bipartisan effort and message that
has been sent from this committee and go back and have a solid
conversation and review the policies at FSOC.

Mr. PiNnscHMIDT. Congressman, we certainly look forward to
working with the committee on that going forward.

Mr. DUrryY. Thank you. I appreciate that.

My time has expired.

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-
jection, Members will have 5 legislative days to submit extraneous
materials to the Chair for inclusion in the record.

And without objection, this hearing is adjourned.

[Whereupon, at 12:25 p.m., the hearing was adjourned.]
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What GAO Found

The Financial Stability Oversight Council’s (FSOC) has taken steps to address
some of GAO’s September 2012 recommendations, but additional efforts are
needed. GAO made nine recommendations to FSOC in three areas: emerging
threats and risks identification, transparency and accountability, and collaboration
and coordination. GAO recommended, among other things, that FSOC:

+ develop a systematic approach that includes collecting and sharing key
financial risk indicators to help identify potential threats to financial stability,

+ develop a strategy to improve communications with the public;

« keep detailed records of closed-door sessions;

» create a framework for assessing the impact of its decisions to designate
nonbanks for enhanced supervision;

« develop policies to clarify when collaboration or coordination should occur;

« adopt leading practices, such as joint strategies, for coliaboration; and

« clarify roles and responsibilities for monitoring threats to the financial system.

FSOC still lacks a comprehensive, systematic approach to identify emerging
threats to financial stability. In 2012, GAO reported that FSOC's approach might
not help identify new risks or threats that member agencies had not already
identified. The Office of Financial Research (OFR) has made some progress in
developing data tools to support FSOC since the 2012 report, but GAQ's
abservations of two of these tools suggest that one tool does not focus on risks
to the financial system, while another remains in a prototype phase.

FSOC has taken steps to improve its communication with the public but could do
more 1o improve transparency and accountability. In May 2014, FSOC approved
a revised transparency policy, and FSOC staff said they had attempted to
provide more information in the minutes of meetings, But FSOC staff said that
they did not intend to keep detailed minutes because of the confidential
information discussed. Also, FSQC staff also said that the impact of designating
nonbanks for enhanced supervision would be assessed as part of a mandated
January 2016 study. However, FSOC has not begun to prepare for this study.
GAOQ has reported on the importance of advance planning for retrospective
studies so that needed data are collected.

FSOC has taken steps to improve collaboration and coordination among member
agencies but does not plan to act on some of GAQ's recommendations on
coordination. in May 2014, FSOC approved one formal mechanism that
supported coordination—bylaws for the Deputies Committee of senior officials
from member agencies that describe its role in coordinating FSOC activities.
FSOC staff said they did not pian to clarify the roles and responsibilities of
FSOC, OFR, and member agencies because the overlapping responsibilities for
monitoring systemic risk had not been problematic. Officials also said that FSOC
would not adopt practices to coordinate rulemaking across member agencies, as
it does not have the authority to direct independent agencies. GAO maintains
that action is needed as its past work has shown that the lack of clear roles and
coordination can tead to duplication, confusion, and reguiatory gaps.
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Chairman McHenry, Ranking Member Green, and Members of the
Subcommittee:

Thank you for the opportunity to be here today to discuss the Financial
Stability Oversight Council (FSOC). As you know, the 2007-2008 financial
crisis focused attention on weaknesses in the U.S. regulatory structure,
including the lack of an agency or mechanism responsible for monitoring
and addressing risks across the financial system and a shortage of timely
information to facilitate that oversight. In response to the crisis, in 2010
Congress passed the Dodd-Frank Wall Street Reform and Consumer
Protection Act (Dodd-Frank Act), which provided for a broad range of
regulatory reforms." Among other things, the act established FSOC to
monitor the stability of the U.S. financial system and take actions to
mitigate risks that might destabilize the system.? The Dodd-Frank Act also
created the Office of Financial Research (OFR), in part, to support FSOC
by providing financial research and data.? Congress gave FSOC a
number of significant authorities to help it execute its broad mission,
including designating nonbank financial companies for heightened
supervision by the Board of Governors of the Federal Reserve System
(Federal Reserve).

My remarks are based on our September 2012 report on FSOC and OFR
and updates conducted from June through September 2014.* Specifically,
in our 2012 report we reviewed FSOC's challenges in achieving its
mission, efforts to establish management mechanisms, activities for
supporting collaboration among their members and external stakeholders,
and its processes for issuing reports and rules and made nine
recommendations to FSOC for improving its ability to identify systemic
risk and emerging threats, its transparency and accountability, and

"Pub, L. No. 111-203, 124 Stat. 1376 (2010).

2The provisions of the Dodd-Frank Act dealing with FSOC are contained primarily in
subtitle A of title 1, §§ 111-123, codified at 12 U.5.C. §§ 5321-5333, and title VIl codified
at 12 U.S.C. §§ 5461-5472.

®The provisions dealing with OFR are contained primarily in subtitie B of title 1, §§ 151-
1586, codified at 12 U.S.C. §§ 5341-5346.

4GAQ, Financial Stability: New Council and Research Office Should Strengthen the

Accountability and Transparency of Their Decisions, GAQ-12-886 (Washington D.C.:
Sept. 11, 2012).
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collaboration and coordination across members and member agencies.®
In my comments today, | will discuss FSOC’s progress in addressing
these recommendations.

For our September 2012 report, we reviewed our eatlier reports on
financial reform and the 2007-2008 financial crisis, statements by
government officials and academic experts, and agency documents,
including information on budgeting, staffing, and planning. We evaluated
FSOC’s management mechanisms using criteria from Standards for
Internal Control in the Federal Government and our past work on
establishing federal entities.® We analyzed FSOC policies, procedures,
and products to determine whether and how their collaboration practices
compared with key elements of effective collaboration that we had
previously identified and to identify FSOC’s processes for issuing
products.” We also interviewed FSOC and OFR staff; officials from
FSOC’s member agencies; and external stakeholders, including foreign
officials, industry trade groups, and academics, More details on our scope
and methodology are included in the September 2012 report. We
previously testified on our 2012 report in March 2013.2 To obtain updates
on the progress FSOC had made in implementing our recommendations,
we interviewed FSOC staff and reviewed relevant documents, such as
the 2014 annual report. The work on which this statement is based was
conducted in accordance with generally accepted government auditing
standards. Those standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable basis for

5“’1 addition to these nine recommendations, we also recommended that OFR build on its
strategic framework by further developing its strategic planning and performance
management system fo link its activities to goals and use publicly available performance
measures to measure progress.

8GAO, Internal Control: Standards for Internal Controt in the Federal Govemment,
GAO/AIMD-00-21.3.1 (Washington, D.C.: November 1999); and Infernal Control
Standards: Intemal Control Management and Evaluation Tool, GAO-01-1008G
(Washington, D.C.: August 2001) and GAQ, Miflennium Challenge Corporation: Progress
Made on Key Challenges in First Year of Operations, GAO-05-625T (Washington, D.C.
Apr. 27, 2008) and Troubled Asset Relief Program: Additional Actions Needed to Befter
Ensure Integrity, Accountability, and Transparency, GAO-08-161 (Washington, D.C.; Bec.
2, 2008).

"GAD, Results-Oriented Government: Practices That Can Help Enhance and Sustain
Collaboration among Federal Agencies, GAO-06-15 (Washington, D.C.: Oct. 21, 2005).

BGAO, Financial Stability: Continued Actions Needed fo Strengthen New Council and
Research Office, GAO-13-4671 (Washington, D.C.: March 14, 2013).
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our findings and conclusions based on our audit objectives. We believe
that the evidence obtained provides a reasonable basis for our findings
and conclusions based on our audit objectives.

Background

FSOC has 10 voting and 5 nonvoting members (fig. 1). The 10 voting
members include 9 federal regulators and an independent insurance
expert. The five nonvoting members include representatives from state
bank, securities, and insurance regulators and the directors of OFR and
the Federal Insurance Office. As the chairperson of FSOC, the Secretary
of the Treasury has certain powers and responsibilities related to FSOC's
meetings, rulemakings, recommendations, and reports and testimony to
Congress. The Secretary, in consultation with the other FSOC members,
is also responsible for regular consuitation with the financiai regulatory
entities and other appropriate organizations of foreign governments or
international organizations. To help carry out the council’s business,
FSOC has established seven standing committees that are generally
composed of staff of FSOC members and member agencies.®

SThe committees are the Deputies Committee, Systemic Risk Committee, Designation of
Nonbank Financial Companies Committee, Designation of Financiat Market Utilities
Committee, Heightened Prudential Standards Committee, Orderly Liquidation Committee,
and Data Committee.

Page 3 GAO-14-873T
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Figure 1: Financial Stability Oversight Council (FSOC) Membership

Director Director
Fedoral Office of Banting insgance Securmies
Insurance Financial - Consuran o ecunt
Office Research >

Nopvoting members

- Chairperson of FSOC

Source: GAQ analysis of Dodd-Frank Act. | GAQ-14-873T

The Dodd-Frank Act established OFR to serve FSOC and its member
agencies by improving the quality, transparency, and accessibility of
financial data and information; conducting and sponsoring research
related to financial stability; and promoting best practices in risk
management. The act requires OFR to

« collect and provide data to FSOC and member agencies;
standardize the types and formats of data reported and collected;
perform applied and essential long-term research;

develop tools for risk measurement and monitoring; and

make the results of its activities available to financial regulatory
agencies.

. ..

To help achieve these goals, the OFR must set up a data center and a
research and analysis center.
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FSOC Has Made
Some Progress in
Responding to GAO’s
2012
Recommendations

FSOC has taken steps to address some of our recommendations, such
as those related to communication. However, it needs to take further
action to fully address all of our recommendations.

Monitoring Systemic Risks
and ldentifying Emerging
Threats

In September 2012, we made two recommendations to FSOC that were
designed to improve its efforts to identify and report on sources of
systemic risk and emerging threats fo financial stability. First, we
recommended that FSOC develop an approach that included systematic
sharing of key financial risk indicators across FSOC members and
member agencies to assist in identifying potential threats for further
monitoring or analysis. We reported that FSOC had taken steps to meet
its statutory responsibilities related to identifying risks and potential
emerging threats to U.S. financial stability, including by setting up a
Systemic Risk Committee—one of the seven standing FSOC
committees—that is responsible for systemic risk monitoring and plays a
key role in reviewing sources of systemic risk. The committee primarily
relies on an approach that begins with suggestions from member agency
staff of risks or threats that, in their view, may benefit from interagency
coordination. As we noted in 2012 this approach may facilitate analysis of
risks that could benefit from interagency discussions and responses, but
may not help to identify new risks or threats that FSOC member agencies
have not already identified on their own.

OFR participates in the Systemic Risk Committee and, since the
publication of our 2012 report, has developed a tool known as the
Markets Monitor, which provides an update on financial and economic
developments, that OFR presents at each meeting of the committee. OFR
also continues to develop a Financial Stability Monitor for assessing
vuinerabilities in the financial system, which it first presented publicly in its
2013 Annual Report. However, the Markets Monitor does not appear to
be focused on risks to the financial system, and the Financial Stability
Monitor remains in a prototype phase—and neither yet reflect the
systematic sharing of key financial risk indicators {o assist in identifying
potential threats to financial stability. OFR’s continued work to develop
indicator-driven tools to assess risks to the financial system is
encouraging, but without a more systematic approach and
comprehensive information, FSOC cannot be assured that it is fully
informed about critical vuinerabilities in the financial system.

Page 5 GAO-14-873T
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Second, in 2012 we recommended that FSOC develop more systematic,
forward-looking approaches that would help in separating emerging
threats to financial stability from more current risks and prioritizing them in
its annual report. Since then, FSOC made some progress in addressing
this recommendation but could do more. When we last reviewed the
emerging threats identified in FSOC’s annual report in 2012, FSOC had
not developed a structure that supported having a systematic or
comprehensive process for identifying and separating them from other
risks. Further, FSOC had identified a large number of threats without
explicitly prioritizing them. In contrast, other entities, such as the
International Monetary Fund and European Central Bank, have issued
reports that explicitly prioritized potentially significant threats.

Since our 2012 report, however, the ongoing work of the Systemic Risk
Committee has become more tightly integrated into FSOC'’s annual
reports according to FSOC officials. FSOC officials told us that the
Systemic Risk Committee’s efforts to identify and monitor threats to
financial stability now served as a basis for the annual report. However,
as noted previously, despite some new contributions from OFR, the work
of the Systemic Risk Committee is not yet driven by a systematic and
comprehensive approach. Instead, FSOC continues to rely on member
agency staff to suggest various threats. Although FSOC staff
distinguished between current known risks and potentially emerging
threats to financial stability, the two are not clearly distinguished in the
2014 FSOC Annual Report. For example, the first threat identified in the
2014 Annual Report was the risk posed by financial institutions’ reliance
on short-term financing—a risk that had been identified for some time.
Moreover, FSOC staff told us that they had not and did not plan to
prioritize the threats they identified in the annual reports. FSOC staff said
that prioritization could detract attention and resources from some of the
identified threats. Until FSOC improves its processes for identifying and
prioritizing potential emerging threats to financial stability in its annual
reports, policymakers and market participants will not have the
information they need to develop effective and timely responses to those
threats.

Transparency and
Accountability

Although FSOC had adopted communication methods to provide
information on their activities o the public and taken steps to be
transparent and accountable, we reported in 2012 that some of these
efforts could be strengthened and made four recommendations. FSOC
should
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Communication Strategy

Detailed Record Keeping

« develop a communication strategy to improve communications with
the public;

« keep detailed records of closed door sessions of principals meetings
and to the extent possible make them publicly available after an
amount of time has passed;

« make recommendations in its annual report more specific by
identifying which member agency or agencies, as appropriate, are
recommended to monitor or implement such actions within specified
time frames; and

« establish a collaborative and comprehensive framework for assessing
the impact of decisions for designating financial market utilities (FMU)
and nonbank financial companies on those entities and the wider
economy.

In our 2012 report, we noted that FSOC had not taken full advantage of
modern communication tools to provide information about its activities
and its website did not provide a mechanism for the public to receive
updates about the council’s activities and decisions. in May 2014, FSOC
updated its transparency policy. FSOC staff said that this effort was the
result of a review of other entities’ governance practices and that the
policy reflected a commitment to improve communication with the public.
For example, the council will now publicly announce its meetings at least
seven days in advance of the meeting and will have a live web stream of
its open meetings. in addition, FSOC staff said the decision to provide
summaries of the meetings as soon as practicable afterwards was an
effort to provide information in a timelier manner. Prior to the change to
providing these summaries, the public would have to wait until the next
FSOC meeting when the minutes were approved for the prior meeting.
FSOC staff said that they have worked to make sure the website is
updated more frequently, such as posting minutes soon after the council
approves them. in addition, the website now offers the public the ability to
sign up for email updates.

in our 2012 report, we found that FSOC did not keep detailed records of
deliberations or discussions at the council's meetings or at the committee
level. FSOC has said it will provide more information in its minutes but
has also argued that some of the information discussed is protected. No
specific level of detail is required for FSOC minutes, but the limited
documentation of their discussions has made it difficult to assess FSOC's
performance. For instance, we reported in 2012 that the minutes typically
described agenda items for the meetings and information on the
presenters but lacked additional detail even If the information being
discussed was not likely to be market sensitive or if disclosing it would not
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Accountability in Annual Report
Recommendations

affect the deliberations. As a result, the minutes provided the public with
little information about FSOC’s activities and deliberations.

FSOC staff indicated that the council had been trying to include more
detail in its minutes since October 2013, In July 2014, the Council of
Inspectors General on Financial Oversight audited FSOC’s compliance
with its transparency policy and recommended that the council continue
its efforts to provide greater detail in the meeting minutes for closed
sessions. '® For example, it specifically noted that FSOC could have
provided more information than it did about a presentation on housing
finance rules from its December 2013 meeting because the rules were
final. in 2012, we reported that similar bodies, such as the Federal Open
Market Committee, publish minutes that provide greater detail and
voluntarily release transcriptions of their meetings 5 years after a meeting
occurs. FSOC staff recognized the need for transparency but also noted
that certain information was protected from disclosure under various
statutes and could not be released. They noted more recently that
discussions often touched on confidential information, some of which
would remain sensitive for long periods of time. However, even if FSOC
determines that some information should not be made public, its current
practices do not provide detailed records even for policymakers, including
members of FSOC, to assess decisions.

FSOC's annual reports serve as a key accountabifity document. FSOC
staff noted that FSOC’s annual reports provided Congress and the public
with a description of FSOC’s activities, its views on potential emerging
threats to U.S. financial stability, and recommendations to enhance the
integrity, efficiency, competitiveness, and stability of U.S. financial
markets. However, in 2012 we found that the annual reports did not
consistently designate an FSOC member or members to monitor or
implement the recommendations or establish time frames for certain
actions, such as reporting to the council on the status of
recommendations. Without such detail, we noted, it is difficult to hold
FSOC or the responsible member agency accountable for progress in
implementing the prescribed recommendation(s).

YCouncit of inspectors General on Financial Oversight, Audit of the Financial Stability
Qversight Council’s Compliance with its Transparency Policy, CIGF0O-14-001, July 2014.
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Framework for Assessing
Designation Decisions

in March 2013, Treasury officials told us that FSOC had begun to develop
a process for the 2013 annual report and that our recommendations were
provided to the team assigned to pull together the annual report for
consideration. In June 2014, they told us that they had identified
responsible agencies or others for certain recommendations in its most
recent reports, as appropriate. In September 2014, FSOC staff explained
that staff supporting the Systemic Risk Committee were monitoring
progress and actions related to the annual report recommendations and
providing updates on previous recommendations in the following year's
annual report, We found that the 2014 annual report reflected progress in
identifying member agencies that would address certain
recommendations compared to the 2012 report. However, several
recommendations continue to include specific actions without identifying
an agency or agencies responsible for them, For example, the council
recommends developing a plan to implement a smooth transition to any
new interest rate benchmarks—rates such as the London Interbank
Offered Rate (LIBOR), which are the basis for hundreds of trillions of
dollars in financial contracts—but does not identify any specific member
agencies or others who wouid develop the plan.” We continue to believe
that FSOC should hold responsible parties accountable for ifs
recommendations and identify them in its annual report as appropriate.

The Dodd-Frank Act gave FSOC the authority to designate FMUs as
systemically important if FSOC determined that the failure of an FMU or a
disruption in its functioning could threaten U.S. financial stability.
Similarly, the Dodd-Frank Act provided FSOC with the authority to
designate nonbank financial companies for supervision by the Federal
Reserve under its enhanced prudential standards. ™ The act stipulates
that FSOC may designate these companies if material financial distress
at that company, or the nature, scope, size, scale, concentration,

"The international regulatory community moved to reform LIBOR after systematic
manipulation of inferest rate surveys. FSOC identified threats related to continued refiance
on LIBOR, including that reference rates are not anchored to observable transactions and
that LIBOR might be discontinued.

2The Dodd-Frank Act also subjects large bank holding companies with total consofidated
assets of $50 billion or more o enhanced supervision and prudential standards, No FSOC
designation is required for these bank holding companies to be subjected to enhanced
supervision and standards. In addifion, some potential nonbank holding companies that
may be designated are already subject to some Federal Reserve oversight because they
are thrift holding companies. The Dodd-Frank Act transferred the oversight of these
companies from the Office of Thrift Supervision to the Federal Reserve.
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interconnectedness, or mix of the company’s activities could pose a threat
to U.S. financial stability. In our September 2012 report, we
recommended that FSOC develop a comprehensive framework for
assessing the impact of its designation decisions. While FSOC has done
some limited reviews, it has not planned for a comprehensive review that
would provide a broad picture of the impact of designating these firms.

To date, FSOC has designated eight FMUs and three nonbank financial
companies. On September 4, 2014, it announced that it proposed to
designate another nonbank financial company. The designations were
intended to address certain risks that these entities posed to financial
stability and have the potential to confer other benefits and costs on the
wider economy (as well as on the designees). We noted in our March
2013 testimony that FSOC had some limited processes in place to review
its designations of nonbank financial companies, including an annual
review and a review of the stage one thresholds stated in dollar terms at
least every 5 years.” FSOC reported that at its July 31, 2014, mesting, it
held a discussion that included an annual review of two nonbank financial
companies designated in July 2013: American International Group, Inc.
and General Electric Capital Corporation. The council did not rescind
either company’s designation. However, we also had noted in our 2013
testimony that FSOC had not set up processes to conduct a
comprehensive assessment of the overall impact of the designations and
to determine whether they were achieving the intended resuit.

We recognize that doing a comprehensive analysis to assess whether
designations are having their intended impact of providing greater
financial stability and the extent of any other impacts will be challenging.
For example, establishing a baseline from which to evaluate the overall
impact of the designations will likely be complex because the impact will
depend on the application of a number of rules being written by muitiple
independent regulatory agencies—the Commodity Futures Trading
Commission, Federal Deposit insurance Corporation, the Federal
Reserve, and Securities and Exchange Commission—and issued over a

3The process for designating nonbank financial companies for enhanced supervision
generally includes three stages. The guidance for determining whether a company shoutd
pass from the first stage to the second stage, uses six uniform quantitative thresholds that
measure size, debt, leverage, and derivative liabilities. If a company meets the size
threshold of having total consolidated assets of at least $50 billion and one of the other
thresholds, it would move from stage one to stage two.
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span of time. ™ However, FSOC is uniquely positioned to address
challenges associated with such an analysis. FSOC is responsibie for
designating FMUs and nonbank financial companies, and its member
agencies are responsible for writing the rules that will impact these
designated entities. Moreover, FSOC with OFR’s help has already
collected information on both designated and other companies that could
help in creating a baseline. FSOC could also continue to rely on OFR for
some further data collection and analysis. But without a comprehensive
assessment, decision makers may not have the information they need to
determine whether designating new entities for enhanced supervision and
other requirements and restrictions is addressing a perceived gap in the
reguiatory system and improving the financial system’s stability or
whether policy changes should be considered.

According to FSOC staff, the recurring study required under Section 123
of the Dodd-Frank Act (next required no later than January 2016) is the
appropriate mechanism for evaluating the overall impact of the
designations process. Section 123 requires FSOC's Chairperson to carry
out a study of the economic impact of possible financial services
regulatory limitations on financial institutions that are intended to reduce
systemic risk. According to the act, such a study should estimate the
benefits and costs on the efficiency of capital markets, on the financial
sector, and on national economic growth of limitations on the activities or
structures of financial institutions that may be useful to limit systemic risk,
such as limits on the organizational complexity and diversification of large
financial institutions. FSOC staff said that they had not begun planning for
a study and did not know when planning for it would begin. We noted in
our 2012 report that such an evaluation would require collaboration
among several members of FSOC and emphasized the importance of
advance planning for retrospective studies so that needed data are
collected. We have ongoing work examining FSOC’s designation
process, including the data collection, analyses, and criteria used in
making determinations. We plan to issue this report later this fall.

in GAO-12-151 we note the importance of setting up baselines early to support later
retrospective reviews of individual rules. in addition, we reported that in light of its various
statutory requirements, FSOC plans to assess the future impact of significant Dodd-Frank
rules. Given these plans, we previously recommended that FSOC direct OFR to begin
collecting the necessary data to carry out these analyses.
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Collaboration and
Coordination

In our September 2012 report, we also made three recommendations to
improve FSOC’s collaboration and coordination. Title | of the Dodd-Frank
Act directs FSOC to facilitate information sharing and coordination among
its member agencies and other federal and state agencies regarding
domestic financial services policy development, rulemaking,
examinations, reporting requirements, and enforcement actions.™ The
Dodd-Frank Act encourages collaboration between FSOC and external
stakeholders, especially state regulators and international entities.

However, we found FSOC could do more to promote collaboration and
coordination. We recommended that it establish formal collaboration and
coordination policies that clarify issues such as when collaboration or
coordination should occur and FSOC'’s role in facilitating that
coordination. In October 2010, FSOC issued an integrated
implementation road map for the Dodd-Frank Act that included a list of
the rules regulators were required to promuigate, provided a time line for
those rulemakings, and identified the agencies responsible for each one.
FSOC has also developed a consultation framework for the agencies
involved in rulemakings. In a November 2011 report, we noted that
although FSOC’s road map and consultation framework were a positive
development in facilitating coordination, they had limited usefulness. ™ For
example, the consultation framework does not provide any specifics
about staff responsibilities or processes to facilitate coordination, and
according to FSOC staff, it is not intended to provide such information. it
also does not describe when interagency coordination is required or what
happens when rules conflict with or duplicate each other.

Since our 2012 report, FSOC has made some changes that are
responsive to this recommendation. It has undertaken a review of its
governance structure, and one of the outcomes of that review was the
development of bylaws for its Deputies Committee of senior officials from
member agencies, which were adopted in May 2014. These bylaws
formally state that the Deputies Committee is responsible for coordinating
and overseeing the work of FSOC commiittees, coordinating the council's
agenda, and coordinating with OFR. A key purpose of the bylaws is to
provide guidance on how the Deputies Committee will function when the
council delegates to it any authorities or actions. FSOC staff recently told

512 U.8.C. § 5322(a)(2)(E).
18GAO-12-151.
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us that FSOC has an ongoing effort to develop charters for the other
committees that serve the council. The Deputies Committee’s bylaws and
the ongoing effort to review FSOC’s governance structures are positive
developments in providing additional clarification on the roles and
responsibilities of FSOC committees. We will continue to monitor these
efforts and the extent to which they clarify coordination and collaboration
across member agencies.

Similarly, in our September 2012 report, we recommended that FSOC
more fully incorporate key practices for successful collaboration that we
have previously identified, which could include working jointly with
agencies to coordinate schedules for rulemakings, conduct collaborative
systemwide stress tests, or create external advisory committees.”” FSOC
staff told us that the statute did not give FSOC the authority to direct
actions of individual members including requiring members to coordinate
rulemakings. While we understand the sensitivity to respecting members’
independence, we maintain that additional collaboration practices can be
adopted without impinging on the regulators’ independence. Further,
although the Dodd-Frank Act gave FSOC a certain statutory exemption to
encourage the development of external advisory committees that could
include industry representatives, academics, and state regulators, it has
not formed any such commitiees. However, over the last year, FSOC has
reached out to external stakeholders in some other ways. In May 2014,
FSOC held a public conference on the asset management industry and
its activities, at which they solicited input from the industry and other
stakeholders, including academics and public interest groups. FSOC staff
at Treasury also told us in June 2014 that a banker had briefed FSOC
principals on cybersecurity issues.

Finally, we recommended in our September 2012 report that FSOC and
OFR clarify responsibility for implementing requirements to monitor
threats to financial stability across FSOC and OFR, including among
FSOC members and member agencies. As noted earlier, FSOC is tasked
with monitoring the financial services marketplace to identify potential

"This recommendation complements a previous recommendation we made in our 2011
report on financial regulations (GAO-12-151). Specifically, in that report we recommended
that FSOC enhance interagency coordination on regulations issued pursuant to the Dodd-
Frank Act by working with federal financial regulators to develop formal coordination
policies that would clarify issues such as the timing of coordination, the process for
soliciting and addressing comments, and FSOC’s role in facilitating coordination.

Page 13 GAQO-14-873T



53

threats to U.S. financial stability, and OFR’s Research and Analysis
Center must develop and maintain metrics and reporting systems for risks
to U.S. financial stability as well as monitor, investigate, and report on
changes in systemwide risk levels. The Dodd-Frank Act defines certain
responsibilities for FSOC and OFR, but the lack of clear responsibility for
implementation can lead to duplication, confusion, and gaps in their
efforts. This risk is further compounded by the fact that many FSOC
member agencies have risk analysis and data collection functions
associated with their supervisory responsibilities. Some of these functions
are explicitly focused on risks to financial stability, and some member
agencies have created their own programs to examine them. To the
extent that these programs provide unique information to FSOC, they will
be contributing to the overall effort. However, if not properly coordinated,
these separate efforts could be less effective and duplicative, resulting in
wasted time and resources.

FSOC staff told us that FSOC and OFR work well together and that there
was no need to make formal distinctions when both entities were
statutorily required to monitor risks to financial stability. They also stated
that though some overlap existed in the roles of the council and member
agencies in terms of overseeing threats to financial stability, the council
provided a forum for sharing and working together on these issues. We
maintain that actions to address these recommendations are needed. Our
past work has shown that the lack of clear roles and coordination can
lead to duplication, confusion, and regulatory gaps. We have ongoing
work reviewing duplication, overlap, and fragmentation in the financial
regulatory structure and as part of that work will be reviewing the various
roles and responsibilities of federal agencies that oversee risks to
financial stability.

In conclusion, FSOC has worked to establish accountability and
transparency mechanisms and promote collaboration among FSOC
members and with external stakeholders. However, further efforts
continue to be needed, including fully implementing our September 2012
recommendations. Fully addressing our recommendations will help shed
more light on FSOC's decision making and activities and allow Congress
to hold the council accountable for resuits. Addressing our
recommendations can also help FSOC enhance collaboration among its
members and with external stakeholders that are critical to their ability to
achieve their missions. We will continue to monitor FSOC’s progress in
implementing our recommendations and stand ready to assist Congress
as it continues its oversight of these entities.
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Chairman McHenry, Ranking Member Green, and Members of the
Subcommittee, this completes my prepared statement. | would be
pleased to respond to any questions that you may have at this time.

For questions regarding this testimony, please contact A. Nicole Clowers
GAO Contact and at (202) 512-8678 or clowersa@gao.gov. Contact points for our Offices of
Staff Congressional Relations and Public Affairs may be found on the last page
Acknowled g ements of this statement. Other individuals who made key contributions to this

testimony statement include Kay Kuhlman (Assistant Director), Nancy
Barry, Emily Chalmers, and Michael Hoffman.
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Written Statement of Patrick Pinschmidt
Deputy Assistant Secretary, Financial Stability Oversight Council
U.S. Department of the Treasury
House Financial Services Subcommittee on Oversight and Investigations
September 17, 2014

Chairman McHenry, Ranking Member Green, and members of the Committee, thank you for the
opportunity to testify today regarding the Financial Stability Oversight Council (Council).

Next month will mark the fourth anniversary of the first meeting of the Council. The Council
was created as part of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-
Frank Act), a set of reforms designed to address flaws in our financial regulatory system that
were made apparent by the financial crisis. Before the Council, no single authority was
accountable for identifying, monitoring, and addressing risks to financial stability. Regulators
focused on the institutions, functions, or markets within their jurisdictions, allowing some risks
to fall through the cracks of the regulatory system.

With the establishment of the Council, federal and state regulators from across the system now
meet regularly to coordinate and work together to respond to potential threats to financial
stability. The Council has convened over 40 times since its first meeting in October 2010,
providing a forum for close collaboration among its members. Over just the last year, the
Council has considered issues including market volatility, the debt ceiling impasse, interest rate
risk, developments in Europe and emerging economies, housing finance reform proposals,
operational incidents in the equity markets, and risks to financial stability arising from
cybersecurity threats.

Much of the benefit of the Council also comes from ongoing engagement among the staffs of its
members on a near-daily basis. Independent regulatory agencies continue to be responsible for
regulating the markets and institutions they oversee. But they are now also part of a process that
enables them to look across the entire financial system to address risks that may not be confined
to any single agency’s jurisdiction. By bringing regulators together in this manner, the Council
fulfills its statutory purposes of identifying risks to U.S. financial stability, promoting market
discipline, and responding to emerging threats to the stability of the U.S. financial system.

Congress provided the Council with a number of tools to address risks to financial stability. If
the Council identifies a risk that requires action, the Council carefully considers the appropriate
response. In its annual reports to Congress, it can highlight potential emerging threats and make
recommendations to address those threats. The Council can issue recommendations to existing
primary financial regulatory agencies to apply new or heightened standards and safeguards for
financial activities or practices that create or increase the risk of liquidity, credit, or other
problems spreading among financial markets. The Council can also collect and facilitate
improved sharing of information to assess risks to the U.S. financial system. To address
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company-specific risks, the Council can designate nonbank financial companies and financial
market utilities for heightened supervision and enhanced prudential standards.

The Council has used a number of these authorities to address potential risks. It has designated
three nonbank financial companies for Federal Reserve supervision and enhanced prudential
standards; designated eight financial market utilities for enhanced risk-management standards;
issued for public comment proposed recommendations regarding money market mutual fund
reform; and made specific recommendations in its annual reports regarding reforms to address
vulnerabilities in the tri-party repo market and other areas.

In June of this year, the Secretary of the Treasury, in his capacity as the Chairperson of the
Council, testified before the full Financial Services Committee to present the Council’s 2014
annual report, which focused on nine areas that warrant continued attention and possibly further
action from the Council’s members:'

s First, regulatory agencies and market participants should continue to take action to
reduce vulnerabilities in wholesale funding markets, including tri-party repo and
money market mutual funds, that can lead to destabilizing fire sales.

* Second, regulators should continue to work with policymakers to implement the
significant structural reforms that are needed to reduce the taxpayers’ exposure to risk
in the housing market.

» Third, cybersecurity threats, infrastructure vulnerabilities, and other operational risks
remain a top priority for the Council, and regulators should continue to take steps to
prevent operational failures and improve resiliency.

» Fourth, as the financial system evolves in response to technological, competitive, and
regulatory changes, regulators should remain attentive to financial innovations and the
migration of certain activities outside of traditional financial intermediaries in a
manner that could create financial stability risks.

s Fifth, U.S. regulators should continue to cooperate with foreign counterparts to address
concerns about benchmark reference rates such as LIBOR.

o Sixth, regulators and institutions should remain vigilant in monitoring and assessing
risks related to interest rate volatility, particularly as investors seek higher vields ina
low interest rate environment.

¢ Seventh, Council member agencies should continue to work with the Office of
Financial Research (OFR) to fill financial data gaps and address related issues of data
quality and comprehensiveness.

* Eighth, regulators should continue implementation of Dodd-Frank Act reforms to
reduce risk-taking incentives of large, complex, interconnected financial institutions.

"The Council’s annual reports are available at http/www.treasury.cov/initiatives/fsoc/studies-reports/Pages/2014~
Annual-Report.aspx.
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o And finally, there is a need for continued monitoring of adverse financial
developments abroad and their potential impact on the U.S. financial system.

Since its creation four years ago, the Council has continued to mature as an organization and
make progress in fulfilling its statutory responsibilities. The Council has built an organizational
framework that supports openness and collaboration throughout every aspect of its work. In
particular, I would like to highlight several areas in which the Council has made substantial
progress.

The Council has fulfilled its statutory responsibilities through staff committees dedicated to
supporting the Council’s work. These committees, which draw upon the collective policy and
supervisory expertise of each of the Council members and member agencies, institutionalize
opportunities for open discussion, collaboration, and coordination. The Council’s Deputies
Comunittee, which meets bi-weekly, coordinates the activities of the Council and oversees the
work of the other staff-level commitiees. Among other things, the Deputies Committee engages
in consultations regarding Dodd-Frank Act rulemakings by member agencies. In May, the
Council adopted bylaws for the Deputies Committee that provide the public with an
understanding of the structure and role of the committee.

The Council has published four annual reports to Congress, and six additional studies or
reporis. The Council’s annual report stands as a public testament to how the Council is
executing its statutory duty to identify and respond to threats to financial stability. Each annual
report is the product of a highly collaborative analysis and reflects the collective judgment of the
Council members regarding potential emerging threats to financial stability. The annual report is
an important example of the Council’s commitment to sharing information about its work with
Congress and the public in a clear and transparent manner. Each annual report documents for
Congress and the public the Council’s identification of risks in all corners of the markets, its
assessment of how those risks might be transmitted to the broader financial system, and its
recommendations for specific actions to mitigate those risks. As I noted earlier, the Council’s
2014 annual report highlighted, among other areas, vulnerabilities in wholesale funding markets,
the need for structural reforms to reduce taxpayers” exposure to risk in the housing market,
cybersecurity threats and infrastructure vulnerabilities, and risks related to interest rate volatility.

The Council established a rigorous and fair process for evaluating nonbank financial companies
Jor potential designation. The Council’s designations authority addresses a key weakness
brought to light by the financial crisis: the regulatory structure in place at the time allowed large,
complex nonbank financial firms to pose risks to financial stability that were not subject to
adequate supervision. Based on lessons learned from the crisis, the Dodd-Frank Act provides the
Council with the authority to designate a nonbank financial company for supervision by the
Federal Reserve and enhanced prudential standards, if the company could pose a threat to U.S.
financial stability. Although a rulemaking was not required in this context, the Council
developed a rule and guidance regarding this authority and provided the public with three
separate opportunities to comment on the proposed approach and process. The Council’s
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thorough and careful analyses of individual firms include extensive interactions between the
companies under consideration and staff of the Council members and member agencies.
Together, for the three nonbank financial companies that have been designated by the Council,
the firms submitted thousands of pages of information for the Council’s consideration, met with
the Council or staff dozens of times, and each received a lengthy written explanation of the
Council’s analysis before a designation was made.

The Council adopted a transparency policy, and further expanded it this year. At its first
meeting in 2010, the Council voluntarily adopted a transparency policy that committed the
Council to conducting its meetings in public whenever possible and to releasing minutes for all
its meetings. Though no statute required the Council to do so, the Council is committed to
conducting its business in an open and transparent manner and these steps have helped provide
the public with insight into the Council’s work.? In May of this year, the Council enhanced its
transparency policy after a months-long review. The improvements include public statements
both before and immediately after Council meetings that provide additional information about
the Council’s discussions. Much of the Council’s work—particularly with regard to companies
under consideration for potential designation—relies on sensitive company-specific information
that would not be shared by firms or regulators without an expectation of confidentiality.
Further, protection of this information is necessary to prevent destabilizing market speculation.
Within this context, the Council is committed to conducting its business in an open and
transparent mannet.

The Council developed a website and notifications to keep the public informed. In December
2012, the Council redesigned its website to improve transparency, usability, and access to
documents and reports. For example, as part of the Council’s recent enhancements to its
transparency policy, we now post a statement to the website immediately following each Council
meeting regarding the Council’s discussion, to provide more timely information in advance of
the public release of minutes. The website also allows users to receive updates when new
information is posted, and we notify over 5,000 current subscribers every time we update any
web page.

The Council has worked closely with the Government Accountability Office (GAQ) and Council
of Inspectors General on Financial Oversight (CIGFO). Since its creation four years ago, the
Council has participated in more than a dozen performance audits by the GAO and the CIGFO
reviewing almost every aspect of the Council’s work, with four audits ongoing today. In July,
the CIGFO completed a review of the Council’s transparency policy and found that the Council
complied fully with its existing policy and that the recent revisions largely addressed the
improvements they otherwise would have recommended.> We have also engaged extensively

*Minutes for each Council meeting and webcasts of the Council’s public meetings are available at
http://www.treasury.gov/initiatives/fsoc/council-meetings/Pages/default.aspx.

*The CIGFO audit is available at http://www treasury gov/about/organizational-
structure/ig/Documents/CIGFO%20Audit%20]uly%%6202014 pdf
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with Congress through correspondence and member and staff briefings. Today is the tenth
hearing for which Treasury has testified specifically regarding the Council.

The Council has actively sought and considered input from external parties. The Council has a
track record of soliciting input from the public and stakeholders. For example, in May, the
Council’s Deputies Committee hosted a public conference on asset management to hear directly
from industry representatives, academics, and other stakeholders on topics related to asset
management. In December 2013, a bank chairman and CEO who leads industry efforts to
address cybersecurity issues joined a public meeting of the Council to discuss strengthening the
partnership between the private and public sectors in that area.® Furthermore, the Council has
requested public comment on its proposed processes for nonbank financial company
designations, financial market utility designations, and the process for hearings conducted by the
Council. And in the context of nonbank financial company designations, staff representing
Council members frequently engage with firms and state regulators. In recent months, the
Council has received a number of suggestions regarding its process for evaluating nonbank
financial companies for potential designation, including some from members of this Committee.
The Council is always interested in ways to improve its processes, and I expect that the Council
will consider any potential changes in the coming months.

Conclusion

In summary, the Council plays a critical role in our financial regulatory system by bringing
together federal and state financial regulators from across the financial system to identify and
respond to risks to financial stability. The Council by its very existence fosters better
communication and a more proactive response to emerging threats to financial stability.

The actions of the Council and its member agencies have made the financial system more stable
and less vulnerable to economic or financial stress. Ilook forward to working with this
Committee and Congress to continue to make progress in creating a more resilient and stable
financial system.

*A recording of the webcast of this meeting is available at
http://treas.vorkcast.com/webcast/Play/d223201575¢0439{a951 1bb2ebcblicaald.
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Congress of the TUnited States
House of Representatives

13-3212

Tashington, B 20

July 29, 2014

The Honorable Jacob Lew

Chairman

Financial Stability Oversight Council
1500 Pennsylvania Avenue NW
Washington, DT 20220

Dear Chairman Lew:

1 am writing with regard to the Financial Stability Oversight Council’s (the “Council™) process
for identifving and designating non-bank financial companies as systemically important.

f strongly support the Council, and T believe that its mission of identifying, monitoring, and
mitigating risks to financial stability is critical to preventing another financial crisis. While
Congress provided the Cotneil with a number of tools to address systemic risks, the most
significant tol at the Council's disposal is its authority to designae particular non-bank.
financial companies as systemically important; once so designated. the financial company is
subject to Federal Reserve supervision, as well as enhanced prudential standards.

Because designating a financial company as systemically important is so consequential for the
company, it is critical that the designation process be as robust and transparent as possible. In
designing the designation process, the Council — tw its eredit - went through a lengthy
rulemaking process that included three separate public comment periods. This public rulemaking
swas entirely voluntary, and | applaud the Council for its decision to actively engage with the
public in creating its designation process. As a result, the final rule and interpretive guidance
governing the Council’s designation process for non-bank financial companies creates a clear,
three-stage process that is designed to balance the industry™s desire for transparency and
predictability with the Council’s need to maintain flexibility in identifving and mitigating
systemic risks.

While well-imtentioned, | am concemed that the Council’s designation process has, in practice,
created needless uncertainty for companies that are under consideration for designation as
systenvicatly importam. To that end, [ believe there are four improvements that the Council
should make to ensure that the designation process is as robust, fair, and ransparent w the
comparies under consideration as possible.

First, I believe that the Council should provide notice to companies that they are in Stage 2,
either affirmatively or upon request. While most companies will be able to apply the simple
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quantitative thresholds deseribed in the final rule to-determine if they have automatically
advanced to Stage 2, this will not be the case for all companies— the Council expressly reserved
the right in the final rule to advance & company to Stage 2 even if it does nof meet the automatic
quantitative thresholds. This reservation of authority necessarily creates uncertainty for
companies that don’t meet the automatic quantitative thresholds, because unlike companies that
do meet the automatic quantitative thresholds, they have no way of knowing whether they have
advanced to Stage 2.

Second, the Council should begin its engagement with a company that is under consideration
once the company has advanced to Stage 2, rather than waiting until Stage 3. Even though the
Council is only analyzing existing public information about the company in Stage 2, important
misconceptions can form if the Council’s analysis of this public information is inaccurate or
incomplete. The easiest way to avoid these misconceptions is to engage with companies in Stage
2. Further, because the Stage 2 analysis is based on public information, the Council could also
share its analysis, as well as the public documents reviewed, with the company when it votes to
advance the company to Stage 3. This should not raise significant confidentiality concemns, if the
analysis is based on existing public and regulatory information, and is only shared with the
company.

Third, when the Council provides a company with notice that it has advanced to Stage 3, the
Council should, to the extent feasible, identify the particular issues that the Council believes
merit further review in order to determine whether the company is systemically important. Some
companies operate in many different markets, and perform many different roles in these markets.
Without some indication of the areas that are of interest to the Council, these companies will
have no way of knowing which of their diverse business lines the Council is examining — and
thus will not know what kind of information to submit to the Council to aid its analysis.

Finally, once the Council votes on a proposed designation for a particular company, I believe
that the Council should adopt a policy of automatically granting an oral hearing to the company
upon request. Despite requests for such a policy from commenters, the Council’s final Hearing
Procedures did not incorporate this right to an oral hearing upon request, citing the statatory
language that grants the Council discretion fo grant or deny an oral hearing after a proposed
designation. While I recognize that the Council technically has the authority to deny an oral
hearing under the statute, I believe that the Council would be better served by adopting a formal
policy of granting an oral hearing to any company that requests one. Such a formal policy would
demonstrate the Council’s commitment to fairness in the designation process, and would protect
the Council from charges of favoritism by removing the opportunity for disparate treatrent of
companies under consideration for designation.

1 am strongly supportive of the Council’s efforts to create a fair, thorough, and transparent
designation process for non-bank financial companies. I understand that creating such a process
requires the Council to strike a careful balance between transparency and flexibility, and that
certain aspects of the designation process must, by necessity, remain confidential in order to
protect the integrity of the Council’s work.



64

As the Council considers ways to improve the designation process for non-bank financial
companies, { respectfully urge the Council to consider the changes outlined in this letter. I
believe that these modest changes would improve the designation process without undermining
the Council’s ability to identify, monitor, and mitigate systemic risks.

Sincerely,

‘ Carc‘:l« n B. Maloney
Ranking Member
Subcommitiee on Capital Markets and

Government Sponsored Enterprises

w3



65

Questions for the Record for Deputy Assistant Secretary Patrick Pinschmidt
Hearing entitled “Oversight of the Financial Stability Oversight Council”
Subcommittee on Oversight and Investigations
House Financial Services Committee
Hearing Held September 17, 2014

Rep. Andy Barr Submission of Questions for the Record

1. Question directed to Deputy Assistant Secretary Pinschmidt: I have heard concerns
from individuals involved in asset management regarding the Form PF, which must be
submitted to the SEC, the CFTC, and FSOC for systemic risk assessments. These
individuals tell me that the forms are onerous and require the consolidation and
submittal of volumes of data. However, there has never been any clear description of
how these forms are used by federal agencies, or any guidance on how they may be used
in assessing systemic risk.

a. How many firms are required to file 2 Form PF with FSOC or one of its member
agencies?

b. If there are a large number of these firms, how do FSOC and its member
agencies analyze and assess the volumes of data filed? Do officials review them
as they come in or are they simply used for automated data collection and
catalogued for later use?

¢. Does the FSOC use these filings used in rulemakings or SIFI designations?

d. There is a significant cost for the financial sector associated with submitting
these forms — is there any real benefit? Can FSOC associate these forms with
any successful reductions of systemic risk?

Answer:

Sections 404 and 406 of the Dodd-Frank Wall Street Reform and Consumer Protection Act
(Dodd-Frank Act) directed the Securities and Exchange Commission (SEC) to establish
reporting and recordkeeping requirements for investment advisers to private funds and required a
joint rulemaking of the SEC and Commodity Futures Trading Commission (CFTC) for
investment advisers that are registered with both the SEC and CFTC. The Dodd-Frank Act
specifies that such records must include certain information about each private fund advised by
the investment adviser, including the amount of assets under management, use of leverage,
counterparty credit risk exposure, types of assets held, and trading practices. In 2011, the SEC
and the CFTC adopted final rules implementing these provisions. The SEC’s rule generally
requires registered investment advisers that advise one or more private funds and have at least
$150 million in private fund assets under management to file Form PF with the SEC.

The Dodd-Frank Act requires the SEC annually to report to Congress on how the SEC has used
the data collected regarding private funds for the protection of investors and the integrity of the
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Questions for the Record for Deputy Assistant Secretary Patrick Pinschmidt
Hearing entitled “Oversight of the Financial Stability Oversight Council”
Subcommittee on Oversight and Investigations
House Financial Services Committee
Hearing Held September 17, 2014

markets. According to the SEC’s 2014 report, as of May 7, 2014, there were 2,661 investment
advisers and 21,542 funds in the Form PF filing population.’

As the FSOC noted in its most recent annual report, it has already begun to use certain Form PF
data provided by the SEC to evaluate potential risks to financial stability. Form PF data has also
contributed to the FSOC’s analysis of the assct management industry to determine if there are
products or activities that could pose risks to U.S. financial stability. In addition, the Office of
Financial Research (OFR) published preliminary results from analysis of Form PF data in its
2013 annual report, including an analysis of leverage and value at risk for private funds. The
FSOC’s 2014 annual report also notes that the SEC has identified a number of uses of the
information, including incorporating Form PF data into SEC analytical tools, using Form PF
information to monitor the risk-taking activities of investment advisers to private funds,
conducting pre-examination due diligence and in risk identification, and providing certain
aggregated Form PF data to the International Organization of Securities Commissions regarding
large hedge funds to offer a more complete overview of the global hedge fund market. The
availability of this information closes certain regulatory data gaps that existed before and during
the financial crisis. The 2014 SEC report cited above provides additional information about how
the SEC is using the data.

'U.S. Securities and Exchange Commission, “Annual Staff Report Relating to the Use of Data Collected
from Private Fund Systemic Risk Reports,” August 15, 2014, available at
http://www.sec.gov/reportspubs/special-studies/im-private-fund-annual-report-081514.pdf
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