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Systemic Risk Oversight

Policy Issues
Discussion Draft—May 28, 2009
I. Introduction

Federal policymakers are in the process of considering alternatives for a new mechanism to address systemic risk in the U.S. financial system.  No concrete proposal has been submitted by the Administration or emerged in Congress as of this date, although the Administration has issued a proposal to establish a mechanism for the resolution of failing firms.  This discussion paper suggests issues that should be addressed before any systemic risk oversight mechanism is adopted.
  
In particular, it is important to consider whether a new systemic risk oversight mechanism is needed or whether existing systemic oversight functions can be improved upon.  If a new oversight mechanism is deemed necessary, its form and essential features will require careful consideration.  Among other things, Congress will need to determine how any new systemic oversight mechanism will relate to existing financial regulatory bodies, particularly the Federal Reserve Board, and how to minimize duplication and conflict with existing authorities.  
Congress will need to determine which systemic risks and which financial institutions will come within the purview of the new systemic overseer and whether the overseer will have broad or limited supervisory and regulatory powers.  Standards should be developed to govern the circumstances in which a systemic risk overseer may intervene to avoid or mitigate systemic risk.  The role of market discipline in avoiding systemic risk should be included in such standards.
II.  Do We Need New Systemic Risk Regulation?

A. Arguments Against
Existing Regulators Already Address Systemic Risks
Systemic risks already are a key focus of banking supervisors.
  Creating a new systemic oversight mechanism would duplicate and potentially conflict with existing systemic risk supervision, and possibly create unnecessary additional burdens on regulated entities.  The federal banking agencies issue frequent supervisory guidance on systemic risks, such as payments system risk, risks from cyber-terrorism, and technology and other risks.  Other examples include guidance issued in 1999, 2001, 2006, and 2007 highlighting the risks of subprime lending.  In 2006, the agencies issued guidance addressing concentrations in commercial real estate lending by banks.  In 2007, the agencies issued an Interagency Statement on Sound Practices Concerning Elevated Risk Complex Structured Finance Activities.  In 2006 and 2007, the agencies issued guidance to financial institutions on planning for business continuity in the event of a pandemic.  Many other examples can be cited.
A New Overseer Would Not Necessarily Be More Effective
It is by no means certain that a new systemic risk overseer would be any more successful in addressing systemic risks than existing regulators.  As noted, the banking agencies issued multiple warnings regarding the risks of subprime lending and yet subprime lending occurred and appears to have been a significant cause of the financial crisis.  It is unclear what action a new systemic risk overseer could take that would be more effective in averting a crisis in the future.
Congress Should Investigate Before Acting

Congress should ascertain the reasons why systemic risk warnings were not heeded and investigate more thoroughly the causes of the financial crisis.  Then Congress can make a more informed decision on whether a new systemic risk oversight mechanism is needed and what authority and powers it should have.  
Moral Hazard Would Increase
Moral hazard already exists in the financial system, but likely would increase if a formal systemic risk regulator is created.  A new systemic risk regulator would reinforce the perception that the government will not allow systemically significant institutions to fail.  Such institutions thus may engage in riskier activities than they might otherwise, knowing they will not bear the full consequences of their actions.  Investor discipline also will be undermined.
Competitive Imbalances Would Result

The designation, or implied designation, of certain large financial institutions as “systemically significant” would give them a competitive advantage over smaller institutions.  The former would be able to raise capital more easily than smaller institutions.

Enhanced Market Discipline Can Mitigate Systemic Risks
Market discipline is an important tool for mitigating systemic risks.  If companies are not supported by the government and are allowed to fail, investors will become more disciplined, forcing managers to assess and manage risks more prudently.  To the extent that market discipline proved inadequate leading up to the current crisis, ways of enhancing market discipline should be explored.  The President’s Working Group has made useful recommendations in this regard.

B. Arguments For
No Single Agency Has All-Encompassing Systemic Authority
No single agency has statutory responsibility to oversee all systemically significant financial institutions on a consolidated basis.  
The Federal Reserve Board—which has the broadest supervisory jurisdiction of any federal financial agency—has limited authority over “functionally regulated” subsidiaries of financial holding companies.  Such subsidiaries include securities broker-dealers and insurance companies that are regulated by the SEC and state insurance commissioners—referred to as the “functional regulators” of such entities.  The Gramm-Leach-Bliley Act designated the Board as the “umbrella” supervisor for bank holding companies that elect to become financial holding companies, giving it broad authority to supervise such companies and their subsidiaries on a consolidated, enterprise-wide basis.  But the Act requires the Board to defer to the “functional regulator” of functionally regulated subsidiaries, thus impeding comprehensive consolidated supervision.
  In any case, not all potentially systemically important financial institutions are financial holding companies.
     
Gaps Exist in Current Systemic Risk Oversight

The financial crisis has revealed significant gaps in the regulation of financial institutions.  No federal regulator has supervisory jurisdiction over nonbank mortgage originators, for example.  No state or federal regulator has oversight authority with respect to credit default swaps.  Effective government oversight of the credit rating agencies is lacking.

No federal banking agency had jurisdiction over Fannie Mae and Freddie Mac (these entities are now subject to bank-like regulation).  
No federal regulator has oversight authority for financial activities of insurance companies.  The Office of Thrift Supervision had jurisdiction over AIG by virtue of AIG’s ownership of a small S&L, but the OTS lacks broad experience in holding company supervision and regulation.  

More Focused Systemic Risk Oversight Is Desirable
A new entity with systemic risk oversight among its central duties theoretically should be able to address systemic risks in a more comprehensive, focused way.  Such an entity should be able to command greater attention from both Congress and financial institutions in addressing systemic risks.     

Moral Hazard Can Never Be Eliminated

Moral hazard is inevitable and cannot be eliminated in a regulated financial system.  As long as the government provides deposit insurance, and financial institutions are subject to supervisory oversight by government agencies, the perception will exist that financial institutions are supported by the government.  Institutions that benefit from this perception will be affected by moral hazard.  Ways of minimizing moral hazard should be considered as an element of systemic regulation, with the realization that moral hazard is a consequence of regulation.
Resolution Authority for Nonbank Institutions Is Desirable
A more systemically sensitive mechanism to resolve failing nonbank financial institutions is desirable to avert potentially far-reaching and unpredictable repercussions resulting from the bankruptcy of a systemically important financial institution, such as Lehman Brothers.  The potential damage to domestic and global economies is too great to allow such a bankruptcy to occur without systemic protections.
The bankruptcy laws lack sufficient flexibility for the orderly resolution of a systemically important financial institution.  Bankruptcy laws are designed to protect creditors and not the financial system.  Bankruptcy judges lack expertise or authority to manage the failure of a large financial institution without disruptive consequences for the financial markets.  The automatic stay provisions of the bankruptcy laws subject the bankrupt institution’s financial contracts to immediate termination, thus making it impossible to transfer the contracts to another institution to ensure business continuity.  
In contrast, the FDIC has special resolution authority to prevent immediate close-out netting and settlement of an insured depository’s financial contracts and can decide whether to transfer the contracts to another bank or to an FDIC-operated bridge bank, or to cancel the contracts.  This remedial authority helps prevent instability and contagion that otherwise might result if a bank failure were handled under the bankruptcy laws.  Similar authority could assist in a more orderly resolution of nonbank financial institutions that are systemically important.
III. What Form Should Systemic Regulation Take?
A. A New Systemic Risk “Regulator”?
A single agency with clear systemic risk authority arguably could act more directly and decisively to address systemic risks than is possible under the current system of divided jurisdiction.  On the other hand, a new systemic risk regulator would add complexity to the existing financial regulatory framework, duplicate the functions of existing regulators, and potentially create interagency conflict and turf-guarding behavior.  Such a proposal would require a major reallocation of supervisory and regulatory resources that would be disruptive at a time when the regulatory system is highly stressed.  Moreover, systemic risk supervision is a critical part of financial supervision that should not be lodged in an agency where it would no longer be a function of financial supervisors.    
A systemic risk regulator could take over the regulatory duties of existing agencies with respect to the largest financial institutions and arguably could provide more comprehensive consolidated regulation of such institutions.  Such a regulator, however, would necessarily become immersed in myriad day-to-day supervisory issues that possibly could dilute the regulator’s focus on systemic risks (i.e., the inability to see the forest for the trees).  Such a proposal might result in a single, potentially myopic regulator, whereas multiple regulatory perspectives might be more effective in identifying emerging systemic risks.  Such an agency presumably would need broad authority and powers, and those undoubtedly would duplicate or detract from functions performed by existing regulators.  
A better model might be one where the systemic risk regulator plays a complementary role to existing regulators and is not a separate, competing agency.

B. A Systemic Risk “Overseer”?
Rather than create a new agency, Congress could designate an existing federal agency or other body as a systemic risk “overseer” with authority to identify and monitor systemic risks and to work with existing regulators to initiate appropriate systemic risk mitigation actions when necessary.  A systemic overseer would enhance, rather than duplicate, existing systemic risk mechanisms and avoid interfering with the existing financial supervisory process.    
A systemic risk overseer could provide a more focused lens on systemic risk oversight in cooperation with the existing regulators.  The creation of a systemic risk overseer (as opposed to regulator) would avoid creating a new bureaucratic structure that ultimately might prove cumbersome and unneeded in times of economic normalcy. 
C. A Systemic Risk “Council”?

A systemic risk council could be created as a body comprised of heads of the major financial regulatory agencies, much like the Federal Financial Institutions Examination Council (FFIEC)
 or the President’s Working Group on Financial Markets.
  Because of its existing systemic oversight activities, the Federal Reserve might appropriately chair the council.  Other members could include the OCC, SEC, CFTC, FDIC, and Treasury, and possibly representatives of the states.  The council would serve largely as an advisory body, but also could have the ability to enforce its recommendations for risk mitigation actions if necessary.

In order to carry out its functions, the council (or other systemic risk overseer) would need some independent staffing capability.  It should rely primarily on staff resources contributed by the financial regulatory agencies, however, especially during times of financial and economic stability.  If the council were to have a large and independent staff, it would tend to become a monolithic and duplicative agency replicating functions of existing financial regulators.

D. Enhancement of Existing Systemic Oversight?
The Federal Reserve Board and federal banking agencies already function as the systemic regulators for most systemically important financial institutions.  Congress could enhance the Board’s authority over functionally regulated subsidiaries of financial holding companies to give it broader systemic risk oversight capabilities.  Congress also could amend the law to make systemic risk oversight a specific statutory mission of the Board and the other banking agencies, as well as the SEC and CFTC. 
E. Expanded Role for the Federal Reserve?

A number of arguments favor giving the Federal Reserve a broader role as the systemic risk overseer, although counterarguments can be made against such a proposal.  

The Board already has the authority and capacity to perform major systemic risk oversight functions and seems uniquely qualified for this role.
  It maintains a staff of economists and other experts who monitor systemic risks.  It operates extensive data collection and research facilities.  It is experienced in crisis management and has powerful tools to address systemic risks through its ability to inject funds into the financial system.  As the nation’s central bank, the Federal Reserve keeps a close watch on interest rates, foreign currency exchange rates, money flows and domestic and global economic forces.  Through the discount window and monitoring of the money supply, the Federal Reserve Board has insights into the flow of funds among depository institutions and the economy at large.  As overseer of the nation’s payments systems, the Board is familiar with key funds transfer mechanisms that may pose systemic risks.  As the regulator of state member banks, bank holding companies, and financial holding companies, the Board has broad supervisory and enforcement powers and unmatched awareness of issues affecting large banking organizations.  The Board has a reputation for being less permissive than other banking regulators.
  

The Board has demonstrated that it can work cooperatively with other financial regulators.
  The Board is a member of the Federal Financial Institutions Examination Council and the President’s Working Group on Financial Markets.  It frequently issues joint policy statements with other banking regulators and the SEC.  The Board has international stature and established communications channels with foreign central banks and regulators.  

On the other hand, arguments can be made against giving the Board lead systemic risk authority.  The Board did not anticipate the scope or magnitude of systemic risks that caused the current financial crisis.  The Board arguably could have prevented the financial crisis by pursuing different monetary and regulatory policies.  Many economists, including Board members themselves, have said the Board kept interest rates too low for too long, fueling an international credit imbalance and excessive demand for U.S. home mortgages.  The Board did not regulate harmful practices of nonbank mortgage originators or subprime lending, as mandated by Congress in 1994, until 2008.  The Board (along with the SEC and Treasury) persuaded Congress in 2000 to prevent the CFTC and the states from regulating credit default swaps.

It can be argued that the Board has too many regulatory responsibilities on its plate as it is.
  If the Board’s systemic oversight authority is expanded, its consumer protection responsibilities arguably should be transferred elsewhere.  
The Board is inexperienced in regulating securities firms and insurance companies, and it arguably should not have significant regulatory authority over these entities.

The Board’s monetary policy and other central bank functions require it to remain independent.  Further involvement in politically sensitive regulatory matters could subject it to criticism and political pressures detrimental to its stature and independence.

IV. Scope of Systemic Risk Authority

The scope of any new systemic risk oversight authority needs to be carefully considered and clearly defined.  
A. Should It Be Broad or Limited?
To be effective, a systemic risk overseer should have sufficient authority that it can command the respect of market participants and Congress and act decisively when needed to avert a financial crisis.  Overly broad authority could result in unnecessary layers of regulation while overly narrow authority could result in ineffective oversight.
It Should Not Duplicate Existing Supervisory Functions

The systemic risk overseer should not duplicate the supervisory functions of existing regulators more than necessary to accomplish its mission.  The overseer should rely on existing financial regulators to implement any risk monitoring and mitigation functions to the greatest extent possible.
It Should Not Duplicate Central Bank Functions 
A potential danger exists that the systemic risk authority could duplicate or interfere with the monetary policy and economic stability functions of the Federal Reserve, which considers containment of systemic risk to be among its core functions.  The systemic risk overseer should not have any monetary policy authority and, in particular, should not have the central bank’s lender of last resort authority.  
The Federal Reserve engages in extensive data collection and economic analysis, which should not be duplicated by the systemic risk overseer.  Entities providing data to the Federal Reserve should not be burdened with duplicative data gathering by a systemic risk overseer.  Such duplication or interference can be avoided if the Federal Reserve is the systemic risk overseer or is included on a systemic risk council. 

B. Should It Encompass Insurance Companies?

It is questionable whether insurance companies should come within the scope of any new systemic risk overseer.  Insurance activities generally are not thought to have contributed to the financial crisis.
  
No federal agency has experience supervising or regulating insurance companies.  Insurance companies engage in a wide range of insurance activities, including life insurance and property and casualty insurance.  In the absence of mandatory federal chartering and supervision of insurance companies, it would be impractical for a federal systemic risk regulator to oversee these companies.  Any direct supervisory or regulatory authority over insurance companies would be duplicative of state regulators and create the potential for significant conflicts.  
The insurance business historically has been regulated almost exclusively at the state level and there exists no federal regulatory agency with the expertise necessary to regulate insurance activities.  Insurance companies generally are regulated according to the type of insurance they offer.  Different types or “lines” of insurance include life, accident and health, property and casualty, liability, variable life and annuity, credit-related insurance, and title insurance.  State law defines the rights and obligations of insurance companies, often with specificity that varies widely from state to state.  

Several aspects of insurance regulation make systemic oversight at the federal level problematic.  One such aspect is the regulation of insurance rates, or premiums.  Rate regulation, which is absent from banking or securities regulation, is particularly common in property and casualty insurance.  Different states have different methods of rate regulation and different rules typically apply to different types of insurance.  The rate making process is highly complex and unique to each state.  Rate setting is an integral part of the business of insurance and rate regulation by the states is the basis for the industry’s exemption from the federal antitrust laws under the McCarran-Ferguson Act.
    
Another important aspect of insurance regulation related to rate setting is the classification of risks assumed by an insurer.  The nature of the risks assumed affect the amount of rates needed to cover the risks.  A key function of insurance is to assess risks by classifying insureds into categories reflecting similar risks.  Efficient risk classification aids in rate setting and facilitates cost comparison by insureds, thereby promoting economically efficient behavior.  Risk classification requires insurers to make judgments about the risks of life’s uncertainties in a wide range of areas and poses issues that are appropriate for state policymakers.  For example, if risk assessment is precise and risk classification narrow, the benefits of insurance may be spread in a way that excludes certain risks—such incurable diseases or smoking.  Broader risk classification may increase the potential risk exposure to the insurer, thus necessitating higher rates.  Wider risk classification results in the subsidization of higher risk categories by lower risk categories.  Risk classification fundamentally determines which risks will be subsidized and thus often is a controversial area of regulation. 

These unique aspects of insurance regulation arguably are better handled at the state, rather than federal, level.  A federal systemic risk overseer might be given authority to obtain information from state insurance commissioners for purposes of monitoring issues of potential systemic importance affecting the financial system.  But regulatory interference with state regulation of insurance companies seems fraught with difficulty and is unwarranted at this time.
 
Financial activities of insurance companies unrelated to insurance activities—such as credit default swaps—might reasonably be subject to federal systemic risk oversight and regulation.   
C. Should It Encompass Broker-Dealers?

The failure of two large securities broker-dealers—Bear Stearns and Lehman Brothers—had major systemic consequences during the financial crisis.  These broker-dealers and four others were regulated as “investment bank holding companies” by the SEC, which has been criticized for not supervising these companies more effectively and for allowing them to become excessively leveraged.
  
All of the investment bank holding companies (other than Lehman Brothers, which filed for bankruptcy) since have become bank holding companies (or affiliated with bank holding companies) subject to supervision by the Federal Reserve.
   The Federal Reserve Board’s authority remains limited, however, with respect to the broker-dealer operations of these firms due to the functional regulation provisions of the Gramm-Leach-Bliley Act which require the Board to defer to the functional regualtor (i.e., the SEC).  If the Federal Reserve is to have an enhanced systemic risk role, it may be appropriate for Congress to modify the functional regulation provisions to give it broader authority with respect to these broker-dealers.  

The SEC and Financial Industry Regulatory Authority (“FINRA”) otherwise regulate broker-dealers, applying extensive business conduct and other rules governing the operations of broker-dealers.  The SEC and FINRA, along with the CFTC (which regulates participants in the derivatives markets), also are largely responsible for the functioning of securities and commodity exchanges and the capital markets as a whole.
The creation of a new systemic risk regulator with jurisdiction over these markets would largely duplicate the role of the SEC, CFTC, and FINRA.  These agencies have expertise and experience that would be difficult for a new agency to acquire without depleting the resources of the existing agencies.  The creation of a duplicative agency creates the prospect of inter-agency conflict and confusion among market participants.  
Nevertheless, if a systemic risk overseer is established, mechanisms could be developed whereby regulated securities firms provide information to the overseer, either directly or through existing securities regulators.
D. Should It Encompass Mutual Funds?

Mutual funds are not viewed as having caused the financial crisis.  Money market mutual funds, however, proved to be systemically important during the crisis.  A “run” on money market funds occurred in September of 2008 after a single money market fund “broke a dollar” due to its holdings of Lehman Brothers’ notes, which then caused money market funds to curtail their holdings of commercial paper, which resulted in a credit crunch in the commercial paper market and the broader financial markets.  Immediate government assistance to the money market fund industry, through a temporary guarantee of money funds and liquidity facilities, reversed the run and enabled money market funds to continue playing a vital role in the functioning of the short-term credit markets.
Money market funds are comprehensively regulated by the SEC pursuant to the Investment Company Act of 1940.  The Act imposes extensive reporting requirements on money funds and strict limitations on their operations, investments, and relationships with investors, advisers and other interested parties.  In view of the run on money market funds in 2008, the SEC and Investment Company Institute are considering whether regulatory reforms are needed to avert a run in the future.  The Institute in particular has recommended a number of reforms to minimize the likelihood of a repeat occurrence, without altering the basic regulatory framework applicable to money market funds, which has proven highly successful over many years.  
Subjecting money market funds to an additional layer of regulation by a systemic risk regulator could risk undermining the ability of these funds to operate as efficiently as they currently do.  A systemic regulator would lack the experience and expertise in investment company regulation currently possessed by the SEC and could create interagency conflict and confusion.
The Investment Company Institute already publishes and provides to the SEC and Federal Reserve extensive statistical data concerning mutual funds, including money market funds.  To the extent that additional information is deemed necessary, the Institute and its members appear willing to provide it.  
E. Should It Encompass Unregulated Financial Firms?

Hedge funds, unregulated mutual funds, nonbank mortgage originators, sovereign wealth funds, and other unregulated financial firms operating in the U.S. may pose systemic risks.  Because these firms currently are not subject to federal oversight, regulators lack information about their operations and thus have limited ability to assess their systemic impact.
A new systemic risk overseer should have authority to request information from these entities with a U.S. presence if the overseer makes a determination, with the concurrence of the Treasury Secretary, that circumstances exist whereby these entities may pose systemic risks.  In the case of sovereign wealth funds, concurrence by the Secretary of State might be appropriate.  
However, the systemic risk overseer should not have authority to take risk mitigation actions with respect to unregulated entities and should respect the public policy decision not to regulate these entities.  If a decision is made by Congress to regulate these entities in the future, then they should become subject to such systemic risk oversight as then may be deemed appropriate. 
F. Should It Encompass Non-Financial Entities?

Non-financial firms generally do not engage in deposit-taking, lending, investment activities, or other operations that are subject to financial regulation.  Some non-financial entities may be very large and systemically important in ways that could affect financial institutions.  Exxon Mobil and Microsoft may fall into this category, for example.  These firms have not been implicated as causal factors in the financial crisis, however, and it would be far-reaching to subject these firms to federal systemic risk oversight.  

Except to the extent that these firms may voluntarily provide information to the Federal Reserve, systemic oversight of non-financial firms would intrude unduly into the private enterprise system and be inappropriate.  
G. Should It Encompass Risks Outside the Financial System?
The financial crisis appears to have had its origins in forces outside of the financial system.  Federal Reserve Chairman Bernanke has said, for example, that global credit imbalances are at the root of the crisis.  Government policies that subsidized housing and the mortgage markets also were causal elements.  
Other factors outside the financial system have the potential to destabilize financial institutions and the economy in the future (including, for example, terrorist attacks, computer viruses, cyber-terrorism, flu and other pandemics, foreign currency crises, disruptions in the price or supply of oil, and natural disasters caused by earthquakes, hurricanes, and global warming).
It would seem appropriate for the systemic risk overseer to monitor and evaluate any risk that could threaten the stability of the financial system and to recommend actions that might be taken by financial regulators to mitigate the impact of such risks on the financial system.  
The overseer should not, however, have responsibility to prevent or mitigate external risks that are within the purview of other government agencies, such as the Federal Reserve Board with respect to economic matters, the Central Intelligence Agency and Department of Homeland Security with respect to terrorism, or the Center for Disease Control with respect to pandemics.   
H. Should It Encompass Consumer Protection? 

Consumer protection is not generally an appropriate subject of systemic risk oversight.  Consumer protection regulation protects consumers from various kinds of fraud and abuse and is not generally thought to be a source of systemic risk.  Consumer protection responsibility would diffuse the focus of a systemic risk overseer and divert its attention and resources to areas fraught with political controversy.  Indeed, consumer protection arguably should not be among the core responsibilities of the Federal Reserve.
Consumer protection requires a different kind of expertise than systemic risk oversight.  Consumer protection already is abundantly addressed by a host of federal and state agencies.  It is difficult to see how a systemic risk overseer could enhance consumer protection or why it should have that responsibility.  
V. Systemic Oversight Functions
The functions of a systemic risk regulator or overseer need to be carefully considered.
A. Systemic Risk Monitoring

At a minimum, a systemic risk overseer should do the following:

· Identify and analyze systemic risks; 

· Monitor systemic risk trends;

· Advise financial institution supervisors of emerging and persistent systemic risks;

· Advise Congress, the President, and other appropriate government agencies of the same;

· Make recommendations for addressing systemic risks where appropriate;
· Review and comment upon regulatory proposals that have potential systemic risk implications. 
B. Reporting Requirements

The systemic risk overseer will need to gather data and other information from financial institutions.  For this purpose, it may use data and other information collected by financial institution supervisors and the Federal Reserve, but also may need authority to gather data from additional sources.  
Should it have power to require regulated institutions to report directly to it, or must it first request such information from existing regulators?  To minimize duplication or conflicts with the existing regulators, the overseer should be required to seek needed information from existing regulators, who may then obtain the information from regulated entities.  
For large hedge funds and other unregulated financial institutions, the systemic risk overseer may need authority to require reports directly.  
The overseer should not burden private industry with duplicative or onerous requests for information.

The scope of information requested by the systemic risk overseer should be limited to what is necessary or appropriate for systemic risk identification and monitoring purposes.  
C. Coordination with Existing Regulators

The overseer should work on a coordinated basis with existing financial regulators to address systemic risks.  
It should have the ability to request that existing regulators prepare reports on areas of systemic concern based on aggregate or targeted data and to ask them to prepare recommendations for mitigating emerging systemic risks.  
To the extent the systemic risk overseer has risk mitigation authority, it should be exercised through or in cooperation with existing regulators.
D. Systemic Risk Avoidance and Mitigation 
The principal goal of the systemic risk overseer should be the avoidance of systemic risk through risk monitoring and recommendations to financial regulators on risk avoidance measures.  Such recommendations might include, for example, the adoption of revised Basel II capital standards providing for counter-cyclical capital formation, or enhanced risk management policies and procedures in targeted areas.

The systemic risk overseer should have the duty at any time to recommend that financial regulators take appropriate action to address risks to systemically significant financial institutions or the financial system as a whole.  

Financial regulators should be obligated to follow the overseer’s recommendations, but should have discretion in the manner in which they do so.  

The overseer should not make recommendations for actions that regulators already are pursuing, but may evaluate the effectiveness of such measures and make recommendations accordingly.  

The overseer could coordinate systemic risk responses by financial regulators, much like the Federal Financial Institutions Examination Council.

To the greatest extent possible, the overseer should allow the regulators to exercise their own discretion in how to most effectively address particular systemic risks, especially as they pertain to individual institutions.  

If systemic risk develops to the point where financial stability is threatened, should the overseer have authority to undertake direct mitigation actions to avoid systemic consequences?  Some mechanism might be needed whereby the systemic overseer can order a financial regulator to take specific action to mitigate a systemic risk upon a finding, concurred in by the Secretary of the Treasury, that the regulator has not acted appropriately.  
Should the overseer have emergency power to override a financial regulator that does not act appropriately to mitigate systemic risk?  Any such action, if allowed, should require concurrence by the Secretary of the Treasury.
Standards Are Needed
Standards are needed to govern the initiation of risk avoidance and mitigation measures by the overseer.  Such standards should require the systemic risk overseer to take into consideration not only the potential destabilizing effects of systemic risks but also the effect of risk avoidance actions on innovation and growth in the industry.

A definition of what constitutes a “systemic risk” will be needed.  The role of the systemic risk overseer should be limited to such risks.  In general, risk avoidance and mitigation measures should be limited to actions designed to prevent a systemic risk from destabilizing a systemically important financial institution or the financial system as a whole.  

Not every systemic risk necessarily should be avoided or mitigated.  The financial markets go through natural cycles of growth, destruction, and re-growth.  It would be unhealthy in a capitalistic economy for the government to seek to avoid every potential systemic risk and intervene at the first hint of trouble.  Such action could stifle innovation and distort the evolution of the financial markets.  Reliance on market discipline should be considered an important factor in developing standards for systemic risk mitigation.  
The overseer should not engage in micromanagement of financial institutions or the financial system as a whole, or seek to dictate the evolution of the financial markets.

Potential Conflicts with Other Policy Goals

Certain risk avoidance and mitigation measures may conflict with other public policy goals, such as the goal of greater homeownership or increased availability of credit to low- and moderate-income individuals.  
Moreover, risk avoidance and mitigation measures could conflict with monetary policy objectives of the Federal Reserve.  For example, the Fed might be tightening credit to curb inflation whereas the systemic risk overseer might want to encourage banks to expand lending in order to maintain profitability.
Standards will be needed for resolving such conflicts.  Such standards should seek to minimize the politicization of risk avoidance and mitigation measures.
Specific Risk Avoidance and Mitigation Measures 

In the event the systemic overseer determines to recommend active risk avoidance or mitigation measures, what should those measures be?  
Such measures will depend on the nature of the risk.  The risk might involve only a single institution or group of institutions.  Or, it might involve industry-wide business practices.  
Systemic risk might involve circumstances within the financial services industry or external forces, such as cyber-terrorism or pandemics that immobilize the industry’s technology infrastructure or work force.

Risk avoidance and mitigation measures should not be implemented directly by the overseer but by financial regulators using all of their supervisory and enforcement tools, including the issuance of supervisory guidance, regulatory restrictions and prohibitions, cease and desist actions, prompt corrective actions, the imposition of civil money penalties, and other actions as needed. 
Should the systemic risk overseer have comparable tools to deal with unregulated financial institutions that pose systemic risks?   Generally not, in view of the public policy decision not to regulate such entities.  But the systemic risk overseer should make appropriate recommendations to Congress if it determines that unregulated entities are a source of systemic risk.
The systemic risk overseer should not have risk mitigation authority with respect to any nonfinancial company, but should make appropriate recommendations to Congress.

E. Resolution of Systemically Significant Institutions
Mechanisms for the orderly resolution of failed depository institutions exist but bankruptcy is the only available option currently for bank holding companies and other financial institutions.  
The following questions should be considered by Congress before establishing an alternative resolution authority for systemically significant institutions:

Is there a need for an orderly wind-down mechanism for systemically important bank holding companies, investment banks, broker-dealers, insurance companies and other financial firms?  
The Federal Reserve Board and Treasury have said they had no option but to allow Lehman Brothers to declare bankruptcy.  Apart from the initial destabilizing effects of its failure, was the bankruptcy process otherwise disruptive to the financial system?
Should the systemic risk overseer or some other entity be responsible for winding down a failing “too-big-to-fail” non-depository institution?  

Should the FDIC play a role in resolving systemically important institutions in view of its experience and expertise as the receiver of failed depository institutions?

How long should the resolution process last?  
Should the institution be propped up or wound down?
Should institutions be labeled as “systemically significant” or not and would such a designation lead to moral hazard and competitive imbalances?

� Much has been written on the meaning of “systemic risk.”  This paper does not define “systemic risk” but rather assumes that it encompasses any risk that threatens to destabilize a systemically important institution or the financial system as a whole.  


� For example, the OCC’s Annual Report states that its supervisory program includes activities to “identify, analyze, and respond to emerging systemic risks and trends that could affect an individual national bank or the entire national banking system.”  OCC Annual Report, Fiscal Year 2005.  The OCC “conducts regular surveys to identify and monitor systemic trends in credit risk and emerging credit risk.”  OCC Annual Report, Fiscal Year 2007.  The OCC conducts “horizontal reviews” of large banks with similar characteristics that focus on systemic risks, among other things.  OCC Annual Report, Fiscal Year 2007.  The banking agencies issued guidance on corporate business resumption, disaster recovery, and contingency planning in 1997 that probably helped to minimize the impact of the 2001 terrorist attacks on financial institutions.  See FDIC, FIL 68-97 (July 14, 1997); FDIC Information Technology General Work Program, April 2004.








� See President’s Working Group, Policy Statement on Financial Market Developments, March, 2008. 


� For example, the Act requires the Board to rely on examination reports by the functional regulators and prohibits the Board from imposing capital requirements on functionally regulated subsidiaries.  


� For example, AIG is not a financial holding company.  A financial holding company is a bank holding company (i.e., a company that owns a bank) that elects to be a financial holding company and agrees to remain well-capitalized and to maintain a  satisfactory Community Reinvestment Act rating.  Such a company is eligible to engage in expanded activities, such as securities underwriting and dealing.


� The FFIEC is an interagency body comprised of the OCC, Federal Reserve, FDIC, OTS, and NCUA authorized to prescribe uniform principles, standards, and report forms for the examination of financial institutions and to make recommendations to promote uniformity in the supervision of financial institutions.  In 2006, the State Liaison Committee (SLC) was added to the Council as a voting member.  The FFIEC has proved to be an effective mechanism for standardizing examination reports and issuing coordinated guidance on a variety of risk management issues such as, for example, continuity planning to minimize the potential adverse effects of a pandemic and risk management controls necessary to authenticate the identity of customers accessing Internet-based financial services.  The FFIEC operates the National Information Center, a repository of financial data and information about financial institutions collected by the Federal Reserve.  


� The President’s Working Group in Financial Markets consists of the Secretary of the Treasury and the chairmen of the Federal Reserve Board, Securities and Exchange Commission, and Commodity Futures Trading Commission.


� The Board has described its mission as including “maintaining the stability of the financial system and containing systemic risk that may arise in financial markets.”  Federal Reserve Board, “Federal Reserve System Purposes and Functions,” 9th edition (June 2005) at 1.  The Board has said:


“Beyond influencing the level of prices and the level of output in the near term, the Federal Reserve can contribute to financial stability and better economic performance by acting to contain financial disruptions and pre�venting their spread outside the financial sector.  Modern financial systems are highly complex and interdependent and may be vulnerable to wide-scale systemic disruptions, such as those that can occur during a plunge in stock prices.  The Federal Reserve can enhance the financial system’s resilience to such shocks through its regulatory policies toward banking institutions and payment systems.  If a threatening disturbance develops, the Federal Reserve can also cushion the impact on financial markets and the economy by aggressively and visibly providing liquidity through open market operations or discount window lending.”


Federal Reserve Board, Federal Reserve System Purposes and Functions, 9th edition (June 2005) at 16.  Nevertheless, the Board has no express or clear statutory mandate for systemic risk oversight.  The Federal Reserve Act authorizes the Board “to promote effectively the goals of maxi�mum employment, stable prices, and moderate long-term interest rates.”


� In the past, the Board has not granted expanded powers to bank holding companies as readily as the OCC for national banks, for example.  Unlike the OCC, which is funded entirely by fees derived from the banks it charters and regulates, the Board is independently funded through its open market operations and thus need not placate any constituency.


� Congress designated the Board to work with the SEC in resolving the deadlock over the bank exemptions from broker-dealer regulation under the Gramm-Leach-Bliley Act, which it did successfully.


� In addition to monetary policy and responsibility for regulating bank holding companies and state member banks, the Board has responsibility for a host of consumer protection laws and securities margin rules.  The Board also issues regulations on bank regulatory matters such as transactions between banks and their affiliates and reserve requirements.  The Board shares rulemaking and enforcement responsibility for a host of other regulatory areas including, for example, bank capital requirements, bank lending limits, management interlocks among banking organizations, the Community Reinvestment Act, and privacy regulations. 


� Credit default swap activities of AIG’s financial products division caused disruption in the financial markets, but those products are not considered to be traditional insurance products.  (Moreover, as noted earlier, the Federal Reserve Board was largely responsible for the Congressional ban on regulation of swaps by state insurance commissioners.)


� The Act grants immunity from the antitrust laws to the business of insurance but only to the extent that the industry is subject to state insurance regulation.  


� The U.S. Chamber of Commerce, however, supports initiatives to explore the creation of a federal chartering option for life insurance companies.  IS THIS A CORRECT STATEMENT? 


� The SEC adopted its investment bank holding company program pursuant to the provisions of the Gramm-Leach-Bliley Act, which allowed them to claim the SEC as a “comprehensive consolidated supervisor” for purposes of a European Directive requiring these entities to have such a supervisor in order to operate in Europe.


� Bear Stearns was acquired by J.P. Morgan/Chase.  Merrill Lynch was acquired by Bank of America.  Goldman Sachs and Morgan Stanley formed bank holding companies.  Because the SEC has terminated its investment bank holding company program, these broker-dealers must remain under the Federal Reserve’s jurisdiction in order to operate in Europe, which requires them to have a comprehensive consolidated supervisor.  The Federal Reserve is the only such supervisor in the U.S. that is considered viable.  The Office of Thrift Supervision also qualifies as a comprehensive, consolidated supervisor, but lacks the credibility and authority of the Federal Reserve.
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