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ESTABLISHING A FRAMEWORK FOR
SYSTEMIC RISK REGULATION

THURSDAY, JULY 23, 2009

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.
The Committee met at 9:37 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Senator Christopher J. Dodd (Chairman of the
Committee) presiding.

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD

Chairman DobDD. I will make some opening comments, turn to
Senator Shelby for his, and then we will invite our very distin-
guished witnesses to join us at the witness table, and I will in ad-
vance apologize to them if we interrupt your testimony once the
12th Member arrives here, to go back into executive calendar to
deal with this legislation.

So let us shift gears, if we can now, to the hearing, and that is,
as I mentioned earlier, a hearing to establish a framework for sys-
temic risk regulation. Let me just share some thoughts, if I can.
And, again, we have had a lot of discussion about this subject mat-
ter over the last number of months. We have had some 40 hearings
in this Committee since January, not all of it on this subject mat-
ter, but the bulk of the hearings have been on this whole issue of
how do we modernize our financial regulatory structure not only to
address the problems that have brought us to this point, but also
how do we create that architecture for the 21st century that will
allow us to move forward with innovation and creativity that has
been the hallmark of our financial services sector, and yet once
again restore that credibility of safety and soundness that has been
the hallmark, I think, of our financial services sector for so many
years, and yet collapsed, in the views of many, over the last num-
ber of years, resulting in the economic problems that so many of
our fellow citizens are facing, with joblessness, with house fore-
closures, retirement accounts being wiped out, and all of the ancil-
lary problems that our economy is suffering through.

Systemic risk is going to be an important factor in all of this, and
I cannot begin to express my gratitude to my fellow Members here
because, unlike other matters that the Congress is dealing with,
my sense is on this subject matter this is not one that has any ide-
ology, that I can sense, to it at all. What all of us want is to figure
out what works best, what makes sense for us here—not that we
are going to solve every future problem. I think we make a mistake
if we are sort of promising what we cannot deliver on. There will
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be future problems, and we are not going to solve every one of
them. But if we look back a bit and see where the gaps have been,
either, one, where there was no authority or, two, where there was
authority but it was not being exercised, then how we fill those
gaps in a way that makes sense I think will be a major contribu-
tion.

And I want to particularly thank Senator Shelby, the former
Chairman of this Committee, the Ranking Member now. We have
had a lot of conversations together. We do not have a bill ready at
all. There has been a lot of talk at this point. But I get a sense
among my colleagues, as I have discussed the subject matter with
them, that we share a lot of common views about this, and that is
a good place to begin. It does not mean we are going to agree on
every answer we have, but I sense that the overwhelming majority
of us here are committed to that goal of establishing what makes
sound and solid regulatory process.

The economic crisis introduced a new term in our national vocab-
ulary: “systemic risk.” Not words we use much. I do not recall
using those words at all back over the years. It is the idea that in
an interconnected global economy, it is easy for some people’s prob-
lems to become everybody’s problems, and that is what systemic
risk is. The failures that destroyed some of our Nation’s most pres-
tigious financial institutions also devastated the economic security
of millions of working Americans who did nothing wrong and never
heard of these institutions that collapsed and put them at great
risk. Jobs, homes, and retirement security were gone in a flash be-
cause Wall Street greed in some cases, regulatory neglect in others,
resulted in these problems.

After years of focusing on short-term profits while ignoring long-
term risk, a number of companies, giants of the financial industry,
found themselves in very serious trouble. Some, as we know, trag-
ically, failed. Some were sold under duress. And an untold number
only survived because of Government intervention—loans, guaran-
tees, direct injections of capital.

Taxpayers had no choice but to step in—and that is my strong
view—assuming billions of risk and saved companies because our
system was not set up to withstand their failure. Their efforts
saved our economy from catastrophe, but real damage remains, as
we all are painfully aware. Investors who lost billions were scared
to invest. Credit markets dried up, with no one willing to make
loans. Businesses could not make payrolls. Employees were laid off
and families could not get mortgages or loans to buy an automobile,
even.

Wall Street’s failures have hit Main Street, as we all know,
across our Nation, and it will take years, perhaps decades, to undo
the damage that a stronger regulatory system I think could have
prevented. And while many Americans understand why we had to
take extraordinary measures this time, it does not mean that they
are not angry, because they are. It does not mean they are not wor-
ried, and they certainly are that. And it does not mean they do not
expect us to fix the problems that allowed this to happen.

First and foremost, we need someone looking at the whole econ-
omy for the next big problem with the authority to do something
about it. The Administration has a bold proposal to modernize our
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financial regulatory system. It would give the Federal Reserve new
authority to identify, regulate, and supervise all financial compa-
nies considered to be systemically important. It would establish a
council of regulators to serve in a sole advisory role. And it would
provide a framework for companies to fail, if they must fail, in a
way that does not jeopardize the entire financial system.

It is a thoughtful proposal, but the devil, obviously, we all know,
is in the details, and I expect changes to be made in this proposal.

I share my colleagues’ concerns about giving the Fed additional
authority to regulate systemic risk. The Fed has not done a perfect
job, to put it mildly, with the responsibilities it already has. This
new authority could compromise the independence the Fed needs
to carry out effective monetary policy. Additionally, systemic risk
regulation involves too broad of a range of issues, in my view, for
any one regulator to be able to oversee. And so I am especially in-
terested to hear from our witnesses this morning on your ideas and
how we might get this right.

Many of you have suggested a council with real authority that
would effectively use the combined knowledge of all of the regu-
latory agencies. As President Obama has said, when we rebuild our
economy, we must ensure that its foundation rests on a rock, not
on sand. And today we continue our work to lay the cornerstones
of that foundation—strong, smart, effective regulation that protects
working families without hindering growth, innovation, and cre-
ativity that has been, again, the hallmark, as I said earlier, of our
financial services sector.

With that, let me turn to Senator Shelby, and then I will intro-
duce our first panel.

STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you, Mr. Chairman.

At the core of the Administration’s financial regulatory reform
proposal is the concept of systemic risk. The President believes that
it can be regulated and that the Fed should be the regulator. But
as we begin to consider how to address systemic risk, my main con-
cern is that while there appears to be a growing consensus on the
need for a systemic risk regulator, there is no agreement on how
to define systemic risk, let alone how to manage it.

I believe that it would be legislative malfeasance to simply tell
a particular regulator to manage all financial risk without having
reached some consensus on what systemic risk is and whether it
can be regulated at all. Should we reach such a consensus, I believe
we then must be very careful not to give our markets a false sense
of security that could actually exacerbate our “too-big-to-fail” prob-
lem. If market participants believe that they no longer have to
closely monitor risk presented by financial institutions, the stage
will be set for our next economic crisis.

If we can decide what systemic risk is and that it is something
that should and can be regulated, I believe our next question
should be: Who should regulate it?

Unfortunately, I believe the Administration’s proposal largely
places the Federal Reserve in charge of regulating systemic risk. It
would grant the Fed, as I understand the white paper, authority
to regulate any bank, securities firm, insurer, investment fund, or
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any other type of financial institution that the Fed deems a sys-
temic risk. The Fed would be able to regulate any aspect of these
firms, even over the objections of other regulators. In effect, the
Fed would become a regulator giant of unprecedented size and
scope.

I believe that expanding the Fed’s power in this manner could be
very dangerous. The mixing of monetary policy and bank regula-
tion has proven to be a formula for taxpayer-funded bailouts and
poor monetary policy decisions. Giving the Fed ultimate responsi-
bility for the regulation of systemically important firms will provide
further incentives for the Fed to hide its regulatory failures by bail-
ing out troubled firms.

Rather than undertaking the politically painful task of resolving
failed institutions, the Fed could take the easy way out and rescue
them by using its lender-of-last-resort facilities or open market op-
erations. Even worse, it could undertake these bailouts without
having to obtain the approval of the Congress.

In our system of Government, elected officials should make deci-
sions about fiscal policy and the use of taxpayers’ dollars, not
unelected central bankers. Handing over the public purse to an en-
hanced Fed is simply inconsistent with the principles of democratic
Government.

Augmenting the Federal Reserve’s authority also risks burdening
it with more responsibility than one institution can reasonably be
expected to handle. In fact, the Federal Reserve is already overbur-
dened with its responsibility for monetary policy, the payment sys-
tem, consumer protection, and bank supervision. I believe anoint-
ing the Fed as the systemic risk regulator will make what has
proven to be a bad bank regulator even worse.

Let us not forget that it was the Fed that pushed for the adop-
tion of the flawed Basel II Capital Accords right here in this Com-
mittee which would have drained our banking system of capital. It
was the Fed that failed to adequately supervise Citigroup and
Bank of America, setting the stage for bailouts in excess of $400
billion there. It was the Fed that failed to adopt mortgage under-
writing guidelines until well after this crisis was underway.

Yes, it was the Fed that said there was no need to regulate de-
rivatives right here in this Committee. It was also the Fed that lob-
bied to become the regulator of financial holding companies as part
of Gramm-Leach-Bliley. The Fed won that fight and got the addi-
tional authority it sought. Ten years later, however, it is clear that
{,)hle Fed has proven that it is incapable of handling that responsi-

ility.

Ultimately, I believe if we are able to reach some sort of agree-
ment on systemic risk and whether it can be managed, I strongly
believe that we should consider every possible alternative to the
Fed as a systemic risk regulator.

Thank you, Mr. Chairman.

Chairman DoDD. Thank you very much, Senator, and we are still
missing one, I think. Is it one? One. We need 12. If I have a col-
league that can count 12, I am willing to move ahead on that.

[Laughter.]

Chairman DoDD. After all, this is Washington, you know. We will
wait for the 12th to arrive.
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Let me invite Sheila Bair and Mary Schapiro and Dan Tarullo
to join us at the witness table, and let me briefly introduce the peo-
ple who hardly need an introduction. They have been before this
Committee on numerous occasions, and we thank them.

Sheila Bair, as we all know, is our Chair of the Federal Deposit
Insurance Corporation, served as Assistant Secretary at the Treas-
ury, has an extensive background in banking finance, and, of
course, many of us up here have known her over the years when
she was legal counsel to Bob Dole and did a great job in that capac-
ity as well, so very familiar with the Senate as an institution.

Mary Schapiro is the new Chair of the Securities and Exchange
Commission, and prior to her appointment this year, she served as
the CEO of the Financial Industry Regulatory Authority, or
FINRA, also served as a Commissioner of the SEC during Ronald
Reagan’s administration, President Bush 41, and the Clinton ad-
ministration.

Dan Tarullo—I will finish this and then turn to our executive
session—is the new member of the Board of Governors of the Fed-
eral Reserve System and, again, a familiar figure to many of us up
here, having served in public life on numerous occasions in the
past, including Assistant Secretary of State for Economic and Busi-
ness Affairs, before he served as Chief Counsel for Employment
Policy on the staff of our good friend Senator Ted Kennedy as well,
and taught at Georgetown University Law Center, worked in the
Clinton administration. So we thank you, Dan for your service, as
we do yours, Mary, and Sheila Bair.

[Whereupon, at 9:49 a.m., the Committee proceeded to other
business and reconvened at 9:52 a.m.]

Chairman Dopp. We will now go back to our witnesses. You have
been introduced, and, Sheila, we will begin with you. All state-
ments, supporting data, materials, and the like that you think
would be valuable for our Committee as we consider modernization
of the Federal regulatory structure, of course, will be included in
the relcl:ord. That is also true, of course, of all of our colleagues here
as well.

We would like you, if you could, to try to keep those remarks to
5 or 7 minutes so we can get to the questions as quickly as pos-
sible. Thank you for joining us.

STATEMENT OF SHEILA C. BAIR, CHAIRMAN, FEDERAL
DEPOSIT INSURANCE CORPORATION

Ms. BAIR. Chairman Dodd, Ranking Member Shelby, and Mem-
bers of the Committee, I appreciate you holding this hearing. The
issues under discussion today approach in importance those before
the Congress in the wake of the Great Depression. We are emerg-
ing from a credit crisis that has wreaked havoc on our economy.
Homes have been lost; jobs have been lost. Retirement and invest-
ment accounts have plummeted in value.

The proposals put forth by the Administration to address the
causes of this crisis are thoughtful and comprehensive. However,
these are very complex issues that can be addressed in a number
of different ways.

It is clear that one of the causes of our current economic crisis
is significant regulatory gaps within the financial system. Dif-
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ferences in the regulation of capital, leverage, complex financial in-
struments, and consumer protection provided an environment in
which regulatory arbitrage became rampant. Reforms are urgently
needed to close these regulatory gaps.

At the same time, we must recognize that much of the risk in
the system involved financial firms that were already subject to ex-
tensive regulation. One of the lessons of the past several years is
that regulation alone is not sufficient to control risk taking within
a dynamic and complex financial system. Robust and credible
mechanisms to ensure that market participants will actively mon-
itor and control risk taking must be in place.

We must find ways to impose greater market discipline on sys-
temically important institutions. In a properly functioning market
economy, there will be winners and losers, and when firms—
through their own mismanagement and excessive risk taking—are
no longer viable, they should fail. Actions that prevent firms from
failing ultimately distort market mechanisms, including the incen-
tive to monitor the actions of similarly situated firms and allocate
resources to the most efficient providers. Unfortunately, the actions
taken during the past year have reinforced the idea that some fi-
nancial organizations are too-big-to-fail.

The notion of “too-big-to-fail” creates a vicious circle that needs
to be broken. Large firms are able to raise huge amounts of debt
and equity and are given access to the credit markets at favorable
terms without sufficient consideration of the firms’ risk profile. In-
vestors and creditors believe their exposure is minimal since they
also believe the Government will not allow these firms to fail. The
large firms leverage these funds and become even larger, which
makes investors and creditors more complacent and more likely to
extend credit and funds without fear of losses. “Too-big-to-fail”
must end.

Today, shareholders and creditors of large financial firms ration-
ally have every incentive to take excessive risk. They enjoy all the
upside. But their downside is capped at their investment, and with
“too-big-to-fail,” the Government even backstops that.

For senior managers, the incentives are even more skewed. Paid
in large part through stock options, senior managers have an even
bigger economic stake in going for broke because their upside is so
much bigger than any possible loss. And, once again, with “too-big-
to-fail” the Government takes the downside.

To end “too-big-to-fail,” we need a solution that uses a practical,
effective, and highly credible mechanism for the orderly resolution
of these institutions similar to that which exists for the FDIC-in-
sured banks. When the FDIC closes a bank, shareholders and
creditors take the first loss. When we call for a resolution mecha-
nism, we are not talking about propping up the failed firm and its
management. We are talking about a process where the failed bank
is closed, where the shareholders and creditors typically suffer se-
vere losses, and where management is replaced and the assets of
the failed institution are sold off. This process is harsh, but it
quickly reallocates assets back into the private sector and into the
hands of better management. It also sends a strong message to the
market that investors and creditors will face losses when an insti-
tution fails.
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So-called “open bank assistance,” which puts the interests of
shareholders and creditors before that of the Government, should
be prohibited. Make no mistake. I support the actions the regu-
lators have collectively taken to stabilize the financial system.
Lacking an effective resolution mechanism, we did what we had to
do. But going forward, open bank assistance by any Government
entity should be allowed only upon invoking the extraordinary sys-
temic risk procedures, and even then, the standards should be
tightened to prohibit assistance to prop up any individual firm.

Moreover, whatever systemwide support is provided should be
based on a specific finding that such support would be least costly
to the Government as a whole. In addition, potentially systemic in-
stitutions should be subject to assessments that provide disincen-
tives for complexity and high-risk behavior. I am very pleased that
yesterday the President expressed support for the idea of an as-
sessment. Funds raised through this assessment should be kept in
reserve to provide working capital for the resolution of large finan-
cial organizations to further insulate taxpayers from loss.

Without a new comprehensive resolution regime, we will be
forced to repeat the costly ad hoc responses of the past year. In ad-
dition to a credible resolution process, there is a need to improve
the structure for the supervision of systemically important institu-
tions and create a framework that proactively identifies issues that
pose risk to the financial system.

The new structure, featuring a strong oversight council, should
address such issues as the industry’s excessive leverage, inad-
equate capital, and overreliance on short-term funding. A council
of regulators will provide the necessary perspective and expertise
to view our financial system holistically. A wide range of views
makes it more likely we will capture the next problems before they
happen. As with the FDIC Board, a systemic risk council can act
quickly and efficiently in a crisis.

The combination of the unequivocal prospect of an orderly clos-
ing, a stronger supervisory structure, and a council that anticipates
and mitigates risks that are developing both within and outside the
regulated financial sector will go a long way to assuring that the
problems of the last several years are not repeated and that any
problems that do arise can be handled without cost to the taxpayer.

Thank you very much.

Chairman DoDD. Thank you very much, Chairman Bair.

Chairman Schapiro.

STATEMENT OF MARY L. SCHAPIRO, CHAIRMAN, SECURITIES
AND EXCHANGE COMMISSION

Ms. ScHAPIRO. Thank you. Chairman Dodd, Ranking Member
Shelby, and Members of the Committee, I am very pleased to be
here today with my colleagues from the Fed and FDIC.

There are many lessons to be learned from the recent financial
crisis, and a key one is that we as regulators need to identify, mon-
itor, and reduce systemic risk before they threaten the stability of
the financial system.

However, in our efforts to minimize the potential for institutional
failures to threaten the system, we must take care not to uninten-
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tionally facilitate the growth of large, interconnected institutions
whose failure might later pose even greater systemic risk.

To best address these risks, I believe we must rely on two lines
of defense. First, there is traditional oversight and regulation. This
includes enhancing existing regulations, filling gaps, increasing
transparency, and strengthening enforcement to prevent systemic
risks from developing. And, second, we should establish a workable
macroprudential regulatory framework and resolution regime that
can identify, reduce, and unwind systemic risks if they do develop.

Closing regulatory gaps is an important part of reducing sys-
temic risk. If financial participants realize they can achieve the
same economic ends with fewer costs by flocking to a regulatory
gap, they will do so quickly, often with size and leverage. We have
seen this time and again, most recently with over-the-counter de-
rivatives, instruments through which major institutions engage in
enormous, virtually unregulated trading in synthetic versions of
other, often highly regulated financial products. We can do much
to reduce systemic risk if we close these gaps and ensure that simi-
lar products are regulated similarly.

In addition to filling gaps, we need to ensure greater trans-
parency of risk. Transparency helps reduce systemic risk by ena-
bling market participants to better allocate capital and giving regu-
lators more information about risks that are building in the finan-
cial system. Transparency has been utterly lacking in the world of
unregulated over-the-counter derivatives, hedge funds, and dark
pools. Additionally, we need to recognize the importance that vig-
orous enforcement plays in sending a strong message to market
participants.

As a second line of defense, I believe there is a need to establish
a framework for macroprudential oversight, a key element of the
Administration’s financial regulatory plan. Within that framework,
I believe the most appropriate approach consists of a single sys-
temic risk regulator and a very strong council.

In terms of a systemic risk regulator, I agree there needs to be
a governmental entity responsible for monitoring our financial mar-
kets for systemwide risks. This role could be performed by the Fed-
eral Reserve or by a new entity specifically designed for this task.
The systemic risk regulator should have access to information
across the financial markets about institutions that pose significant
risk. And it should be able to monitor whether institutions are
maintaining appropriate capital levels, and it should have clear
delegated authority from the council to respond quickly in extraor-
dinary circumstances. Most importantly, the systemic risk regu-
lator should serve as a second set of eyes upon those institutions
whose failure might put the system at risk.

At the same time, I agree with the Administration that the sys-
temic risk regulator must be combined with a newly created coun-
cil, but I believe that any council must be strengthened well beyond
the framework set forth in the Administration’s white paper. The
council should have authority to identify institutions, practices, and
markets that create potential systemic risks and to set standards
for liquidity, capital, and other risk management practices at sys-
temically important institutions. This hybrid approach can help
minimize systemic risk in a number of ways.
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First, a council would bring different perspectives to the identi-
fication of risks that individual regulators might miss or consider
too small to warrant attention.

Second, the members on the council would have experience regu-
lating different types and sizes of institutions so that the council
would be more likely to ensure that risk-based capital and leverage
requirements do not unintentionally foster greater systemic risk.

And, third, the council would include multiple agencies, thereby
significantly reducing potential conflicts of interest and regulatory
capture.

Finally, the council would monitor the growth and development
of financial institutions to prevent the creation of institutions that
are either too-big-to-fail or too-big-to-succeed.

At most times, I would expect the council and systemic risk regu-
lator to work with and through primary regulators who are experts
on the products and activities of their regulated entities. The sys-
temic risk regulator, however, can provide a second layer of review
over the activities, capital, and risk management procedures of sys-
temically important institutions as a backstop to ensure that no
red flags are missed.

To ensure that authority is checked and decisions are not arbi-
trary, the council would remain the place where general policy is
set, and if differences remain between the council and the primary
regulator, the more stringent standards should apply.

For example, on questions of capital, the new systemic risk
framework should only be in a position to raise standards for regu-
latory capital for these institutions, not lower them. This will re-
duce the ability of any single regulator to compete with other regu-
lators by lowering standards, driving a race to the bottom.

And, finally, the Government needs a credible resolution mecha-
nism for unwinding systemically important institutions. Currently,
banks and broker-dealers are subject to resolution processes, but no
corresponding resolution process exists for the holding companies of
systemically significant financial institutions.

I believe we have an opportunity to create a regulatory frame-
work that will help prevent the type of systemic risk that created
havoc in our financial system, and I believe we can create a cred-
ible regulatory regime that will help restore investor confidence.

I look forward to working with you to address these issues and
doing all we can to foster a safer, dynamic, and more nimble finan-
cial system. Thank you.

Chairman DoDD. Thank you very much, Chairwoman Schapiro.

Dan Tarullo, welcome to the Committee once again.

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

Mr. TARULLO. Thank you, Mr. Chairman, Senator Shelby, and
Members of the Committee. My prepared statement sets forth in
some detail the positions of the Federal Reserve on a number of the
proposals that have been brought before you, so I thought I would
use these introductory remarks to offer a few more general points.

First, I think the title you have given this hearing captures the
task well, “Establishing a Framework for Systemic Risk Regula-
tion.” The task is not to enact one piece of legislation or to estab-
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lish one overarching systemic risk regulator and then to move on.
The shortcomings of our regulatory system were too widespread,
the failure of risk management at financial firms too pervasive,
and the absence of market discipline too apparent to believe that
there was a single cause of, much less a single solution for, the fi-
nancial crisis. We need a broad agenda of basic changes at our reg-
ulatory agencies and in financial firms, and a sustained effort to
embed market discipline in financial markets.

Second, the “too-big-to-fail” problem looms large on the agenda.
Therein lies the importance of proposals to ensure that the system-
ically important institutions are subject to supervision, to promote
capital and other kinds of rules that will apply more stringently be-
cause the systemic importance of an institution increases, and to
establish a resolution mechanism that makes the prospect of losses
for creditors real, even at the largest of financial institutions.

But “too-big-to-fail,” for all its importance, was not the only prob-
lem left unaddressed for too long. The increasingly tightly wound
connection between lending and capital markets, including the ex-
plosive growth of the shadow banking system, was not dealt with
as leverage built up throughout the financial system. That is why
there are also proposals before you pertaining to derivatives, money
market funds, ratings agencies, mortgage products, procyclical reg-
ulations, and a host of other issues involving every financial regu-
lator.

Third, in keeping with my first point on a broad agenda for
change, let me say a few words about the Federal Reserve. Even
before my confirmation, I had begun conversations with many of
you on the question of how to ensure that the shortcomings of the
past would be rectified and the right institutional structure for rig-
orous and efficient regulation put in place, particularly in light of
the need for a new emphasis on systemic risk. This colloquy has
continued through the prior hearing your Committee conducted
and in subsequent conversations that I have had with many of you.

My colleagues and I have thought a good deal about this question
and are moving forward with a series of changes to achieve these
ends. For example, we are instituting closer coordination and su-
pervision of the largest holding companies, with an emphasis on
horizontal reviews that simultaneously examine multiple institu-
tions.

In addition, building on our experience with the SCAP process
that drew so successfully upon the analytic and financial capacities
of the nonsupervisory divisions of the Board, we will create a quan-
titative surveillance program that will use a variety of data sources
to identify developing strains and imbalances affecting individual
firms and large institutions as a group. This program will be dis-
tinct from the activities of the on-site examiners, so as to provide
an independent perspective on the financial condition of the insti-
tutions.

Fourth and finally, I would note that there are many possible
ways to organize or to reorganize the financial regulatory struc-
ture. Many are plausible, but as experience around the world sug-
gests, none is perfect. There will be disadvantages, as well as ad-
vantages, to even good ideas.
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One criterion, though, that I suggest you keep in mind as you
consider various institutional alternatives is the basic principle of
accountability. Collective bodies of regulators can serve many use-
ful purposes: examining latent problems, coordinating a response to
new problems, recommending new action to plug regulatory gaps,
and scrutinizing proposals for significant regulatory initiatives
from all participating agencies.

When it comes to specific regulations or programs or implemen-
tation, though, collective bodies often diffuse responsibility and at-
tenuate the lines of accountability, to which I know this Committee
has paid so much attention. Achieving an effective mix of collective
process and agency responsibility with an eye toward relevant in-
stitutional incentives will be critical to successful reform.

Thank you very much, Mr. Chairman. I would be happy to an-
swer any questions.

Chairman DobDD. Thank you very much, Dan. We appreciate your
testimony and your involvement with the Committee, as well.

I will ask the Clerk to put on—why don’t you put on 6 minutes
and try and keep an eye on that. We have got a lot of participation
here this morning and I want to make sure we get around to peo-
ple. I have asked the staff to make sure you give me a very accu-
rate account of the arrival of Members in terms of the order in
which they will be asked to address the questions to our panel.

Let me begin with you, Governor Tarullo, if I can. I suspect a lot
of the questions I am going to raise for you, you are going to hear
variations of these same kind of questions, I suspect that sort of
a theme will emerge here.

You testified that the Administration’s proposal to give the Fed
systemic risk supervision is incremental. It builds on the robust au-
thority which you already have under the Bank Holding Company
Act, and you also detail your plan for a new surveillance program,
which you mentioned here, for large complex financial organiza-
tions that will look at emerging risks to the system as a whole.

Now, obviously, we are not speaking about you, because obvi-
ously you are new to this, but given the Federal Reserve’s history
and record on this as an institution as we look back, why should
we in this Congress have any confidence in the Federal Reserve,
other than what is being said today, and I appreciate what is being
said today, but given the history of the Federal Reserve, you can
argue that this authority has already existed. We don’t need new
authority. It has been there. Under the Bank Holding Company
Act, you have had that authority for a long, long time. Certainly
all the powers are there, the personnel, the resources to do a job,
and yet there was an abysmal failure when it came to these insti-
tutions.

So why at this juncture, and I raise this with you, why should
this Committee or the Congress have any heightened degree of con-
fidence that the Federal Reserve, having failed in that function,
given the authority for years, should now be granted expanded au-
thority in that same area?

Mr. TARULLO. Well, Senator, let me say a couple of things about
that. First, as you know, in my prior capacity, I had a fairly broad-
based set of criticisms about the Fed and the regulatory system as
a whole. I continue to believe that when the final history of the fi-
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nancial crisis is written, there is going to be a lot of blame to go
around to regulatory agencies and private institutions. This was
not a single failing. This was a broad-based failing at home and,
as we have seen, internationally as well. Let me be clear. I think
that includes an inadequate or flawed approach to supervision at
the banking agencies, including the Fed.

Second, I will say that I think that history shifts. History shifts
and the relative positions of agencies shift over time. I remember
when I was in law school studying this set of issues that the Fed-
eral Reserve was regarded as the most aggressive of the regulatory
agencies and the other agencies were regarded as somewhat more
accommodating. So I think there is a rhythm that goes with the
times, with the leadership of an agency, and with the general ori-
entation of public policy.

So, since I have gotten to the Fed—actually before that, since I
began having conversations with you and other Members of the
Committee—what I have been trying to determine is the degree to
which the capacity and the resources are present to do what is in
some sense the same job that should have been done better. But
to be honest, in some sense, it is a different job because I don’t
think anybody actually was focused on the systemic part of the
problem as much as they ought to have been. It was a more siloed
approach to regulation.

And that is why I also think some changes should be made in
prevailing law so that it is clear that the supervisor of the holding
companies has authority to do examinations of functionally regu-
lated subsidiaries when it is necessary. Those sorts of things need
to move forward. But, I think more fundamentally, what has to be
done is the kind of thing I mentioned a moment ago, which is to
put in place a system within the agency that has its own kind of
cross-checks, drawing upon the substantial resources of the agency.
There are substantial resources in the research and monetary af-
fairs parts of the Board to provide exactly the kinds of information
that will enhance supervision.

And that is, I think, the task which someone is going to have to
perform, Senator, and it is either going to be done by the Federal
Reserve or another agency. It has got to be done somewhere. My
belief is, based upon my 6 months’ experience at the Fed, that
under Chairman Bernanke’s leadership, it can be done. But I don’t
think anyone should underestimate the task and I would just sec-
ond something you said in your introductory remarks. I hope peo-
ple are not expecting that anything that the Fed or the SEC or the
FDIC or anybody else does is going to eliminate all potential for
systemic risk. That is just not going to happen. And I think we
have got to keep that in mind.

Let me just say one final thing. The Administration’s proposal
and other proposals vary in how much authority they really mean
to invest in a particular agency. Back at our March hearing, you
and I talked back and forth a good bit about the different possible
functions of a systemic risk regulator. With the possible exception
of some of the proposals for the council as they have been de-
scribed, most proposals don’t talk about a systemic risk regulator.
They talk about allocating a particular set of responsibilities to
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particular agencies or collective groups, and I think that is prob-
ably the way it should be.

I really don’t think you need or want so much responsibility, as
well as authority, lodged in any one agency to say, you have re-
sponsibility for figuring out anywhere in the financial system there
is a problem and you have authority to do whatever you think is
necessary.

Chairman DobDD. Well, let me—thank you for that. Let me, Shei-
la, quickly turn to you for two quick questions and let me play the
devil’s advocate, in a sense, in this, as well. And again, I am still
sort of agnostic on this, although I am sort of leaning toward the
council approach, but let me take the side of the argument that the
Administration opposes and raise it with you. I will give my best
shot here in giving their side of the argument.

This is a new idea we are fooling around with, a council here,
agencies that don’t necessarily have the kind of expertise and back-
ground of the Federal Reserve. You are going to spread this out
among a bunch of different agencies so no one is really in control
or authority. The Federal Reserve has the experience. Yes, they
have done a bad job of this over the years, but historically, they
have the capacity, the knowledge, and so forth to do this. We know
about the Fed. You are asking me to create something that is alto-
gether new and it may not function well at all to handle the issue
of systemic risk, a very important issue.

Why should I take a leap of faith in something here creating a
whole new entity that may include the Fed, but is going to have
the problem of spreading out the responsibility in such a way that
you will never figure out who is really running the shop? In a
sense, systemic risk will be suffering terribly. Despite the fact you
have given it a nice name, hired a bunch of nice people, it really
will not make the kind of decisions that you need to have with a
single regulator with the experience the Fed has to do the job. Why
is that not a bad idea?

Ms. BaIR. Obviously, we disagree with that. We think a council
needs real teeth and rule-making authority. It needs to have some
real authorities to be highly effective in monitoring for systemic
risk and taking action to address it. The more eyes you have look-
ing at this from different perspectives, the better. Clearly the FDIC
has a different perspective from the SEC or the CFTC or the Fed-
eral Reserve. So I think bringing those multiple perspectives to-
gether is going to strengthen the entity, not weaken it.

You are talking about tremendous regulatory power being in-
vested in whatever this entity is going to be, and I think in terms
of checks and balances, it is also helpful to have multiple views
being expressed and coming to a consensus. We do a lot of this in-
formally now, but there is no forcing mechanism. There are a lot
of discussions now about OTC derivatives and trying to harmonize
capital and margining standards. But having a formalized group
with a head who is charged with dealing with those kinds of cross-
cutting issues, harmonizing standards to make sure there is no reg-
ulatory arbitrage, and making sure risk throughout the system is
being appropriated addressed, I think is extremely important.

I think we have a bit of a middle ground in terms of institution
regulation. We would not advocate the Federal Reserve losing its
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consolidated supervisory authorities now. They do that. They are
the reservoir for that expertise. To the extent that there are other
systemic institutions that are not under that prudential frame-
work, we think the council should be able to make a determination
regarding the consolidated supervision of those entities. But, it
would be fine for the Federal Reserve to be the regulator for those
systemic institutions.

The kind of power that is contemplated in the U.S. Treasury
White Paper, that we think, frankly, is needed, is much better vest-
ed in a council of regulators who I do believe can work together.
The FDIC Board has three different agencies represented. We
make decisions very quickly.

Chairman DoDD. Thank you very much. I was going to ask you—
I will wait for another round on the Consumer Financial Product
Safety Agency idea. I will delay that for later.

Let me turn to Senator Shelby.

Senator SHELBY. Thank you, Mr. Chairman.

Governor Tarullo, in your testimony, you appear to fully endorse
the Obama administration’s regulatory reform proposal. I am curi-
ous to know if you arrived at this position as a member of the
Board of Governors after conducting an independent assessment of
the plan, which I hope is the case. Otherwise, it would call into
question the so-called “independence” of the Fed. Could you provide
the Committee with the data and analysis that you used to make
the determination that the Obama plan was the optimal approach?

Mr. TARULLO. Well, Senator, I actually wouldn’t say that the
Board’s position is an endorsement of the Administration’s plan. I
think what you saw in my prepared testimony which reflects the
position of the Board, is a sense that the Administration is moving
in the right direction on these key components, that there are obvi-
ously lots of details, many of which, by the way, we don’t know and
didn’t know based on the white paper and are only beginning to
find out as they send up legislation to you.

Senator SHELBY. What about our legislation? They want to send
it up, but don’t you think we should be preparing our own legisla-
tion?

Mr. TARULLO. Absolutely. All I am saying is we couldn’t figure
out in some cases exactly what one of their proposals meant, which
is why the testimony is phrased in such a way as to agree with the
concept of needing to have every systemically important institution
supervised and needing to have a resolution mechanism.

As you probably saw, the Fed is certainly not endorsing the pro-
posal of the Administration to create the new consumer agency. It
is not opposing it, either.

Senator SHELBY. Let me get into that a little bit. Safety and
soundness regulation, very important here. In your testimony, you
state there are synergies between the monetary policy and systemic
risk regulation. In order to capture these synergies, you argue that
the Fed should become a systemic risk regulator, as I understand
it. Yesterday, Chairman Bernanke testified that he believed there
are synergies between prudential bank regulation and consumer
protection. This argues in favor of establishing one consolidated
bank regulator.
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Do you agree with Chairman Bernanke that there are synergies
between prudential supervision and consumer protection, and if so,
do you believe that the Obama administration’s call for a separate
consumer protection agency would undermine the safety and
soundness regulation that we have?

Mr. TARULLO. Senator, as I said in my introductory comments,
there are multiple ways to organize or to reorganize financial serv-
ices regulation. Many times you have got competing ideas, each of
which has merits and each of which has some demerits.

With respect to the consumer protection issue, the Administra-
tion has made a proposal which I think a lot of people have some
sympathy with because it focuses on consumer protection. We say
we are going to give one agency the exclusive authority to regulate
on consumer matters and thus they will be 100 percent devoted to
doing that.

My testimony is meant only to suggest that there are some
things that would be lost by doing that as well as some things that
would be gained, and what the Chairman, I think, was suggesting
yesterday is that there is a synergy or interaction between pruden-
tial regulation and consumer protection regulation, at least if they
are both being done well. That synergy is both in the substance of
things—that is, having some sense of what makes an effective con-
sumer protection regulation because you know the way in which
the institutions operate—but also in the practical sense that as you
have one corps of examiners, there is a certain economy of scope
in having them looking at the multiple sets of issues within the
same organization.

So, I definitely think there are synergies. There are some bene-
fits that go back and forth. If you take consumer protection away
and put it in another agency, you probably lose some of those. I
guess the Administration’s position would be, yes, but you gain
some things along the way.

Senator SHELBY. Chairman Bair, the Obama administration’s
proposal, as I understand it, would have regulators designate cer-
tain firms as systemically important. You alluded to that earlier.
These firms would be classified as Tier 1 Financial Holding Compa-
nies and would be subject to a separate regulatory regime.

If some firms are designated as systemically important, would
this signal to market participants that the Government will not
allow these firms to fail? And if so, how would this worsen our “too-
big-to-fail” problem?

Ms. BAIR. We do have concerns about formally designating cer-
tain institutions as a special class. At the same time, we recognize
there may be very large interconnected financial entities out there
that are not yet subject to Federal consolidated supervision. I think
almost all of them already are subject to Federal consolidated su-
pervision as a result of the crisis. But, some type of formal designa-
tion, I think, you would need to think hard about for just the rea-
sons you expressed.

Any recognition of an institution as being systemic, though,
should be a stigmatizing designation, not something that is favor-
able. This is why we do feel so strongly that a robust resolution
mechanism—for very large financial organizations needs to be com-
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bined with any type of new supervisory entity or to even recognize
whether some institutions may be systemic.

Senator SHELBY. Governor, I want to get back on the consumer
protection. I have just got a second. There was testimony here last
week on that, that this would change the whole model from a clas-
sical approach to consumer protection to a behavioral approach.
Have you done some work in that area? Have you looked at that
closely yet?

Mr. TARULLO. Senator, I have to be honest. I am not altogether
sure what that refers to. I can only tell you—again, based on what
I have learned since I have been at the Fed—the way in which the
division there does consumer protection and generates proposals is
one that has a fairly important behavioral orientation, up to and
including the fact that there is extensive consumer testing done be-
fore regulations are presented to the Board to make sure, for exam-
ple, that if what you are trying to do is disclose terms of a con-
sumer contract, that the kind of terms you are disclosing will actu-
ally mean something to a consumer and be useful to them.

So in that sense, it is not just a top—down inquiry—how would
the rational person think—but you actually try to determine how
real people really do think.

Senator SHELBY. It would put a lot of power in bureaucrats,
would it not?

Mr. TARULLO. To create a

Senator SHELBY. No, if we created something like they proposed,
which I hope we won’t, it would put a lot of power in the bureau-
crats.

Mr. TARULLO. Well, it depends, Senator. I mean, obviously, it de-
pends on the mandate and the scope. That is obviously to be deter-
mined by all of you. I think that people at the Fed would agree
strongly with the proposition that there needs to be good, solid con-
sumer protection in the financial services area. Obviously, we also
think that should be done in a well-organized fashion with due
process for everyone involved.

Senator SHELBY. Thank you.

Chairman DoDD. Thank you very much, and I just point out that
it was, as Jim Bunning has pointed out on countless occasions and
others have, we gave the Fed the authority in 1994 to deal with
consumer protection. It took them 14 years to finally promulgate
a single regulation in the area, so I appreciate the concern about
consumer protection.

Senator Reed.

Senator REED. Thank you, Mr. Chairman. Thank you, Chairman
Bair, Chairman Schapiro, and Governor Tarullo.

I will start with Chairman Bair, but this is a general question
for everyone. As I understand the proposals by the White House,
the OTS would be eliminated, so effectively all Financial Holding
Company regulation would be lodged under the Federal Reserve,
that there would, in fact, be at least a review and perhaps the
elimination of the Unitary Savings and Loan Holding Company
Act. Those institutions would be Financial Holding Companies
under the Federal Reserve.

So direct regulation after this legislation by the Fed would com-
prise most of, if not all of, the systemic institutions, save perhaps
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some insurance companies that might be outside, and we have to
deal with that, and some very large hedge funds or maybe not so
large hedge funds but operating very recklessly.

So with that framework, what does the council—how does the
council relate now to a regulator that has full direct authority, and
in fact in the proposal would eliminate the functional—the def-
erence to functional regulators, so that the Fed, I think, could look
through every part of the institution? What role does the council
play there in that reality, or should play?

Ms. BAIR. I think there are still issues across markets. Even
when functions within the holding company are individually regu-
lated, there will still be some practices and products that other
nonsystemic institutions may be doing. Mortgage originations are
a prime example. You had a lot of very small third-party mortgage
brokers originating some pretty bad mortgages that were being
funded through multiple sources, including nonregulated finance
companies, Wall Street firms, et cetera.

So I think that there is plenty of opportunity for risk to be as-
sessed across the system by any entity in terms of products and
practices. Even within large holding companies, there will be res-
ervoirs of expertise. There will be expertise in investment banks
and broker-dealers from the SEC. There will be expertise regarding
State-chartered and nation