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INTRODUCTION

The term “shadow banking” appears to imply a sinister development in
the financial services environment. Rather, it simply refers to the broad
range of financial services that in many ways are duplicative of traditional
banking services but are exempt from both the onerous regulatory envi-
ronment and from its mainly consumer protective reimbursements in the
event of losses. In this text we first examine the traditional banking sector
of the economy, its history, which in the past several decades has substan-
tially altered the landscape, and the laws and regulations placed upon it
that led to alternative financial mechanisms in order to escape its costly
oversight.

DEFINITIONS OF “SHADOW BANKING”

There are many definitions of shadow banking, none of which is all-
inclusive and all of which are dependent upon the approaches that schol-
ars and organizations opine in examining the term. “Shadow banking”
was originally coined by Paul A. McCulley in 2007 when he attended the
Kansas City Federal Reserve Bank annual symposium in Jackson Hole,
Wyoming. The meeting was organized to discuss the financial crisis then
occurring nationally and globally. It focused on systemic risk and, in par-
ticular, what the author dubbed the “shadow banking system,” which he
noted was “the whole alphabet soup of levered up non-bank investment
conduits, vehicles, and structures.”!

In a series of Staft Reports issued by the Federal Reserve Bank of
New York (FRB), the authors defined “shadow banks” as “financial

Xxill



Xxiv  INTRODUCTION

intermediaries that conduct maturity, credit, and liquidity transformation
without explicit access to central bank liquidity or public service credit
guarantees.”” Similarly, two of the authors in a later FRB report defined
the term as “a web of specialized financial institutions that channel fund-
ing from savers to investors through a range of securitization and secured
funding techniques.”?® Other definitions are comparable: “The system of
non-deposit taking financial intermediaries including investment banks,
hedge funds, monoline insurance firms and other securities operators”;*

b
“all financial activities, except traditional banking, which require a pri-
vate or public backstop to operate”;® and “The financial intermediaries
involved in facilitating the creation of credit across the global financial
system, but whose members are not subject to regulatory oversight. The
shadow banking system also refers to unregulated activities by regulated
institutions.”®
The essence of the stated and other comparable definitions is the con-
duct of financial transactions that earlier were almost the exclusive prov-
ince of the banking sector but have become allegedly devoid of regulation
by entities such as the Federal Reserve Board (FED), the Federal Deposit
and Insurance Corporation (FDIC), and other major governmental regu-
latory organizations. As we shall later note, it would be misleading to
characterize the shadow banking system as being devoid of regulation;
rather, many federal and state statutes and regulations continue to apply
to these entities, differing from those imposed on the traditional banking
sector.

DrvisioN oF TEXT

The approach taken herein is a comparative one, in which we will dis-
cuss traditional banking and then how shadow banking differs from
it. Included in the discussion are the origins, history, purposes, risks,
regulatory constraints, and projected future evolution of both financial
sectors of the economy. The text is divided into three areas. The tra-
ditional banking sector examines non-bank or shadow banking finan-
cial segments of the economy and explores the international regulatory
environment.

In Part One, Chap. 1, we discuss traditional banking; its history; the
evolution of statutory enactments that initially forbade the intertwining
of commercial and investment banking; the repeal of the separation; the
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banking crisis commencing in 2007; and the statutory enactment that
sought to prevent the alleged excesses of the industry. In Chap. 2, we
review the Dodd-Frank Act and its impact upon the traditional banking
industry. The statute was thereafter elaborated in a series of regulations
issued by the FED, the FDIC, and, in particular, the Financial Stability
Oversight Council (Council).

In Part Two, Chap. 3, we focus on the main subject of the text, that of
shadow banking. We review many segments of the financial community
that have performed those services that for the most part were initially
offered by the traditional banking sector and also the many innovative
and often almost incomprehensible products and services offered as
alternative financial mechanisms. We continue in Chap. 4 to examine the
risks of the alternative offerings, and the seemingly but misleading lack of
regulatory oversight. Included is a major attempt by an alleged system-
atically important shadow bank to avoid such designation, so as to avoid
the regulatory oversight not allegedly intended by statutory enactments.

Chapters 5 and 6 discuss types and processes of shadow banking.
Chapter 7 is a discussion of insurance as a focus for regulation. Finally,
we look at international institutions, their recommendations, and attempts
to protect against irresponsible and aberrant behavior of the financial ser-
vices and products offered. In particular, we review the output of the Basel
Accords, the International Monetary Fund (IMF), the European Union
(EU), the People’s Republic of China, and other important global play-
ers. We conclude with a discussion of possible future developments that
appear to sharply curtail the freewheeling financial developments of non-
bank entities.
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CHAPTER 1

Traditional Banking in the United States
and Its Evolution as Bank Holding
Companies

1.1 TRADITIONAL BANKING

There are essentially three methods by which individuals, businesses, other
entities, and even governments who require financial support for house-
hold goods, mortgage loans, business loans, and innumerable other pur-
poses may secure funds: (1) direct lending from one person to another, (2)
“traditional banking,” and (3) “non-bank” or “shadow bank” financing.
The simplest method of lending is by a direct loan of money given by one
person to another, which typically occurs between individuals who are
related to one another without the use of a third party (Fig. 1.1). The
second method, whereby money is lent to borrowers, is traditional bank-
ing. By traditional banking we refer to the process known as financial
intermedintion whereby depositors place their money into a checking or
savings account in a bank, which then acts as an intermediary between the
depositors and borrowers to whom the bank lends the money deposited
at a predetermined interest rate. The money deposited generally does not
earn interest for the depositors if placed in a checking account, but may
receive interest if placed in other accounts such as a savings account, cer-
tificate of deposit, or other interest-bearing accounts (Fig. 1.2). The third
method is shadow bank financing (non-bank financing), which is the focus
of this text.

Traditional banking depositors are legal persons who may be indi-
viduals living in households, partnerships, corporations, or other legally
recognizable entities. Borrowers may consist of similar persons, ranging

© The Author(s) 2016 1
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Fig. 1.1 Simplest form of financing
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DEPOSITORS BORROWERS
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Fig. 1.2 Traditional banking

from individuals requiring automobile loans or mortgage loans for the
purchase of homes to businesses needing money to further their interests.
Of course, borrowing and lending may be accomplished under the first
method without the third party intermediary by direct lending from the
lender to the borrower; this often takes place between relatives or friends
and even between anxious sellers of homes and buyers who are unable
to obtain mortgage financing from mortgage lenders, usually in times of
financial distress.

Traditional banking, as stated in the historical evolution discussed
hereafter, has evolved well beyond ordinary lending to households and
businesses to a third method of financing, whereby banks act as financial
intermediaries accomplishing maturity and credit transformation, often
using the vehicle of bank holding companies. The rise of shadow bank-
ing was due to a number of circumstances, the most important of which
was to avoid significant governmental regulation (regulatory arbitrage).
Through subsidiary entities, banks may engage in diverse investments
from insurance to securities, repurchasing agreements, and other financial
transformations.

Banks were once divided into commercial banks, which accomplished
what was discussed above, and investment banks, which were engaged
in providing financial capital for business entities by acting as underwrit-
ers, as agents in the securities market, and in other related activities. The
larger banks later expanded to interstate banking and, thereafter, became
international in scope, providing means for global payments and credits
and engaging in a complex relationship with other local, national, and
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international banks. Central banks, such as the US FED, play a major role
in monetary policy, keeping inflation and deflation under control, adding
liquidity to the banking system when needed, and fostering well-being in
the overall economy in a number of other ways.

1.2 ROLE AND TYPES OF TRANSFORMATION
OF THE FINANCIAL SYSTEM

1.2.1 Role

The role of the financial system is to serve the economic well-being of
business entities and their consumers. It does so by the performance of
a variety of functions, namely financial intermediation whereby lend-
ers, such as individual, corporate, or government investors, provide the
funds that are ultimately utilized by businesses and individuals in the form
of business loans to operate or expand enterprises and consumer loans,
including home mortgages and automobile loans; 7isk transformation and
insurance to protect against devastating losses; organization of the payment
system;, provision for payment and transaction services that permit consum-
ers to make purchases through a variety of means such as automated teller
machines (ATMs), checks, credit cards, and other such means; and the
creation of markets that permits trade and pricing of financial instruments
and their risks.!

1.2.2  Transformations

The banking system is not perfect, as witnessed by the many bank failures
and panics that have gripped the USA and other nations. The problem
is that banks and other financial intermediaries, such as savings and loan
associations and credit unions, engage in activities that inherently encom-
pass potential risks over an extended time frame, namely a qualitative asset
transformation or maturity transformation whereby banks take short-term
deposits and then convert them into long-term loans, an example being
mortgage loans; lquidity transformation, where a bank’s assets are less
liquid than its liabilities; and credit transformation, wherein banks spread
their risk by providing loans to a variety of persons, individuals, and busi-
nesses, each having a varying degree of quality. It can readily be under-
stood that banks and other mortgage or other long-term loan lenders may
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become subject to financial distress if depositors, for a variety of reasons,
decide to withdraw their deposits suddenly, as in a so-called “run” on
a bank. The long-term lender may be unable to immediately satisfy the
lenders’ demand for immediate withdrawals.?

As a result of negligence, malfeasance, and incompetence, it became
necessary that banks be regulated by governmental entities, such as the
requirements that they maintain minimum capital reserves, have diligent
loan policies, and maintain customer confidence to prevent a sudden run
on bank deposits. Fortunately, at least in the USA and the European
Union (EU), there are supportive systems such as the US FDIC (Federal
Deposit Insurance Corporation), which insures all deposit accounts up
to $250,000 per depositor per insured bank, including checking and sav-
ings accounts, money market deposit accounts, negotiable order of with-
drawal (NOW) accounts, cashier’s checks, money orders, and certificates
of deposit; and in the EU a Directive that provides €100,000 comparable
coverage.® Not insured in the USA, even if purchased through a bank, are
mutual funds, stocks, bonds, life insurance policies, annuities, or munici-
pal securities.* Depositors in the USA have no legitimate reason to fear
that their deposits will not be honored up to the insured sums.

1.3 HistoricaAL DEVELOPMENT OF THE US BANKING
SYSTEM

Traditional banking has had a checkered history, having commenced at the
inception of the new Republic with the creation of the First Bank of the
United States (1791-1811) under the leadership of Alexander Hamilton,
named the first US Secretary of the Treasury under President George
Washington. The bank expanded with branches in a number of cities
which, along with state banks, flourished in competition with each other.
The Second US Bank was created in 1816 following the end of the War
of 1812 with Great Britain. The issuance of bank notes was performed by
state banks because of the lack of a national currency, which led to prob-
lems of redemption because of the varieties of state currencies, which often
could not be redeemed at face value, particularly in other states.

The War of 1812 illustrated the weakness of the system, and events
culminated in the Panic of 1819. In the seminal case of McCulloch v.
Muaryland,® the State of Maryland sought to impose a tax on the federal
bank. The US Supreme Court, in a decision by the famed Chief Justice
John Marshall, determined that Congress had the right to create a bank
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under its delegated power under Article I of the US Constitution to make
“all laws which shall be necessary and proper, for carrying into execu-
tion.” Thus, the Maryland tax was declared by the Court to be contrary
to the US Constitution.® There were continual debates concerning the
powers of the federal bank vis-a-vis state banks primarily led by President
Andrew Jackson (term of 1829-1837) who believed that the expansion of
the US Bank was destructive of states’ rights. His actions in attempting
to negate the federal bank’s jurisdiction and power led to another of the
many financial panics that occurred in US history. In the midst of the Civil
War of 1861-1865, however, Congress enacted the National Banking
Act,” which established standards for banks including minimum capital
requirements and issuance of loans, as well as the imposition of a 10 %
tax on state banknotes, which effectively removed them from circulation.®

1.3.1  The Federal Resevve System

The Federal Reserve Act of 1913,° whose statutory objectives for mon-
etary policy were to maximize employment, stabilize prices, and moderate
long-term interest rates, created the national system of banks known as the
FED that has existed to the present day. Its structure consists of a seven-
member Board of Governors of the Federal Reserve System (Board) who
serve 14-year terms and whose duties include overseeing and supervis-
ing the 12 Federal Reserve Banks; the US payments system; the financial
services industry; the guidance of monetary action; the setting of reserve
requirements for depository institutions; the conduct of studies of cur-
rent financial issues affecting the nation; and the approval of changes in
discount rates recommended by the Federal Reserve Banks. The Board’s
most important responsibility is participating in the Federal Open Market
Committee (FOMC), which determines the direction of the nation’s
monetary policy.!?

Additional organizational elements of the FED include the following:
(1) 12 Federal Reserve Banks and 24 branches serving their respective
regions, storing currency and coin; processing checks and electronic pay-
ments; supervising commercial banks in their regions; managing the US
Treasury’s payments; selling government securities; and assisting with
the Treasury’s cash management and investment activities; (2) member
banks (about one-third of all state banks and all national banks); (3) three
statutory advisory councils: the Federal Advisory Council, the Consumer
Advisory Council, and the Thrift Institutions Advisory Council, which
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advise the Board on matters of current interest; and (4) some 17,000
other banks, savings and loan associations, and credit unions that are sub-
ject to the FED’s regulations.

The Act required all national banks to be members of the Federal
Reserve System and to maintain levels of capital reserves with one of the
12 Federal Reserve Banks. The member banks must deposit a percentage
of their customers’ savings account and checking account deposits in a
Federal Reserve Bank. State banks are also eligible to become members of
the Federal Reserve System with all the attendant benefits thereto, includ-
ing federal protection of deposits. The FED conducts monetary policy;
supervises and regulates banks; protects consumer rights; provides finan-
cial services to the government and financial institutions; and makes loans
to commercial banks.

The Great Depression that commenced in 1929 and ended with the
entry of the USA into World War II led to a congressional inquiry con-
cerning its causes. It was noted that there were bank panics almost every
20 years (1819, 1836, 1857, 1873, 1893, 1907, and 1929), and discov-
ered that among the major causes were heavy investments in securities by
bank affiliates in the 1920s; serious conflicts of interest between banks
and their affiliates; speculative investments by banks; and high-risk ven-
tures. Accordingly, the Banking Act of 1933, better known as the Glass-
Steagall Act, became the law of the land.

1.3.2  The Glass-Steagall Act of 1933 and Bank Separation

The Glass-Steagall Act, in essence, significantly limited the ability of com-
mercial banks to engage in the business of stock and securities by compel-
ling the separation of banks into commercial banks and investment banks.
The principal sections of the Act are §§16, 20, and 21. §16 set forth the
functions of a commercial bank, namely (1) discounting and negotiating
promissory notes, drafts, bills of exchange, and other evidences of debt;
(2) receiving deposits; (3) buying and selling exchange, coin, and bullion;
(4) loaning money on personal security; and (5) obtaining, issuing, and
circulating notes.

§20 of the Act forbade a member bank from engaging in the issu-
ance, flotation, underwriting, public sale, distribution of, or participa-
tion in stocks, bonds, debentures, notes, or other securities. To protect
against excessive risk, it further stated that: “The business of dealing in
investment securities by the association shall be limited to purchasing
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and selling such securities without recourse, solely upon the order, and
for the account of, customers, and in no case for its own account, and
the association shall not underwrite any issue of securities.” §21 forbade
firms that engaged in the business of the issuance, underwriting, sell-
ing, or distributing of stocks, bonds, debentures, notes, or other securi-
ties, from receiving, at the same time, deposits, certificates of deposits,
or other evidences of debt. The payment of interest on accounts was
restricted by the Act and under Regulation Q to prevent ruinous compe-
tition.!? Other restrictions, particularly as set forth in the Bank Holding
Act of 1956, included the grant of power to the FED to regulate bank
holding companies, prohibit multi-state banking, and restrict banks
from possessing non-bank entities.

1.3.3  The Riegel-Neal Interstate and Branching Efficiency Act
of 1994

As a result of FED jurisdiction and the commercial /investment bank sep-
aration, bank panics that occurred virtually every other decade did not
transpire after 1933 until many decades later in 1987 and, most recently,
in 2008. It has been alleged by many bank experts that these later occur-
rences were due to the expansion and enlargement of banks to other
states and by the removal of the separation of commercial and invest-
ment banks. The Riegel-Neal Banking and Branching Efficiency Act of
1994 repealed the prohibition of interstate banking by permitting banks
to purchase banks in other states or to establish branches therein.!* Under
the Act, the FDIC was given jurisdiction over state non-member banks;
the Office of the Comptroller of Currency received jurisdiction over state
non-member banks; and the FED was given supervision over state mem-
ber banks. Applicants for expansion were judged by their compliance with
the Community Reinvestment Act of 1977 (CORA),'* which mandated
reinvestment by out-of-state banks in the local communities where they
were located.

The Act, as amended by CORA, later became contentious, with dif-
ferent attitudes held by the major political parties. In general, Democrats
attributed the financial and banking crisis of 2007-2009 to the repeal
of the Glass-Steagall separation of banks, while Republicans attributed
the downfall in large part to the efforts of “liberal” political figures, who
caused banks under the CORA to grant loans to mainly minority persons
who could ill-afford the mortgage loans. CORA §109(b) provides that
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regulations promulgated under the Riegle-Neal Act concerning permis-
sion to open out-of-state branches are to ensure that the branches reason-
ably assist in meeting the needs of the communities in which the branches
are located.

CORA §109(c) states that if the appropriate banking agency deter-
mines, among other considerations, that less than one-half of the depos-
its received from depositors in the host state results in loans to the host
state, then the agency shall review the portfolio of the bank to determine
whether the bank is reasonably helping to meet the credit needs of the
communities served by the bank in the host state. If the agency makes
such a determination, then the out-of-state bank may not be permitted to
open a new interstate branch in the host state unless it provides reasonable
assurances to the satisfaction of the appropriate federal banking agency
that it will substantially help to meet the credit needs of the community
that the new branch will serve.

1.3.4  Gramm-Leach-Bliley Act of 1999

Internationally, foreign banks offered a multitude of services. For example,
the Hong Kong and Shanghai Bank, which was established in Hong Kong
when it was a British colony, in 1865, and later became HSBC, oftered a
multitude of services that combined commercial and investment activities.
Japanese banks, which also offered services on a broad scale, dominated
the top ten of banks worldwide by the 1970s. In the 1990s, US banks
complained that they could not compete with foreign multi-service banks
that offered both commercial and investment banking services. The share
of total private financial assets held by these US banks declined from 60 %
to 35 % for the period of 1970-1995. After intensive lobbying and sympa-
thy from members of Congress fearful of Japanese expansion, in 1999 the
Financial Services Modernization Act, popularly known as the Gramm-
Leach-Bliley Act, was enacted.!¢

The first section of the Act, §101(a), explicitly repealed §20 of the
Glass-Steagall Act that separated commercial from investment banks.
§103 permits a financial holding company to engage in any financial
activity, and to acquire and retain the shares of any company engaged in
any activity that is financial in nature or incidental thereto, provided it
does not pose a substantial risk to the safety and soundness of deposi-
tory institutions or to the financial system generally. Financial activities
include:
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e Lending, exchanging, transferring, investing for others, or safe-
guarding money or securities;

¢ Insuring, guaranteeing, or indemnifying against loss, harm, damage,
illness, disability, or death, or providing and issuing annuities, and
acting as principal, agent, or broker for purposes of the foregoing,
in any state;

e Providing financial, investment, or economic advisory services,
including advising an investment company;

e Issuing or selling instruments representing interests in pools of assets
permissible for a bank to hold directly;

e Underwriting, dealing in, or making a market in securities.

Thus, banks were now able to pursue any financial activity subject to
the FED’s determination to be financial in nature or incidental to such
activity. Banks could offer services that included insurance and securities
underwriting and merchant banking. Whereas banks had avoided panics
for twice the time period that had historically been the case, the banking
crisis of 2007-2009 raised issues of the soundness of the Glass-Steagall
repeal and “too-big-to-fail” bank holdings.

1.4 Dobpp-Frank AcT BANK REQUIREMENTS

The financial crisis of 2007-2009 led to the passage of the Dodd-Frank
Wall Street Reform and Consumer Protection Act of 2010 (Dodd-Frank).!”
Although one of the sponsors of the Act, Senator Chris Dodd, stated that
many sections of the Act were bipartisan in nature, with senators of the
Democrat and Republican parties having participated in the written sec-
tions, passage took place without gaining the votes of any Republicans in
the House of Representatives and the Senate. The 1000 page Act contains
numerous subtitles that sought to alleviate many of the problems that
allegedly caused the financial crisis. Banking regulation is contained in
Title VI, known as the Bank and Savings Association Holding Company
and Depository Institution Regulatory Improvements Act of 2010.

Title VI includes sections explicitly dealing with bank holding com-
panies created under Gramm-Leach-Bliley to permit expansion of per-
missible financial activities, but, rather than restoring the Glass-Steagall
separation of commercial banks from investment banks, its major emphasis
is that a bank holding company be “well-capitalized and well-managed.”!®
§38(b) of the Federal Deposit Insurance Act! defines “well-capitalized”
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as follows: “An insured depository institution is ‘well-capitalized” if it
exceeds the required minimum level for each relevant capital measure.”
Dodd-Frank raised the standard of well-capitalized to where its total risk-
based capital ratio is 10 % or greater, a Tier I risk-based capital ratio of 6 %
or greater, and a leveraged capital ratio of 5 % or greater.

1.4.1  The Volcker Rule

The financial crisis of 2007-2009 led to the closures of hundreds of banks,
which was somewhat reminiscent of the closures that occurred in the
Great Depression. Initially, there was governmental reluctance to come
to the rescue of certain banks and financial institutions, such as Lehman
Brothers, but it became clear to the then Secretary of the Treasury, Henry
Paulson, that a failure to intervene might lead to the collapse of the entire
global financial system. A debate ensued concerning the cause of the
financial collapse, with some proponents, mainly Democrats, believing
that the major cause for the crisis was the repeal of Glass-Steagall. They
later pointed to the $6.2 billion London Whale trader investment banking
loss by JP Morgan Chase in 2012 with respect to speculative trading in the
United Kingdom (UK) as illustrative of their viewpoint.

The “Volcker Rule,” named after the former chairman of the Federal
Reserve Board (Board), Paul Volcker, acting as an adviser to President
Barack Obama, was promulgated pursuant to Title VI, §619 of Dodd-
Frank, which added a new §13 to the Bank Holding Company Act. It
prohibits an insured depository institution and holding company control-
ling an insured depository institution from engaging in proprietary trad-
ing and further prohibits the sponsoring and investing in hedge funds
and private equity funds. The term proprietary trading was given a broad
definition, to include acting as a principal or custodian for an affiliated
third party; a trading account used by the entity to acquire or be finan-
cially involved in short-term resale; the prohibition of purchasing, selling,
or otherwise acquiring or disposing of stocks, bonds, and other financial
instruments for the bank’s own account; or acquiring or retaining owner-
ship interests in, sponsoring, or having certain relationships with a hedge
fund or private equity fund.

The Rule became effective on July 21, 2012 but banks were allowed two
years in which to comply. The date was later extended to July 16, 2016 and
will be extended again to one year thereafter with respect to “legacy covered
funds owned prior to December 31, 2013.72% Banks are to comply with the
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prohibition of proprietary trading activities by July 21, 2015. A number of
Federal agencies are responsible for the implementation of the Rule, includ-
ing the Office of the Comptroller of the Currency (OCC), the FDIC, the US
Securities and Exchange Commission (SEC), and the Commodity Futures
Trading Commission (CFTC).

1.4.2  Additional Prohibitions: Credit Rating Agencies

A problem that existed below the regulatory radar screen was the inher-
ent conflict of interest that affected credit rating agencies (CRAs) such as
Standard & Poor’s, Fitch Group, and Moody’s Investor Services. CRAs
are paid for their services by the corporate entities that are being rated
thanks to prior statutory and regulatory requirements that new issues of
securities and a multitude of other financial instruments, such as govern-
ment and corporate bonds, mortgage-backed securities, and collateralized
debt obligations, have to undergo ratings by an accredited ratings agency.
Whereas initially the model for the agencies in the early twentieth century
was one in which the investor paid for the service, it was transformed to
one in which the issuer pays. There was no prohibition that disallowed a
company that was issuing a security from asking more than one agency
how it would rate its security and then select the one that gave it the high-
est ratings. These agencies, reliant upon income from corporate entities,
faced possible conflict of interest in seeking to obtain corporate business.

CRAs benefited from SEC rules that created the category of a
“nationally recognized statistical rating organization” (NRSRO) and
gave recognition to the three ratings agencies mentioned above, which
allegedly met the requirements of the organization. Under Rule 15¢3-1
of the Securities Exchange Act of 1934, broker-dealers were required,
when computing net capital, to deduct from their net worth certain
percentages of the market value of their proprietary securities positions.
Inasmuch as the SEC was concerned with the level of risk assumed by
these firms, it took the position that securities held by a broker-dealer,
which were rated instrument grade by a NRSRO, permitted it to deduct
a smaller percentage in determining its net capital. The SEC expanded
its use of the NRSRO to money market funds and other financial instru-
ments. When later defaults took place, for example, that of Orange
County, California, and the Washington Public Power Supply System
bonds, the SEC took note of the criticisms of its position by the US
Department of Justice and other commentators.
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As a result, Congress enacted the Credit Rating Agency Reform Act of
2006 (RAA), which was aimed to improve ratings quality from the agen-
cies to protect investors and the public by fostering accountability, transpar-
ency, and competition among them. Nevertheless, CRAs continued to issue
ratings that at times were highly erroneous. An additional problem arose
owing to a multitude of newly created financial instruments which often
appeared to be beyond the expertise of the agencies. Inasmuch as ratings
were “opinions” and not statements of fact, investors relying on the ratings
were not able to commence litigation against the CRAs for the erroneous
and misleading ratings that occurred with respect to particular new issues.

108CO Principles

The International Organization of Securities Commissions (IOSCO)
was also concerned with credit ratings that affected not only US but also
global investors. Accordingly, it issued a Code of Conduct for Credit
Rating Agencies,?! based on the principles of (1) quality and integrity in
the rating process; (2) independence and conflicts of interest; (3) transpar-

ency and timeliness of ratings disclosure; and (4) confidential information.
The IOSCO Code of Conduct is set forth in Appendix 1 of this chapter.

1.4.3  Dodd-Frank Act and CRAs

The Dodd-Frank Act sought to remedy the problem of conflicts of inter-
est and other issues affecting CRAs by the addition of a new title that
was devoted to credit rating agencies. Thus, Title IX, §939A of the Act,
mandated that each federal agency shall, to the extent applicable, review
any regulation issued by such agency that requires the use of an assessment
of the creditworthiness of a security or money market instrument and any
references to or requirements in such regulations regarding credit ratings.
Each such agency is required to remove any reference to or requirement
of reliance on credit ratings and to substitute in such regulations such
standard of creditworthiness as each respective agency shall determine to
be appropriate for such regulations. In making their determination, the
agencies are to establish, to the extent feasible, uniform standards of cred-
itworthiness for use by each such agency, taking into account the entities
regulated by each such agency and the purposes for which such entities
would rely on such standards of creditworthiness.

An issue arose concerning the potential civil and also criminal liability
of CRAs for misstatements and omissions from their analyses in issuing
credit ratings. Previously, Rule 436(g) of the Securities Act of 1933 had
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insulated CRAs from civil liability by providing that the security rating
given by an NRSRO to debt securities, convertible debt securities, or pre-
ferred stock was not to be considered a part of the registration statement
prepared or certified by an expert. The effect of the 436(g) exemption
was to insulate NRSROs from possible liability for material misstatements
or omissions in the registration statement. The Dodd-Frank Act repealed
Rule 436(g), and by doing so appeared to expose NRSROs to possible
liability for alleged misstatements or omissions. As a result, NRSROs com-
plained that the repeal of the Rule would lead to far fewer credit ratings
and subsequently less disclosure, and would also add substantially to the
cost of the procurement and reporting of ratings because of the need of
NRSRO:s to effect due diligence.??

On July 22, 2010, the SEC issued interpretive guidance, Compliance
and Disclosure Interpretations, which clarified its position with regard to
its mandates concerning NRSRO reports.?* The SEC appeared to relieve
NRSROs in part of their fears of substantial litigation relating to the con-
tents of their reports and their use by issuers. The SEC stated, in its Issuer
Disclosure-Related Ratings Information, that the repeal of Rule 436(g)
would not require consent from a NRSRO if its credit ratings were pro-
vided in registration statements or prospectuses concerning changes to
a credit rating, the issuer’s liquidity, the cost of funds for the registrant
issuer, or the terms of agreement referring to credit ratings. New oversight
for credit rating agencies began with the SEC Office of Credit Ratings
examining the rating agencies annually. The rating agencies are subject
to new disclosures about their methods and are open to investor lawsuits.
In addition, to include a rating in a registration statement, the registrant
must include the rating agency’s consent in the filing.

The Dodd-Frank Act mandates that ecach NRSRO should establish,
maintain, enforce, and document the creation of an effective internal con-
trol structure implementing and adhering to the policies, procedures, and
methodologies for determining credit ratings. CRAs are to consider the
factors that may be established by the SEC and submit an annual internal
controls report to the agency, which is to include:

1. A description of the responsibility of the NRSRO’s management in
establishing and maintaining an effective internal control structure;

2. An assessment of the effectiveness of the internal control structure of
the NRSRO; and

3. The attestation of the chief executive officer or equivalent person con-
cerning the above.?*
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The Act further provides for the suspension or revocation of the reg-
istration of a NRSRO or persons employed by it or with respect to a par-
ticular class of securities for misconduct, or for failure of accurate ratings
over a sustained period of time.?

10SCO’s fourth principle under the “independence and conflicts of
interest” heading is reflected in the Dodd-Frank Act in its provision that
the SEC is mandated to provide rules for the separation of ratings from
the NRSRO’s sales and marketing sections. Each NRSRO must report to
the SEC any person employed by it within the last five years who secured
employment with any obligor, issuer, underwriter, or sponsor of a secu-
rity during the 12-month period prior to employment by the NRSRO, if
such employee was a senior officer of NRSRO, participated in any capacity
in determining the credit rating of the employing firm, or supervised an
employee who performed such a rating.?°

The Dodd-Frank Act mandated that the SEC establish an Office of
Credit Ratings to administer rules respecting NRSROs for the protec-
tion of users of their services, to promote accuracy in rating ratings
issued by them, and to ensure that the ratings were not unduly influ-
enced by conflicts of interest. The Office was to be staffed by its own
director and staft, who were obliged to conduct annual examinations of
each NRSRO. Among the requirements of the annual examination are
ascertaining that the NRSRO is in compliance with policies, methodolo-
gies, and rating methodologies of NRSROs; that conflicts of interest be
avoided; that implementation of ethical policies and supervisory controls
takes place; and complaints are processed. Reports of the examination are
to be made available to the public in the Office’s annual report.?”

Transparency of Ratings Performance

1I0SCO’s third principle under “transparency and timeliness of ratings
disclosure” has its comparable provision in the Dodd-Frank Act “(q)
Transparency of Ratings Performance”. The SEC requires each NRSRO
to publicly disclose information concerning its initial rating of each type of
obligor, security, and money market instruments as well as any changes to
those ratings so as to permit users to evaluate their accuracy and compare
the performance of the different NRSROs. Performance standards have
to be made clear and informative to investors and include information
over a period of years for a variety of ratings types. Rules are promulgated
whereby NRSROs set forth their procedures and methodologies, includ-
ing qualitative and quantitative data and models, assumptions underlying
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the credit rating procedures and methodologies, the potential limita-
tions and types of risks excluded from the credit ratings, and whether and
to what extent third party due diligence services have been used by the
NRSRO.

Corporate Governance, Organization, and Management of Conflicts

of Interest

CRA members are independent of the NRSRO. The determination as to
whether the directors are independent includes the requirement that they
may not accept any consulting, advisory, or other forms of compensation
from the NRSRO or otherwise be associated with the rating organization.
A director’s compensation is not linked to the business performance of
the NRSRO. The term of office is not to exceed five years but the actual
period of tenure is a pre-agreed set period. The board of directors has the
responsibility to assure the establishment, maintenance, and enforcement
of policies and procedures for the determination of credit ratings, assure
an effective internal control system, have in place policies and procedures
to avoid conflicts of interest, and provide for compensation and promo-
tion policies and practices for the NRSRO.?

1.44  Prohibition of Certain Mergers

§622 of Dodd-Frank, “Concentration Limits on Large Financial
Institutions,” amended the Bank Holding Act of 1956 to forbid the
merger, consolidation, or acquisition of virtually all assets or control by
financial institutions by any other means if the total consolidated liabili-
ties of the acquiring financial company exceeded 10 % of the aggregated
consolidated liabilities of all financial companies at the end of the prior
calendar year. Exceptions which led to even greater enlargement of banks
included acquisition of banks in danger of default. Relevant here is the
applicability of this section to shadow banking. The definition of financial
company, in addition to traditional banking institutions, also includes “a
non-bank financial company supervised by the Board under Title I of the
Dodd-Frank Wall Street Reform and Consumer Protection Act.”?
§622(C) also states that “with respect to an insurance company or other
non-bank financial company supervised by the Board, such assets of the
company as the FED’s Board shall specify by rule, in order to provide for
consistent and equitable treatment of such companies.” The rule is sub-
ject to the recommendations of the Financial Stability Oversight Council
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(Council). In accordance with the stated provision, the FRB issued a Final
Rule,* which measures a financial company’s /zabilities as its risk-weighted
assets, plus the amount of assets deducted from the financial company’s
regulatory capital multiplied by an institution’s specific risk-weight, minus
the financial company’s total regulatory capital. The proposed definition
is equal to the inverse of the institution’s total capital ratio minus one,
a definition that was designed to add back a risk-weighted amount for
assets that had been deducted from capital (considered to be risky) with-
out penalizing a firm for having a high amount of capital.?!

§623 of Dodd-Frank amended the Federal Deposit Insurance Act
to require the responsible agency to disapprove an application for an
interstate merger transaction if the result of the merger was to permit
the insured depository institution to control more than 10 % of the
total amount of deposits of the insured depository institutions. There
are exceptions for the acquisition or control of institutions in danger
of default. Among the practices that caused a threat to the US banking
sector were loans based on derivative transactions and other high-risk
loans. The total non-secured loans and extensions of credit made by
national banks are restricted by statute not to exceed 15 % of their
unimpaired capital and unimpaired surplus. The total loans and exten-
sions of credit by a national bank fully secured by readily marketable
collateral with a market value at least equal to the amount of funds
outstanding are not to exceed 10 % of the unimpaired capital and unim-
paired surplus of the association.

§610 of Dodd-Frank includes in its definition of “loans and extensions
of credit” credit exposure on derivative transactions; repurchase agree-
ments; reverse repurchase agreements; and securities lending and borrow-
ing transactions. State banks are also made subject to the credit exposure
limits with respect to derivative transactions. The Act places limitations on
lending to insiders as well as to purchases of assets from them unless the
transaction is on market terms, represents more than 10 % of the capital
stock and surplus of the covered bank, and has been approved by a major-
ity of the board of directors of the institution.

Thus, in summary, the comments above illustrate the significant
degree to which bank institutions are subject to statutory and regulatory
provisions, many of which were enacted and promulgated after the finan-
cial crisis of 2007-2009. As a result of these restrictions, there has been a
decided endeavor to avoid and bypass the onerous provisions through the
creation of bank holding companies.
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1.5 Bank HoLpiNGg COMPANIES

A large majority of US banks, and approximately 80 % of commercial
banks, are owned by bank holding companies (BHCs) under the supervi-
sion of the FED. About 73 % of small banks with assets of under $100
million are owned by BHCs, and this rises to 95 % for banks with assets of
over $10 billion.*? The legislation permitting BHCs is the Bank Holding
Act of 1956, which originally was intended to limit banks from entering
into non-bank activities. By a later amendment under the Gramm-Leach-
Bliley Act, BHCs were permitted to register with the FED as financial
holding companies (FHCs), which allowed banks to expand operations
into many traditionally non-bank services, such as insurance underwriting,
securities investments, and other permissible financial endeavors, subject
to regulations by the FED. To the extent that the FHC engages in non-
bank activities, for example those of broker-dealers, other governmental
agencies, such as the SEC, may exercise jurisdiction.

Under Regulation Y, §225.81, an FHC is a BHC that complies with
the requirements of the statute and regulations, include that it be capi-
talized, well managed, and has elected to become an FHC. Almost all
BHCs are FHCs. The top tier of BHCs, as of September 18,2014, are: JP
Morgan Chase with $2,520 billion in assets (14 % of total BHCs); Bank
of America, $2,172 billion (11 %); Citigroup Inc., $1,910 billion (11 %);
Wells Fargo & Co., $1,599 billion (9 %); the Goldman Sachs Group Inc.,
$860 billion (5 %); and all other BHCs, $8,358 billion (48 %).3*

1.5.1 Definition

The Bank Holding Act of 1956 defines a bank holding company as any com-
pany which has control over any bank or any company that is or becomes a
bank holding company. By control is meant ownership, control, or power
to vote 25 % or more of any class of voting securities of the bank or com-
pany, or where the FED determines, after notice and opportunity to hear,
that the company directly exercises a controlling influence over the man-
agement or policies of the bank or company. Having 5 % or less of the
voting shares is presumed to indicate a lack of control. Also excluded from
the definition of control is where the bank is acting in a fiduciary capacity
(lack of sole discretionary authority to exercise voting rights); as an under-
writer; participating solely in a proxy solicitation; receipt of the shares in
collection of a debt; and other related exceptions for limited time frames
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as determined by the FED.* The Board is responsible for regulating and
supervising bank holding companies even if the bank owned by the hold-
ing company is under the primary supervision of a different federal agency
(OCC or the FDIC).

1.5.2  Dodd-Frank Changes to the Bank Holding Act

As a result of the difficulties BHCs faced during the last financial crisis, the
Dodd-Frank Act caused significant changes in the regulatory environment
governing their operations. §165 of the Act requires the FED to establish
prudential standards for BHCs with total consolidated assets of $50 billion
or more as well as non-banks (shadow banks) in order to prevent or mitigate
risks to the financial stability of the USA (see Chap. 4). The Act mandates
enhanced prudential standards as set forth by the FED to be more stringent
than the standards of BHCs that do not meet the monetary threshold.

1.5.3 FED’s Final Rule of Enhanced Prudential Standards
for BHCs

Accordingly, the FED issued a Final Rule, “Enhanced Prudential Standards
for Bank Holding Companies and Foreign Banking Organizations,” that
is applicable to BHCs and foreign banking organizations, but deferred
to a later date a Final Rule governing non-bank organizations; albeit the
BHC Final Rule will operate as a baseline for the later non-bank Final
Rule. In essence, a BHC meeting the $50 billion threshold in the USA
is required to continue to meet the capital planning and stress testing
requirements previously imposed with enhanced liquidity requirements,
risk-management requirements, and the debt-to-equity limit with respect
to those companies which the Council determines pose a grave threat
to the financial stability of the USA. In addition, a publicly traded BHC
with total consolidated assets of $10 billion or more is subject to risk-
committee requirements.3¢

1.5.4  Requivements for BHCs with Total Consolidated Assets
of $10 Billion but Less Than $50 Billion

The Final Rule distinguishes between publicly traded BHCs of more
than $10 billion and under $50 billion from those that are not publicly
traded. For BHCs that are not publicly traded, the Rule mandates that the
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company run annual stress tests. This affects a BHC with average total
consolidated assets for the previous four quarters of more than $10 billion
and less than $50 billion; a savings and loan association with total consoli-
dated assets of more than $10 billion; and a state member bank with total
consolidated assets of over $10 billion, cach of the above being designated
a “covered entity.” The objective of the annual company-run stress test is
to ensure that large, complex banking institutions have robust, forward-
looking capital planning processes that account for their unique risks, and
to help ensure that institutions have sufficient capital to continue opera-
tions during times of economic and financial stress.?”

In conducting the annual stress test, covered companies are to use data
as of September 30 and report their stress test results to the FED or other
applicable agency. In addition, covered companies must conduct a “mid-
cycle” test and report the results to the FED. Dodd-Frank stress test rules
align the timing of annual company-run stress tests with the annual supervi-
sory stress tests of covered companies. Covered companies in the USA use
at least three scenarios provided by the FED by no later than November 15
of each calendar year, namely, baseline, adverse, and severely adverse sce-
narios, to determine their potential impact upon the company should it be
compelled to confront any of them. The FED may also require a covered
company with significant trading activity, as it determines this, to include
a trading and counterparty component in its adverse and severely adverse
scenarios in the stress test required by the Rule. The FED may also require
the covered company to include one or more additional components that
the FED may determine in the company’s adverse and severely adverse
operations or activities, or where it is based on the company’s financial
condition, size, complexity, risk profile, scope of operations or activities, or
risks to the US economy.

In addition to the stress test, a covered company must conduct a stress
test by July 5 during each stress test cycle based on data as of March 31 that
calendar year, unless the date of the test and the date for collected data is
extended by the FED in writing. In conducting a stress test a covered com-
pany must estimate for each scenario: (1) losses, pre-provision net revenue,
provision for loan and lease losses, and net income; and (2) the potential
impact on pro forma regulatory capital levels and pro forma capital ratios
(including regulatory capital ratios, the Tier 1 common ratio, and any other
capital ratios specified by the FED), incorporating the effects of any capital
actions over the planning horizon and maintenance of an allowance for loan
losses appropriate for credit exposures throughout the planning horizon.
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Management Oversight
The senior management of a covered company must establish and main-
tain a system of controls, oversight, and documentation, including policies
and procedures that are designed to ensure that its stress testing processes
are effective in meeting the requirements of the Final Rule. The poli-
cies and procedures must, at a minimum, describe the covered company’s
stress testing practices and methodologies and processes for validating and
updating the company’s stress test practices and methodologies pursuant
to law, regulations, and supervisory guidance. There are similar require-
ments for the mid-cycle stress test. The board of directors of the covered
company, or a committee thereof, must approve and review the policies
and procedures of the stress testing processes at least annually or when
economic conditions or the condition of the covered company may war-
rant it. The company’s board and senior management must consider the
results of the analysis it conducts: when making changes to the company’s
capital structure; when assessing the covered company’s exposures, con-
centrations, and risk positions; and in the development or implementation
of any plans that the covered company has for recovery or resolution.
The covered company must report the results of the stress test to the FED
by January 5 and July 5 of each calendar year unless the time frame has been
extended, and a summary thereof on March and September of each calendar
year. With respect to the severely adverse scenario, the company is to disclose:

e A description of the types of risks included in the stress test;

e A general description of the methodologies used in the stress test,
including those employed to estimate losses, revenues, provision for
loan and lease losses, and changes in capital positions over the plan-
ning horizon;

e Estimates of the company’s pre-provision net revenue and other rev-
enue; provision for loan and lease losses, realized losses or gains on
available for sale and held-to-maturity securities, trading and counter-
party losses, and other losses or gains; net income before taxes; loan
losses (dollar amount and as a percentage of average portfolio balance)
in the aggregate and by sub-portfolio, including domestic closed-end
first-lien mortgages; domestic junior lien mortgages and home equity
lines of credit; commercial and industrial loans; commercial real estate
loans; credit card exposures; other consumer loans; and all other loans;
and pro forma regulatory capital ratios and the Tier 1 common ratio,
as well as any other capital ratios specified by the FED;
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¢ An explanation of the most significant causes for the changes in reg-
ulatory capital ratios and the Tier 1 common ratio; and

e With respect to a stress test conducted pursuant to section 165(i)
(2) of the Dodd-Frank Act by an insured depository institution that
is a subsidiary of the covered company and that is required to dis-
close a summary of its stress test results under applicable regulations,
changes in regulatory capital ratios, and any other capital ratios spec-
ified by the FED for the depository institution subsidiary over the
planning horizon, including an explanation of the most significant
causes for the changes in regulatory capital ratios.®

Baseline, Adverse, and Severely Adverse Hypothetical Scenarios

Each covered company must publicly disclose a summary of the results of
its company-run stress test under the severely adverse scenario provided
by the FED through the company’s primary supervisor. The adverse and
severely adverse scenarios are not forecasts but rather hypothetical scenar-
ios designed to assess the strength and resilience of financial institutions
and their ability to continue to meet the credit needs of households and
businesses in stressful economic and financial environments. The baseline
scenario represents expectations of private sector forecasters.*

The baseline scenario is very similar to the average projections from
surveys of economic forecasters. Thus, the baseline scenario for the USA
used by the FED for 2015 is for a sustained, moderate expansion in
economic activity. Real gross domestic product (GDP) grows at an aver-
age rate of just under 3 % per year over the scenario; the unemployment
rate declines modestly, reaching 5% % by the end of the scenario in the
fourth quarter of 2017; and the consumer price index (CPI) inflation
averages just over 2 % per year. Companies estimate their losses, pre-
provision net revenue, provision for loan and lease losses, net income,
and the potential impact on pro forma regulatory capital levels and pro
forma capital ratios.*!

The adverse scenario refers to a set of conditions that affects the US
economy or the financial condition of a company that is more adverse
than in the baseline scenario and may include trading or other addi-
tional components. For 2015, the FED’s scenario was characterized by
the USA experiencing a mild recession beginning in the fourth quarter
of 2014 and lasting through the second quarter of 2015. There is a
global weakening in economic activity and an increase in US inflation-
ary pressures that, overall, results in a rapid increase in both short- and
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long-term US Treasury rates. In the scenario, bank funding costs react
strongly to rising short-term rates. It is a hypothetical scenario designed
to assess the strength of banking organizations and their resilience to an
unfavorable economic environment.

The severely adverse scenario includes trajectories for 26 variables. These
include 14 variables that capture economic activity, asset prices, and inter-
est rates in the US economy and financial markets and three variables (real
GDP growth, inflation, and the US /foreign currency exchange rate) in
each of four countries or country blocks (the euro area, the UK, develop-
ing Asian countries, and Japan). The severely adverse scenario features a
substantial weakening in global economic activity, accompanied by large
reductions in asset prices. In the scenario, the US corporate sector expe-
riences increases in financial distress that are even larger than would be
expected in a severe recession.

The market shock component for the severely adverse scenario is built
around a sudden sharp increase in general risk premiums and credit risk,
combined with significant market illiquidity, associated, in part, with the
distress of one or more large leveraged entities that rapidly sell a variety
of assets into an already fragile market. In addition, there is a significant
rise in the unemployment rate, its total increase of a similar magnitude to
those experienced in severe US contractions during the past half-century.
By the end of 2015, the level of real GDP is approximately 4%2 % lower
than its level in the third quarter of 2014, and it begins to recover there-
after. This hypothetical scenario to assess the strength of the BHCs and
their reliance in a severely adverse economic environment includes a rise
in oil prices (Brent crude) to approximately $110 per barrel and other
shock events.

1.5.5 Requivements for Publicly Traded BHCs with Total
Consolidated Assets of $10 Billion and Less Than $50 Billion*

The Final Rule requires that the BHC maintain a risk committee that
approves and periodically reviews the risk-management policies of its
global operations and oversees the operation of its global risk-management
framework.
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Risk-Management Framework

The risk-management framework is to be determined in accordance with
the company’s structure, risk profile, complexity, activities, and size. It
must include the following:

e DPolicies and procedures establishing risk-management governance,
risk-management procedures, and risk-control infrastructure for its
global operations; and

e Processes and systems for implementing and monitoring compliance
with such policies and procedures, including;:

— Identifying and reporting risks, risk-management deficiencies,
emerging risks, and ensuring effective and timely implementation
of actions to address emerging risks;

— Establishing managerial and employee responsibility for risk
management;

— Ensuring the independence of the risk-management function; and

— Integrating risk management and associated controls with man-
agement goals and its compensation structure for its global
operations.

Corporate Governance Requivements
The risk committee must:

e Have a formal, written charter that is approved by the BHC’s board
of directors;

e Meet at least quarterly and otherwise as needed, and fully document
and maintain records of its proceedings, including risk-management
decisions;

e The risk committee must include at least one member with experi-
ence in identifying, assessing, and managing risk exposures of large,
complex firms; be chaired by a director who has not been an officer
or employee of the BHC during the past three years; is not a member
of the immediate family; who is, or has been within the last three
years, an executive officer of the BHC; and is an independent direc-
tor of the BHC.
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1.5.6  Enhanced Prudential Standavds for BHCs with Total
Consolidated Assets of $50 Billion ov More

Risk Factors
The Board noted the following risk factors as well as other factors, includ-
ing the following:

e Equity indices of all developed market and of developing and emerg-
ing market nations to which companies with significant trading
activity may have exposure, along with term structures of implied
volatilities;

e Cross-currency foreign exchange rates or all major and many minor
currencies, along term structures of implied volatilities;

e Term structures of government rates (e.g., US Treasuries, interbank
rates (e.g., swap rates), and other key rates (e.g., commercial paper)
for all developed markets and for developing and emerging market
nations to which companies may have exposure;

e Term structures of implied volatilities that are key inputs to the pric-
ing of interest rate derivatives;

e Term structures of futures prices for energy products, including crude
oil (differentiated) by country of origin), natural gas and power;

e Term structures of futures prices for metals and agricultural commodities;

* Value-drivers (credit spreads or instrument prices themselves) for
credit-sensitive product segments including corporate bonds, credit
default swaps, and collateralized debt obligations by risk; non-agency
residential mortgage-backed securities and commercial mortgage-
backed securities by risk and vintage; sovereign debt; and municipal
bonds; and

e Shocks to the values of private equity positions.

Risk-Management and Risk Committee Requivements

For BHCs with total consolidated assets for the past four quarters of $50
billion or more, the Final Rule imposes much stricter standards. They
include requirements for risk management and risk committee, liquid-
ity risk management, and stress testing and buffer requirements. The
risk-management framework requirements are essentially the same as for
BHCs with $10 billion and less than $50 billion of consolidated assets as
described above. The corporate governance requirements, however, are
more detailed. They provide, in addition to the requirement for a formal,
written charter approved by the BHC’s board of directors, as follows:
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¢ An independent committee of the board of directors that has, as its
sole and exclusive function, responsibility for the risk-management
policies of the BHC’s global operations and oversight of the opera-
tion of the BHC’s company’s global risk-management framework;

e Report directly to the BHC’s board of directors;

e Receive and review regular reports at least quarterly from the BHC’s
chief risk officer; and

e Meet at least quarterly, or more frequently as needed, and fully
document and maintain records of proceedings, including risk-
management decisions.

In addition, however, there is the requirement that the BHC appoints
a chief risk officer with experience in identifying, assessing, and managing
risk exposures of large, complex financial firms. The chief risk officer’s
responsibilities include overseeing the establishment of enterprise-wide
risk limits and monitoring compliance thereof; implementing and moni-
toring the above policies and procedures; management risks and risk
control framework and the company’s testing of them; and reporting risk-
management deficiencies and emerging risks to the risk committee as well
as resolving them in a timely manner. The BHC must also ensure that the
compensation and other incentives provided to the chief risk officer are
consistent with providing an objective assessment of the risks taken by the
BHC. Reports by the chief executive officer are to be made to both the
risk committee and to the company’s chief executive officer.

Liquidity Risk-Management Requivements
The BHC’s board of directors is responsible to:

e Approve, at least annually, the acceptable level of liquidity risk that
the BHC may assume in connection with its operating strategies,
taking into account the BHC’s capital structure, risk profile, com-
plexity, activities, and size;

e Receive, at least twice a year, information provided by senior man-
agement to determine whether the BHC is operating in accordance
with its established liquidity risk tolerance; and

e Approve and periodically review the liquidity risk-management strat-
egies, policies, and procedures established by senior management.
The risk committee must approve the contingency funding plan at
least annually as well as any material revisions to the plan prior to the
plan’s implementation.
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Senior Management Responsibilities

The senior management of a BHC is responsible for the establishment and
implementation of strategies, policies, and procedures to manage potential
risk to its financial condition or safety that the company may face by the
market’s perception that the company is unable to meet its cash and col-
lateral obligations. It must oversee the development and implementation
of liquidity risk measurement and reporting systems; determine at least
quarterly whether the BHC is operating in accordance with such policies
and procedures; and whether the BHC is in compliance with the Final
Rule’s mandates and establish procedures regarding the preparation of
such information.

Senior management must also report to the board of directors or the risk
committee concerning the liquidity risk profile and tolerance of the BHC at
least quarterly, It must approve, before implementation, new products and
business lines and evaluate the liquidity costs, benefits, and risks of each new
business line and each new product that could have a significant effect on
the company’s liquidity risk profile. In doing so, it must consider whether
the new business line or product comes within the company’s established
liquidity risk tolerance and whether it may create any unanticipated liquid-
ity risk which is within the company’s established liquidity risk tolerance. It
must review the cash-flow projections at least quarterly to ensure that the
liquidity risk is within the established liquidity risk tolerance, and establish
and review with compliance the BHC’s liquidity risk limits.

Senior management is responsible for approving liquidity stress testing
practices, methodologies, assumptions, and results thereof at least quar-
terly; approve the size and composition of the liquidity buffer; and establish
and maintain a review function that is independent of management func-
tions that execute funding to evaluate its liquidity risk management. The
independent review function must meet regularly to review and evaluate
the adequacy and effectiveness of the company’s liquidity risk-management
processes, including its liquidity stress test processes and assumptions;
assess whether the company’s liquidity risk-management function complies
with applicable laws, regulations, supervisory guidance, and sound business
practices; and report material liquidity risk-management issues to the board
or the risk committee in writing to allow for corrective action.

Cash-Flow Projections

The BHC must produce and establish a methodology for making compre-
hensive cash-flow projections that project cash flows that arise from assets,
liabilities, and off-balance-sheet exposures over short- and long-term time
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horizons and update them at least monthly. The projections are to include
cash flows arising from contractual maturities, intercompany transactions,
new business, funding renewals, customer options, and other potential
events that may impact liquidity. Additional requirements include making
reasonable assumptions of future behavior; identification and quantification
of discrete and cumulative cash flow mismatches; details concerning the com-
pany’s capital structure, risk profile, complexity, currency exposure, activities,
and size of the BHC; and establish a contingency funding plan to address
liquidity needs during liquidity stress events which the Final Rule sets forth.

There are requirements concerning the liquidity management process
in the event of liquidity stress events; a contingency funding plan for mon-
itoring emerging liquidity stress events; testing periodically the compo-
nents of the plan; monitoring liquidity risk limits and controlling liquidity
risk exposures and funding needs; intra-day liquidity risk exposure; and
how all these are to be addressed.

Liquidity Stress Testing Requivements

The BHC must conduct stress tests to assess the potential impact of
the liquidity stress scenarios on its cash flows, liquidity position, profit-
ability, and solvency, taking into account its current liquidity condition,
risks, exposures, strategies, and activities. It must consider its balance-
sheet exposures, oft-balance-sheet exposures, size, risk profile, complex-
ity, business lines, organizational structure, and other characteristics that
affect its liquidity risk profile in conducting its stress test. With respect
to stress scenarios that are to be addressed, the Final Rule specifies the
method, frequency, and reflection of adverse market events, all based on
the company’s financial condition, size, complexity, risk profile, scope of
operations, or activities. For assets used as a cash-flow source, the fair
market value of the asset must be discounted to reflect any credit risk and
market volatility of the asset.

There are requirements concerning the policies and procedures of gov-
ernance around the company’s liquidity stress testing practices, method-
ologies, and assumptions that provide for the incorporation of the results
of liquidity stress tests in future stress testing and for the enhancement of
stress testing practices over time; .the establishment of and maintenance of
a system of controls and oversight that is designed to ensure that its liquid-
ity stress testing processes are effective and approved by the chief risk offi-
cer; and the maintenance of management information systems and data
processes sufficient to enable it to effectively and reliably collect, sort, and
aggregate data and other information related to liquidity stress testing.
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Liquidity Buffer Requivements

The BHC must maintain a liquidity buffer that is sufficient to meet the
projected net stressed cash-flow need over the 30-day planning horizon
of the required liquidity stress test. The liquidity buffer must consist of
highly liquid assets that are unencumbered, including cash and securi-
ties issued or guaranteed by the USA, a US government agency, or a US
government-sponsored enterprise. It may also include any other asset that
the BHC demonstrates to the satisfaction of the FED has low credit risk
and low market risk, is readily traded in a secondary market at a price
reasonably related to the last sales price, and is a type of asset that inves-
tors historically have purchased in periods of financial market distress dur-
ing which market liquidity has been impaired. The liquidity buffer must
not contain significant concentrations of highly liquid assets related to the
BHC’s risk, except cash and government securities.

The Final Rules respecting global systemically important BHCs and for-
eign banking organizations are discussed in Chap. 4. Readers should be aware
that the Dodd-Frank Act remains controversial inasmuch as its final passage
was made without one vote from either a Republican Senator or a Republican
member of the House of Representatives. Some Republican candidates for the
Presidency, for the election that will take place in 2016, have called for its total
repeal, while other candidates have indicated that some amendments to the
Act should be enacted. As late as July 2015, there were Republican attempts
to alter the asset threshold of banks deemed “too big to fail” from $50 bil-
lion to $500 billion and permitting regulators flexibility to exempt banks from
enhanced prudential requirements, with the measure having cleared the US
Senate Banking Committee on a party-line vote. The basis for the measure is
to ease requirements for banks that do not meet the enhanced threshold and
to permit more flexibility in the granting of mortgages. Passage of the measure
will not be successtul because of the need for a super majority of 60 votes from
100 members in the Senate for passage. If a Democrat remains as President, the
passage there of would nevertheless be vetoed if it were to occur (Table 1.1).4

1.6 INTERNATIONAL BANKING REQUIREMENTS

1.6.1  Basel III Requivements and Implementation

The Basel Committee, based in Basel, Switzerland, is composed of the
governors from the central banks or related institutions from 26 countries
and the Hong Kong special administrative region (SAR). Its mission is to
act as the primary global standard-setter for the prudential regulation of
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Table 1.1 Requirements for US Bank Holding Companies®

Size Requirements

Total consolidated assets of more than $10 billion Company-run stress tests

but less than $50 billion

Total consolidated assets equal to or greater than Risk committee

$10 billion but less than $50 billion (if publicly

traded)

Total consolidated assets of $50 billion or more Risk-based and leverage capital

Risk management

Risk committee

Liquidity risk-management, stress
testing, and buffers

Supervisory stress tests
Company-run stress tests

Debt to equity limits (upon grave
threat determination)

*Id. at 17245

banks in order to strengthen the regulation, supervision, and practices of
banks worldwide. It is also a forum for cooperation among the members
on banking supervisory matters. It began in 1973 after the collapse of the
Bretton Woods system of managed exchange rates.**

Global Regulatory Framework for Banks and Banking Systems

The Basel Committee on Banking Supervision of the Bank for International
Settlements, in an endeavor following the 2007-2009 financial crisis to
strengthen the global capital framework, sought to raise the resilience of
the banking sector based upon the Committee’s three pillars set forth
in Basel II. The three pillars are minimum capital requirements, supervi-
sory review, and disclosure. Basel III proposed a number of reforms for
adoption by central banks to help contain systemic risks that occurred
because of procyclicality and the interconnectedness of financial institu-
tions. Among the reforms were:

e Raising the quality, consistency, and transparency of the capital base.
The recommendations include that Tier 1 capital base be of common
shares and retained earnings or comparable levels of high quality Tier
1 capital for non-joint stock companies. Other Tier 1 capital base
must consist of subordinated instruments with fully discretionary
non-cumulative dividends, or coupons, and have neither a maturity



30 ROY]J. GIRASA

date nor an incentive to redeem. Deductions from capital and pru-
dential filters are harmonized internationally.
¢ Enhancing risk coverage. Reforms introduced under Basel 111 are:

— Banks must determine their capital requirement for counterparty
credit risk using stress inputs;

— Banks will be subject to a capital charge for potential mark-to-
market losses associated with a deterioration of the creditworthi-
ness of a counterparty;

— In order to strengthen standards for collateral management and
initial margining, banks with large and illiquid derivative expo-
sures to a counterparty will have to apply longer margining peri-
ods as a basis for determining the regulatory capital requirement;

— To address systemic risk arising from banks’ interconnectedness
through the derivatives markets in coordination with I0OSCO
and the Committee on Payments and Settlement Systems, the
Committee states that the capitalization of bank exposures to cen-
tral counterparties (CCP) will be based in part on the compliance
of the CCP with the said standards. Moreover, a bank’s collateral
and mark-to-market exposures to CCPs meeting the standards
will be subject to a low-risk weight of 2 % and default exposures
to CCPs will be subject to risk-sensitive capital requirements.

— Counterparty credit risk-management standards are to be
enhanced in a number of areas, including treatment of wrong-way
risk (where the exposure increases when the credit quality of the
counterparty deteriorates) and guidance for the sound backtesting
of counterparty credit exposures.*

e Supplementing the risk-based capital requirement with a leverage
ratio. To address the build-up of excessive on- and oft-balance-sheet
leverage in the banking system that contributed to the financial cri-
sis and is adjustable for the differences in accounting systems, the
Committee introduced a leverage ratio requirement: to constrain
leverage in the banking sector, to aid in mitigating the risk of desta-
bilizing deleveraging processes that can damage the financial system
and the economy; and introduce additional safeguards against model
risk and measurement error by supplementing the risk-based mea-
sure with a simple, transparent, independent measure of risk.

e Reducing procyclicality and promoting countercyclicality buffers.
The measures taken had the following objectives:
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— Dampen any excess cyclicality of the minimum capital requirement;

— Promote more forward-looking provisions;

— Conserve capital to build buffers at individual banks and in the
banking sector that can be used in stress; and

— Achieve the broader macro-prudential goal of protecting the
banking sector from periods of excess credit growth.

Accordingly, the Committee (1) advocated a change in the accounting
standards towards an expect loss approach; (2) updated its supervisory guid-
ance to be consistent with the expected loss approach, and addressed ini-
tiatives to stronger provisioning in the regulatory capital framework. It also
introduced a framework to promote the conservation of capital and the build-
up of adequate buffers above the minimum that can be drawn down in peri-
ods of stress; give supervisors stronger tools to promote capital conservation
in the banking sector; and introduce a regime which will adjust the capital
buffer established previously through the capital conservation mechanism.

The Committee also addressed systemic risk and interconnectedness.
To mitigate risks arising from firm-level exposures among global financial
institutions, it introduced:

e Capital incentives for banks to use central counterparties for over-
the-counter derivatives;

e Higher capital requirements for trading and derivatives activities and
complex securitizations and oft-balance-sheet exposures (e.g., struc-
ture investment vehicles);

e Higher capital requirements for interfinancial sector exposures; and

e Introduction of liquidity requirements that penalize excessive reli-
ance on short-term. Interbank funding to support longer dated
assets.*¢

The Committee also developed two minimum standards for funding
liquidity: a liquidity coverage ratio so that high-quality liquid assets held
in the stock should be unencumbered, liquid in markets in time of stress,
and, ideally, be central bank eligible; and a net stable funding ratio that
required a minimum number of stable sources of funding at a bank rela-
tive to the liquidity profiles of the assets and the potential for contingent
liquidity needs arising from oft-balance-sheet commitments over a one-
year time frame.*
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Large Exposure to a Single Counterparty

The Basel Committee on Banking Supervision set forth standards for mea-
suring and controlling large exposures, that is, large losses resulting from
the sudden default of a single counterparty, in addition and complemen-
tary to its risk-based capital standard.*® The Committee noted that inves-
tors withdrew funds from other banks when an announcement was made
of material losses related to asset-back securities and collateralized debt
obligations were incurred by unrelated large banks. It ascertained from
the financial crisis that material losses by one systemically important finan-
cial institution (SIFI) could trigger catastrophic consequences for global
financial stability. Thus, an internationally active bank was to consider its
exposure to any counterparty, with the exception of exposure to sover-
eigns and their central banks and any exposure guaranteed by or secured
by financial instruments issued by the sovereign.

A large exposure is defined as equal to or above 10 % of the bank’s
eligible capital base. Where such exposure exists, the bank is to report to
the supervisor not only large exposures to a single counterparty but also
all other large exposures, exempted exposures that meet the 10 % capital
standard, and a bank’s 20 largest counterparties. Under no circumstances
is the exposure to be higher than 25 % of the bank’s eligible capital base to
a single counterparty. A single counterparty includes a group of connected
counterparties wherein one counterparty has control over the others.
Banks are required to assess the interconnectedness between counterpar-
ties, as exemplified by voting agreements among them and significant
influence over appointments of administrative personnel and senior man-
agement. Economic interdependence is illustrated where 50 % or more of
the counterparty’s gross receipts or expenditures is derived from transac-
tions with the other counterparty; where there are guarantees of exposure;
or where the financial problems or insolvency of one counterparty would
cause difficulties to the other counterparties.

Banks are to consider their on- and off-balance-sheet exposure to coun-
terparties as well as the credit risk of securities financing transactions. Oft-
balance-sheet items are to be converted into credit exposure equivalents
through the use of credit conversion factors for large exposure frame-
works. The framework details eligible credit risk mitigation techniques,
treatment of maturity mismatches, recognition of the techniques in reduc-
tion of original exposure, and recognition of exposures to credit risk miti-
gation providers. A bank must add any exposures to a single counterparty
arising in the trading book to any other exposures to the said counterparty.
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Banks may offset long and short positions in the same issue if the issuer,
coupon, currency, and maturity are identical. Positions in different issues
from the same counterparty may be offset only when the short position
is junior to the long position or if the positions are of the same seniority.

The standards also set forth treatment of specific exposure types.
Included are sovereign exposures and entities connected with sover-
eigns and interbank exposures which are essentially exempt from the
standards framework. Covered bonds are subject to legal requirements
for special public supervision to protect bond holders. Banks are also to
consider exposures to collective investment undertakings, securitization
vehicles, and other structures. Banks are also required to identify third
parties that may constitute additional risks, as exemplified by third par-
ties such as originator, fund manager, and liquidity and credit protec-
tion providers. There are special rules for global systemically important
banks (G-SIBs) wherein the large exposure limit applied to a G-SIB’s
exposure to another G-SIB is set at 15 % of the cligible capital base (Tier
1). When a bank becomes a G-SIB, it and other G-SIBs must apply the
15 % limit within 12 months of this event. Member countries may apply
more stringent standards affecting G-SIBs. Implementation of this stan-
dard was to be accomplished by January 1, 2015.#° The US G-SIBs and
implementing regulations are discussed in Chap. 4. The Basel III core
principles for effective banking supervision are set forth in Appendix 2
to this chapter.

1.6.2  Basel Committee Guidelines for Identifying and Dealing
with Weak Banks

The Basel Committee on Banking Supervision issued a report concerning
how the supervisory community, the resolution committee, and the inter-
national financial institutions advising supervisors are to deal with weak
banks. A weak bank is defined by the Basel Committee as “one whose
liquidity or solvency is unimpaired or will soon be impaired unless there
is a major improvement in its financial resources, risk profile, business
model, risk management systems and controls, and/or quality of gover-
nance and management in a timely manner.” Where a bank is unable to be
viable, then it should be resolved without severe systemic disruption and
at no cost to taxpayers.>

The guiding principles for a supervisor, according to the report, are as
follows:
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e Early identification of risk. Supervisors have the responsibility to
incorporate forward-looking tools such as an early warning system;
reviews of governance and management; and stress tests.

o Early intervention. Supervisors should be prepared to act promptly
and intervene at an early stage. The problem to date is that supervi-
sory authorities failed to intervene with weak banks and even permit-
ted their expansion and ultimate collapse.

o Effectiveness. Consistent with the core principles for effective bank-
ing supervision and other Basel Committee guidance, the supervisor
is to use its best efforts, including all costs in the case of a G-SIB
costs such as instability of the financial system.

o Flexibility. Supervisors should be flexible when applying recovery
measures and react decisively when a bank is beyond assistance.

o Clear internal governance processes. Supervisors should design their
own governance processes to ensure that their discretionary deci-
sions are taken at a level within the organizational hierarchy that is
appropriate to the situation at hand.

e Consistency. Supervisory actions should be consistent and well under-
stood, so as not to distort the competitive environment and to mini-
mize confusion and uncertainty in times of crisis.

o Transparvency and cooperation. Banks and the relevant authorities
should dispense a high degree of information-sharing and transpar-
ency about their intended actions.

* Avoiding potential systemic problems. All banks should be subject to
the same supervisory and regulatory framework. Although larger
banks may pose systemic risk because of their interconnectedness
with other parts of the financial community, small banks also pose
critical issues for the financial community.

o Early preparation. Supervisors should take early preparatory steps to
ensure that banks are able to respond to critical situations. Systemic
banks, in particular, should be obliged to have a recovery plan in
place in the event of a financial crisis.®!

The Basel Committee noted the symptoms and causes of bank
problems. Symptoms include poor asset quality, lack of profitability,
loss of capital, excessive leverage, excessive risk exposure, reputation
problems, and liquidity concerns. These symptoms generally arise from
causes that include an inappropriate business model in the particular
environment in which the bank operates, inappropriate governance,
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poor decision-making by senior management, and/or a misalignment
of internal incentive structures with external shareholder/stakecholder
interests.

Other risk factors contributing to a bank’s difficulties are credit and
liquidity risk, market risk, operational risk, and interest rate or strate-
gic risk. These difficulties arise from poor corporate governance such as
weak oversight by the board of directors, compensation policies, and the
absence of an effective internal controls. Other factors include poor lend-
ing policies, excessive concentrations across the business mode, structural
imbalances in a bank’s liquidity position, excessive risk taking such as by
speculative trading, overrides of constraints in existing policies and pro-
cedures, excessive balance-sheet growth, and fraud and criminal activities
(e.g., money laundering).

Supervisors should conduct on- and off-site examinations and reviews,
forward-looking supervision, regulatory reporting, early warning indica-
tors, business model assessment, appropriate governance risk management
and controls, stress testing, review of recovery plans, and resolvability
assessment.”? The balance of guidelines is extensively presented; these
concern macro-prudential surveillance and responses that deal with weak
banks and resolutions.

The general principles for corrective action in the report are:

¢ The fulfillment of supervisory objectives, including financial stability
and depositor protection;

e Immediate corrective action, whereby the bank and supervisor
should promptly prevent the problems from growing and exacerbat-
ing the bank’s weaknesses;

e Senior management commitments for corrective action or, as an
alternative, replacement of senior management;

e Proportionality, whereby corrective action should be appropriate to
the circumstances and scale of the problem; and

e Comprehensiveness, whereby both causes and weaknesses must be
addressed by the corrective program.®?

As illustrated by the rules, regulations, and principles discussed above,
banking institutions are subject to extensive oversight by regulators. Thus,
officers and directors of such institutions have endeavored to find alternate
methodologies to avoid and escape what are perceived to be regulatory
strangleholds. This explains the rise of shadow or non-bank alternative
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systems that have until now lacked regulatory oversight. In Chap. 2,
we will examine the nature of shadow banking through a review of the
economic mechanisms that motivated and brought it about, its systemic
risks, backstops for the system, and the recommendations of international
organizations.
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ArreENDIX 1: Iosco Cope or CoNDUCT FOR CREDIT RATING
AGENCIES

Quality and Integrity. Among the indicia of quality and integrity are the
following;:

e The adoption, implementation, and enforcement of written proce-
dures to ensure opinions are based on all known information;

e Rating methodologies that are rigorous, systematic, and be subjected
to objective validation;

e Individuals performing the ratings are to be qualified with knowledge
and experience in the particular financial instrument being rated;

e Avoidance of misrepresentations and maintenance of records for a
reasonable period of time;

e Assessment whether it has adequate and qualified personnel to per-
form the ratings which are to be objectively conducted without bias
and utilizing methodologies in a consistent manner; and

e Monitor and update opinions by regularly reviewing the issuer’s
creditworthiness.

Independence and Avoidance of Conflicts of Interest. Among the recom-
mendations are:

e A CRA should not forbear or refrain from taking a rating action
based on the potential effect of the action on the CRA, an issuer, an
investor, or other market participant;

e A CRA and its analysts should use care and professional judgment
to maintain both the substance and appearance of independence and
objectivity and be influenced only by factors relevant to the credit
assessment;

e The credit rating a CRA assigns to an issuer or security should not
be affected by the existence of or potential for a business relationship
between the CRA and the issuer;

e A CRA should separate, operationally and legally, its credit rating
business and CRA analysts from any other businesses of the CRA,
including consulting businesses that may present a conflict of interest;

e A CRA and its analysts should use care and professional judgment
to maintain both the substance and appearance of independence and
objectivity and be influenced only by factors relevant to the credit
assessment; and
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e A CRA should separate, operationally and legally, its credit rating
business and CRA analysts from any other businesses of the CRA,
including consulting businesses that may present a conflict of interest.

Transpavency and Timeliness of Ratings Disclosure. Among the recom-
mendations are:

e A CRA should distribute in a timely manner its ratings decisions
regarding the entities and securities it rates and publicly disclose its
policies for distributing ratings, reports and updates;

e A CRA should indicate with each of its ratings when the rating was
last updated and the CRA should disclose to the public, on a non-
selective basis and free of charge, any rating regarding publicly issued
securities, or public issuers themselves, as well as any subsequent
decisions to discontinue such a rating, if the rating action is based in
whole or in part on material non-public information;

e A CRA should publish sufficient information about its procedures,
methodologies and assumptions (including financial statement
adjustments that deviate materially from those contained in the issu-
er’s published financial statements and a description of the rating
committee process, if applicable) so that outside parties can under-
stand how a rating was arrived at by the CRA; and

e Where a CRA rates a structured finance product, it should provide
investors and/or subscribers with sufficient information about its
loss and cash-flow analysis so that an investor allowed to invest in the
product can understand the basis for the CRA’s.

Treatment of Confidential Information. Among the recommendations
are:

¢ A CRA should adopt procedures and mechanisms to protect the
confidential nature of information shared with them by issuers under
the terms of a confidentiality agreement or otherwise under a mutual
understanding that the information is shared confidentially;

e Unless otherwise permitted by the confidentiality agreement and con-
sistent with applicable laws or regulations, the CRA and its employ-
ees should not disclose confidential information in press releases,
through research conferences, to future employers, or in conversa-
tions with investors, other issuers, other persons, or otherwise;
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e A CRA should use confidential information only for purposes related
to its rating activities or otherwise in accordance with any confiden-
tiality agreements with the issuer;

e CRA employees should take all reasonable measures to protect all
property and records belonging to or in possession of the CRA from
fraud, theft or misuse. CRA employees should not selectively disclose
any non-public information about rating opinions or possible future
rating actions of the CRA, except to the issuer or its designated agents;

e CRA employees should not share confidential information entrusted
to the CRA with employees of any affiliated entities that are not
CRAs. CRA employees should not share confidential information
within the CRA except on an “as needed” basis; and

e CRA employees should not use or share confidential information for
the purpose of trading securities, or for any other purpose except the
conduct of the CRA’s business.

ArPENDIX 2: BASEL III CORE PRINCIPLES FOR EFFECTIVE
BANKING SUPERVISION

Supervisory Powers, Responsibilities and Functions

e Principle 1 — Responsibilities, objectives and powers: An effective sys-
tem of banking supervision has clear responsibilities and objectives
for each authority involved in the supervision of banks and banking
groups. A suitable legal framework for banking supervision is in place
to provide each responsible authority with the necessary legal powers
to authorise banks, conduct ongoing supervision, address compli-
ance with laws and undertake timely corrective actions to address
safety and soundness concerns.

o Principle 2 — Independence, accountability, vesouvcing and legal
protection for supervisovs: The supervisor possesses operational inde-
pendence, transparent processes, sound governance, budgetary pro-
cesses that do not undermine autonomy and adequate resources, and
is accountable for the discharge of its duties and use of its resources.
The legal framework for banking supervision includes legal protec-
tion for the supervisor.

e Principle 3 — Cooperation and collabovation: Laws, regulations
or other arrangements provide a framework for cooperation and
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collaboration with relevant domestic authorities and foreign super-
visors. These arrangements reflect the need to protect confidential
information.

* Principle 4 — Permissible activities: The permissible activities of
institutions that are licensed and subject to supervision as banks are
clearly defined and the use of the word “bank” in names is controlled.

* Principle 5— Licensing cviteria: The licensing authority has the power
to set criteria and reject applications for establishments that do not
meet the criteria. At a minimum, the licensing process consists of an
assessment of the ownership structure and governance (including the
fitness and propriety of Board members and senior management) of the
bank and its wider group, and its strategic and operating plan, internal
controls, risk management and projected financial condition (includ-
ing capital base). Where the proposed owner or parent organisation
is a foreign bank, the prior consent of its home supervisor is obtained.

* Principle 6 — Transfer of significant ownevship: The supervisor has
the power to review, reject and impose prudential conditions on any
proposals to transfer significant ownership or controlling interests
held directly or indirectly in existing banks to other parties.

* Principle 7 — Major acquisitions: The supervisor has the power to
approve or reject (or recommend to the responsible authority the
approval or rejection of), and impose prudential conditions on,
major acquisitions or investments by a bank, against prescribed cri-
teria, including the establishment of cross-border operations, and to
determine that corporate affiliations or structures do not expose the
bank to undue risks or hinder effective supervision.

* Principle 8 — Supervisory approach: An etfective system of banking
supervision requires the supervisor to develop and maintain a forward-
looking assessment of the risk profile of individual banks and banking
groups, proportionate to their systemic importance; identify, assess
and address risks emanating from banks and the banking system as a
whole; have a framework in place for early intervention; and have plans
in place, in partnership with other relevant authorities, to take action
to resolve banks in an orderly manner if they become non-viable.

* Principle 9 — Supervisory techniques and tools: The supervisor
uses an appropriate range of techniques and tools to implement
the supervisory approach under the Core Principles for Effective
Banking Supervision 11 and deploys supervisory resources on a pro-
portionate basis, taking into account the risk profile and systemic
importance of banks.
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Principle 10 — Supervisory veporting: The supervisor collects,
reviews and analyses prudential reports and statistical returns from
banks on both a solo and a consolidated basis, and independently
verifies these reports through either on-site examinations or use of
external experts.

Principle 11 — Corvective and sanctioning powers of supevvisors:
The supervisor acts at an early stage to address unsafe and unsound
practices or activities that could pose risks to banks or to the banking
system. The supervisor has at its disposal an adequate range of super-
visory tools to bring about timely corrective actions. This includes the
ability to revoke the banking license or to recommend its revocation.
Principle 12 — Consolidated supervision: An essential element of
banking supervision is that the supervisor supervises the banking
group on a consolidated basis, adequately monitoring and, as appro-
priate, applying prudential standards to all aspects of the business
conducted by the banking group worldwide.

Principle 13 — Home-host relationships: Home and host supervisors
of cross-border banking groups share information and cooperate for
effective supervision of the group and group entities, and effective
handling of crisis situations. Supervisors require the local operations
of foreign banks to be conducted to the same standards as those
required of domestic banks.

Prudential Regulations and Requivements

Principle 14 — Corporate governance: The supervisor determines
that banks and banking groups have robust corporate governance
policies and processes covering, for example, strategic direction,
group and organisational structure, control environment, responsi-
bilities of the banks’ Boards and senior management, and compensa-
tion. These policies and processes are commensurate with the risk
profile and systemic importance of the bank.

Principle 15— Risk management process: The supervisor determines
that banks have a comprehensive risk management process (includ-
ing effective Board and senior management oversight) to identify,
measure, evaluate, monitor, report and control or mitigate all mate-
rial risks on a timely basis and to assess the adequacy of their capital
and liquidity in relation to their risk profile and market and macro-
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economic conditions. This extends to development and review of
contingency arrangements (including robust and credible recovery
plans where warranted) that take into account the specific circum-
stances of the bank. The risk management process is commensurate
with the risk profile and systemic importance of the bank.

Principle 16 — Capital adequacy: The supervisor sets prudent and
appropriate capital adequacy requirements for banks that reflect the
risks undertaken by, and presented by, a bank in the context of the
markets and macroeconomic conditions in which it operates. The
supervisor defines the components of capital, bearing in mind their
ability to absorb losses. At least for internationally active banks, capi-
tal requirements are not less than the applicable Basel standards.
Principle 17 — Credit visk: The supervisor determines that banks have
an adequate credit risk management process that takes into account
their risk appetite, risk profile and market and macroeconomic condi-
tions. This includes prudent policies and processes to identify, measure,
evaluate, monitor, report and control or mitigate credit risk (includ-
ing counterparty credit risk) on a timely basis. The full credit lifecycle
is covered including credit underwriting, credit evaluation, and the
ongoing management of the bank’s loan and investment portfolios.
Principle 18 — Problem assets, provisions and reserves: The supervi-
sor determines that banks have adequate policies and processes for
the early identification and management of problem assets, and the
maintenance of adequate provisions and reserves.

Principle 19 — Concentration risk and lavge exposuve limits: The
supervisor determines that banks have adequate policies and pro-
cesses to identify, measure, evaluate, monitor, report and control or
mitigate concentrations of risk on a timely basis. Supervisors set pru-
dential limits to restrict bank exposures to single counterparties or
groups of connected counterparties.

Principle 20 — Transactions with velated parties: In order to pre-
vent abuses arising in transactions with related parties and to address
the risk of conflict of interest, the supervisor requires banks to enter
into any transactions with related parties on an arm’s length basis;
to monitor these transactions; to take appropriate steps to control
or mitigate the risks; and to write off exposures to related parties in
accordance with standard policies and processes.

Principle 21 — Country and transfer visks: The supervisor deter-
mines that banks have adequate policies and processes to identify,
measure, evaluate, monitor, report and control or mitigate country
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risk and transfer risk in their international lending and investment
activities on a timely basis.

Principle 22 — Market visks: The supervisor determines that banks
have an adequate market risk management process that takes into
account their risk appetite, risk profile, and market and macroeco-
nomic conditions and the risk of a significant deterioration in market
liquidity. This includes prudent policies and processes to identify,
measure, evaluate, monitor, report and control or mitigate market
risks on a timely basis.

Principle 23 — Intevest vate visk in the banking book: The supervisor
determines that banks have adequate systems to identify, measure,
evaluate, monitor, report and control or mitigate interest rate risk in
the banking book on a timely basis. These systems take into account
the bank’s risk appetite, risk profile and market and macroeconomic
conditions.

Principle 24 — Liquidity visk: The supervisor sets prudent and
appropriate liquidity requirements (which can include either quanti-
tative or qualitative requirements or both) for banks that reflect the
liquidity needs of the bank. The supervisor determines that banks
have a strategy that enables prudent management of liquidity risk
and compliance with liquidity requirements. The strategy takes into
account the bank’s risk profile as well as market and macroeconomic
conditions and includes prudent policies and processes, consistent
with the bank’s risk appetite, to identify, measure, evaluate, monitor,
report and control or mitigate liquidity risk over an appropriate set
of time horizons. At least for internationally active banks, liquidity
requirements are not lower than the applicable Basel standards.
Principle 25 — Opervational visk: The supervisor determines that
banks have an adequate operational risk management framework
that takes into account their risk appetite, risk profile and market
and macroeconomic conditions. This includes prudent policies and
processes to identify, assess, evaluate, monitor, report and control or
mitigate operational risk on a timely basis.

Principle 26 — Internal control and audit. The supervisor deter-
mines that banks have adequate internal control frameworks to estab-
lish and maintain a properly controlled operating environment for the
conduct of their business taking into account their risk profile. These
include clear arrangements for delegating authority and responsibility;
separation of the functions that involve committing the bank, paying
away its funds, and accounting for its assets and liabilities; reconcili-
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ation of these processes; safeguarding the bank’s assets; and appro-
priate independent internal audit and compliance functions to test
adherence to these controls as well as applicable laws and regulations.

* Principle 27 — Financial repovting and external aundit: The super-
visor determines that banks and banking groups maintain adequate
and reliable records, prepare financial statements in accordance with
accounting policies and practices that are widely accepted interna-
tionally and annually publish information that fairly reflects their
financial condition and performance and bears an independent exter-
nal auditor’s opinion. The supervisor also determines that banks and
parent companies of banking groups have adequate governance and
oversight of the external audit function.

* Principle 28 — Disclosure and transpavency: The supervisor deter-
mines that banks and banking groups regularly publish information
on a consolidated and, where appropriate, solo basis that is easily
accessible and fairly reflects their financial condition, performance,
risk exposures, risk management strategies and corporate governance
policies and processes.

* Principle 29 — Abuse of financial services: The supervisor deter-
mines that banks have adequate policies and processes, including
strict customer due diligence rules to promote high ethical and pro-
fessional standards in the financial sector and prevent the bank from
being used, intentionally or unintentionally, for criminal activities.



CHAPTER 2

Shadow Banking (Non-Bank Financial
Intermediation)

Shadow banking, in essence, is composed of non-bank financial intermedi-
ation that historically has operated outside the traditional banking system
but lacks the protections afforded to traditional or regular banks, and also
avoids onerous statutory and regulatory obligations. In traditional bank-
ing intermediation, banks receive deposits from depositors which then are
used to fund loans to borrowers. Owing to the Federal Deposit Insurance
Corporation (FDIC), the FED’s discount window, and other governmen-
tal guarantees, there is relative safety attributable to the said deposits.

In shadow banking financial intermediation, particularly credit inter-
mediation,! these guarantees were wanting, albeit it was believed that such
intermediation was safe because of credit lines and tail-risk insurance in
the form of wraps and guarantees invested by private lenders that included
commercial banks and insurance companies. The forms of funding were by
means of securitizations, such as mortgages, loans, and receivables, which
were combined into securities and tranches and secured lending backed
by mortgages and other assets. The financial downturn of 2007-2009
revealed the fault lines of the shadow banking system, as well as tradi-
tional banking, albeit depositors in the latter institutions were protected
by enhanced $250,000 per account FDIC guarantees.

Although having a serious downturn during the financial crisis of
2007-2009, it is conservatively estimated that non-bank financial inter-
mediation (other financial intermediaries (OFI)) grew to $75 trillion in
2014, having advanced by some $5 trillion from the prior year. OFI assets
constituted 25 % of total global financial assets, half of banking system
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assets, and 120 % of gross domestic product (GDP).? At the end of 2013,
the national jurisdictions which held assets of non-bank financial inter-
mediaries were mainly the USA (33 %); the euro area (34 %); the United
Kingdom (UK) (12 %); and China (4 %).> The Financial Stability Board
(FSB) divided the OFI into sub-sectors as of the end of 2013 as follows:

e Other Investment Funds had assets in excess of $24 trillion, which
accounted for 38 % of Non-Bank Financial Intermediation assets in
2013. Equity Funds accounted for more than half of all the reported
Other Investment Funds assets in 2013 amounting to $12.4 trillion,
while Fixed Income Funds totaled $7.6 trillion (32 %), and $4.1 tril-
lion (17 %) were held in Other Funds;

e Broker-dealers—$9.3 trillion or 12 % of OFI, mainly concentrated in
the UK, USA, Japan, Canada, and South Korea;

e Structured finance vehicles—$5 trillion (8 %) held mainly in the USA
and the UK;

e Finance companies, $4.1 trillion (6 %) and money market funds
(MMFs)—-$3.8 trillion (6 %) mainly in the USA and the euro area;
real estate investment funds and trusts (REITs); and trust company
assets—3$2 trillion (3 %);

e Hedge funds—$0.1 trillion (0.2 %); but the figure appears to be
underestimated owing to the omission of off-shore holdings;

The shadow banking industry is extraordinarily complex. Its main com-
ponents, which will be discussed here, are securitization, hedge funds,
repurchase agreements (repos), MMFs, and insurance funds (Fig. 2.1).

2.1 EcoNnomMic MECHANISMS MOTIVATING SHADOW
BANKING

Much of the literature concerning shadow banking emanates from staff
reports from the Federal Reserve Bank of New York (FRBNY), particu-
larly those of Tobias Adrian, Adam Ashcraft, Zoltan Pozsar, and Hayley
Boesky, the International Monetary Fund (IMF), and reports from other
federal reserve banks. Discussion in this segment is based substantially
upon these reports.* The motivating economic factors for the ascendancy
of shadow banking, according to the authors mentioned, are as follows:®

o Creation of safe assets through specialization. Shadow banking interme-
diation, through use of chains of non-bank financial intermediaries,
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Fig. 2.1 Main components of shadow banking

transforms risky, long-term loans such as subprime mortgages into
short-term, less risk, money-like instruments through a series of
non-bank financial intermediaries rather than within the one institu-
tion as in traditional banking institutions.

o Accommodation of cash-pools’ demand for safe, short-term liquid assets.
Need for safe-short-term liquid assets substantially exceeds the assets
provided by short-term government debt, which are often accompa-
nied by higher return.®

o Collateral intermediation. Intensive reuse of scarce collateral to sup-
port a larger volume of financial transactions.”

o Mispriced guarvantees from governmment backstops. By definition,
unlike the traditional banking sector, credit intermediation is with-
out guarantees such as deposit insurance and other, mainly govern-
ment, intervention programs. Thus, shadow banking is amenable
to credit runs by investors, although it does have access to credit
lines from commercial banks. There was a distortion of pricing of
shadow banking activities owing to government backstops under the
auspices of banking holding companies, which indirectly supported
shadow banking activities.
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* Regulatory arbitrage. Defined as restructuring of financial activity aimed
at avoiding taxes, disclosure, and /or capital requirement, it increases net
cash flows to the sponsor by lessening the costs of regulation. It can be
accomplished by conducting business and by providing services outside
the statutory and regulatory oversight by national regulators.

e Agency problems. There were informational frictions in the securitiza-
tion of subprime mortgage credit such as the informational prob-
lems between lenders and originators; between lenders and investors;
between servicers and borrowers; and other such gaps.

o Transformation of funds through intermediation. It is accomplished
through maturity transformation, whereby short-term funds are
invested in longer-term assets; liquidity transformation, whereby
cash-like liabilities are used to buy harder-to-sell assets such as loans;
leverage that uses techniques such as borrowing money to buy fixed
assets to magnify the potential gains (or losses) on an investment;
and credit risk transfer, where the risk of a borrower’s default is
transferred from the originator of the loan to another party.®

o Short-term funding and runs. The financial frictions that led to
excessive risk-taking and significant credit losses occurred during the
financial crisis, thereby illustrating the vulnerability to runs.’

o Additional influences. The rise of information costs; the relative use of
credit funded by commercial paper (CP) versus bank-intermediated
credit that reflects the advantages of avoiding bank regulations that
require reserve and capital requirements; the rise of money market
mutual funds (MMMFs) as a result of Regulation Q,' which placed
ceilings on interest that banks could offer; and the implementation of
Basel I in 1990 followed by Basel II and Basel III, which raised the
capital requirements on most bank loans from 5 % to 8 %, and encour-
aged the rise of shadow banking by inducing more securitization.!!

Staff members at the IMF similarly stated that the key drivers behind the
growth of shadow banking are the tightening of regulation of commercial and
investment banks, ample liquidity conditions, and demand by institutional
investors. The authors noted, in their review of literature on shadow banking,
that there was a need and a demand for private money to satisty the invest-
ment needs of institutional cash investors which exceeded the supply of short-
term government debt and insured deposits, and that the prevailing legal rules
eftectively subsidized the use of some derivatives and repo contracts.
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Thus, according to one Discussion Note, the two main functions of
shadow banking are securitization and collateral intermediation. The secu-
ritization function (discussed at length in Chap. 5 ) secks to create long-
term safe assets for savers by unbundling and repacking risks and tranching
their cash flows to transfer credit risks, and also by creating short-term
safe assets by using maturity transformation vehicles funded in short-term
money markets. Its collateral intermediation function is served by reduc-
ing counterparty risk through secured funding, securities lending, and
hedging, including over-the-counter derivatives.!?

The two functions serve two common intermediation roles, namely:
(1) in its Lability-side role, by providing safe claims in securitization or by
increasing the safety of claims in collateral transformation for agents in the
financial system; and (2) in its asset-side role, by providing credit to bor-
rowers that occurs when safe liabilities help to attract savings. There are
important linkages with traditional commercial banks which are active in
securitization chains, as well as the use of services of dealer banks which
act primarily in intermediating collateral. The processes take place through
securitization chains which transform risky assets into safe and liquid
claims by tranching of claims and the use of puts from the main banking
system and through collateral chains which use collateral to reduce coun-
terparty risk between borrowers and lenders. The processes link ultimate
savers, including short-term household and corporate savings and long-
term household savings, through the asset management complex, and
borrowers, who include corporations and households, as well as investors
such as hedge funds.!?

Whereas banks operated via a one-stop process transforming deposits
by investors, mainly from households to business and consumer loans, the
shadow credit intermediation process involves a series of steps or “vertical
slicing,” generally as follows:

e Loan origination—e.g., auto and mortgage loans by finance compa-
nies funded by CP (unsecured promissory notes with maturity up to
270 days) and by medium-term notes;

¢ Loan warechousing—Dby single and multi-seller conduits and funded
through asset-backed commercial paper (ABCP);

e Asset-backed securities issuance (ABS)—securities that derive their
value and income collateralized by a pool of assets and conducted by
broker-dealers;
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e ABS warehousing—inventory financing of loans to manufacturers
and others backed by goods or commodities held in trust as col-
lateral for the loans, facilitated through trading books and funded
through repos, total return swaps, or hybrid and repo conduits;

e ABS CDO issuance—pooling and structuring of ABS into collater-
alized debt obligations (CDOs) which are structured asset-backed
securities conducted by broker-dealers’ syndicate desks;

¢ ABS intermediation—conducted by limited-purpose finance compa-
nies, structured investment vehicles (SIVs), securities arbitrage con-
duits, and credit hedge funds funded by repos, ABCP, bonds, and
capital notes;

e Wholesale funding—funding of the above is by money market inter-
mediaries (MMFs, direct money market investors, and others).!*

Scholars at the FRBNY noted that there are three-subgroups of
the shadow banking system, namely (1) the government-sponsored
shadow banking subsystem; (2) the internal shadow banking subsys-
tem; and (3) the external shadow banking subsystem. They suggested
that the shadow banking system originated in the depths of the Great
Depression of the 1930s with the creation of government-sponsored
enterprises including the Federal Home Loan Bank (FHLB) system
in 1932, the Federal National Mortgage Association (Fannie Mae) in
1938, the Government National Mortgage Association (Ginnie Mae)
in 1968, and the Federal Home Loan Mortgage Association (Freddie
Mac) in 1970. Acting like shadow banks, albeit backed by taxpayers,
they originated the warehousing of loans and created the originate-
to-distribute model of securitized credit intermediation. Unlike banks
which are funded by deposits, these loans were funded through the
capital market, which issued short-term and long-term agency debt
securities. The securities were purchased by money market investors
and fixed-income mutual funds.

The internal shadow banking subsystem emulated the government-
sponsored shadow banking system, with banks expanding their hori-
zons from funding and holding loans until maturity to shadow banking
activities through holding companies sanctioned by the legal develop-
ments outlined previously. Through the vertical and horizontal slicing
of credit intermediation, coupled with off-balance-sheet securitiza-
tion and asset management techniques, the large banks were now able
to increase profitability, this being permitted by greater use of capital
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which no longer had to be retained until maturity. The bank holding
companies (BHCs) generally originated loans through the bank’s sub-
sidiaries; warehoused and accumulated loans managed through their
broker-dealer subsidiaries with funding from wholesale funding markets
and liquidity enhancements by the subsidiaries; securitized the loans
and transferred them to special-purpose vehicles; and funded the saf-
est tranches in off-balance ABS intermediaries managed through their
asset-management subsidiaries.

The external shadow banking subsystem also involves origination,
warehousing, and securitization, but much of the funding is from offshore
financial centers. Thus, the authors suggested that the external system has
the following elements: (1) the credit intermediation process consists of
diversified broker-dealers; (2) the process also includes independent, non-
bank specialist intermediaries; and (3) the credit puts are provided for by
private credit-risk repositories.

Unlike banks with multiple BHCs, broker-dealers generally operate by
outsourcing warehousing functions to BHCs or to independent multisel-
ler conduits. Dealers run internal credit hedge funds, fund trading books,
and fund repo conduits. The independent specialists-based credit interme-
diation process includes stand-alone and captive finance companies that
engage in loan origination; independent multiseller conduits that are con-
cerned with loan warehousing; limited-purpose finance companies; SIVs;
and credit hedge funds that involve ABS intermediation. The model is
based on an originate-to-fund model rather than an originate-to-distribute
model of the government-sponsored shadow banking system and credit
intermediation processes of BHCs and diversified broker-dealers (DBDs).
The third category of private credit-risk repositories includes mortgage
insurers, monoline insurers, diversified insurance companies, and credit
hedge funds which provide tail-risk insurance (risk of asset or portfolio
moving more than three standard deviations from the mean from its cur-
rent price) for structure credit products.'®

Shadow banking intermediation may take place utilizing all or some
of the steps stated above, which is typical of the process that clearly is
more complex than traditional and more “shadowy” of the intermedia-
tion process. It is anticipated that shadow banking will continue to grow
as corporate lending migrates from traditional banking to the non-bank
sector. Nevertheless, the IMF warns that shadow banking in the USA will
pose greater risks to domestic financial stability than comparable banking
in the euro area and the UK.'¢
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2.2 SYSTEMIC RISKS OF SHADOW BANKING

Systemic risk, in this context, is a risk that in the event of distress potentially
has the effect of causing serious financial consequences to other parts of
the financial system. Other definitions include the following;:

e Risk that originates within, or spreads through, the financial sector
(e.g., owing to insufficient solvency or liquidity buffers in financial
institutions), with the potential for severe adverse effects on financial
intermediation and real output.!”

e The potential that an event, action, or series of events or actions will
have a widespread adverse effect on the financial system and, in con-
sequence, on the economy.!®

A central purpose of the Dodd-Frank Act is to prevent systemic risk to
the entire financial system by entities that are “too big to fail.” The desig-
nation was clearly aimed at the several banks which controlled a vast per-
centage of deposits, any of which could bring about the financial collapse
of the global financial system without governmental intervention. The
question arises whether and to what extent shadow banking poses systemic
risks to the financial community both within the USA and abroad? One of
the alleged problems generated by the collapse of Lehman Brothers was
the tightening of credit standards and the tendency of banks to become
much more risk averse. Risks were simply transformed from traditional
banks to shadow banks, which found it profitable to assume the risks that
traditional banks were no longer able or felt it desirable to pursue.

Regulators had paid little attention to shadow banks and, as a result,
payday loans (generally, unsecured loans to individuals in advance of
receipt of funds from employment repayable with interest), crowdfunding
(financing of new projects by numerous individuals, usually accomplished
through proposals from the Internet), securitized products, money mar-
ket funds, and repurchase agreements became the province of shadow
banking. Firms such as Blackstone, Cerberus Capital Management, and
Avenue Capital stepped in to provide the capital for smaller companies.'®

The alleged problem with shadow banking is that, while some com-
mentators such as Bill Winters, formerly of JP Morgan Chase and head of
Renshaw Bay, a shadow banking company, believe that the rise of shadow
banking is healthy for the economy, other commentators, for instance
Professor Steven Schwarcz of Duke University, bemoaned the fact that
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Dodd-Frank focused on traditional banks and essentially ignored shadow
banking. Schwarcz recommends the removal of protection of the limited
liability of managers of shadow banking firms, which creates moral hazard.
According to this view, managers who do not have “skin in the game” are
more likely to take risks that expose their firms to market failure. Most
shadow banking firms are owned and operated by investor-managers
who may profit extraordinarily from high-risk exposure but have little to
lose because of limited liability exemptions.?® Similarly, Professor Richard
Carnell of Fordham University believes that any confidence in shadow
banking is misplaced.?!

Federal Reserve Bank Governor Daniel K. Tarullo, in testimony before
the Senate Committee on Banking, Housing, and Urban Affairs, noted
that although much attention was devoted to strengthening the regulation
of banks after the crisis of 2007-2009, a major element of the financial crisis
was the precipitous unwinding of large sums of short-term wholesale fund-
ing to financial firms outside the traditional banking sector. The risks con-
cern not just a few small non-bank financial firms but also systemic classes
of such firms and vulnerabilities intrinsic to short-term funding markets.??

2.2.1  Recommendations to Lessen Systemic Risk

The FSB suggested that systemic risk can arise from the interconnected-
ness between the banking sector and the shadow banking entities, both
directly and indirectly. Shadow banking entities may be directly owned
by banks or benefit directly or indirectly from them as part of the bank’s
intermediation chain. There may be funding interdependence, for exam-
ple, through the holding of assets, such as debt securities of each other’s
assets. There may be indirect interdependence and risk exposure as a result
of investments in similar assets or exposure to common counterparties.?
Among the FSB recommendations to lessen risks of the shadow banking
sector are the following:

e Establish a system-wide monitoring framework—assess global trends
and risks;

e Strengthen the oversight and regulation of shadow banking as
follows:

— Mitigate risks in banks’ interactions with shadow banking enti-
ties—reduce risks from shadow banking to core banking system;
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e The Basel Committee on Banking Supervision has made a series of
policy recommendations to strengthen the reliance of banks by pro-
viding guidance for prudential regulatory purposes to limit regula-
tory arbitrage opportunities;** proposed a supervisory framework for
measuring and controlling large exposures; and introduced a more
internationally consistent and risk-sensitive capital treatment for
banks’ investment in equity of funds.

— Reduce susceptibility of MMFs to “runs”;

e JIOSCO developed recommendations of common standards to the
regulation and management of MMFs among the global jurisdic-
tions.?® They include requirements such as that the funds be con-
verted into floating net asset value (NAV) where feasible.

— Improve transparency and align incentives in securitization;

* ESB is in accord with IOSCO’s recommendations that reforms be
implemented, especially those relating to retention requirements and
measures that enhance transparency and standardization of securiti-
zation products.

— Dampen procyclicality and other financial stability risks in securi-
ties financing transactions;

e Reduce risks associated with shadow banking’s heavy dependence
on short-term wholesale funding that entails risks from maturity and
liquidity transformation; and

— Assess and mitigate systemic risks posed by other shadow banking
entities and activities as follows:

e Assessment based on economic functions or activities;
e Adoption of policy tools; and
e Information-sharing process.?

Federal Reserve Governor Daniel K. Tarullo suggested to the Senate
Committee mentioned above the following recommendations of needed
reforms:
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e The need to increase the transparency of shadow banking markets to
enable regulators to monitor signs of excessive leverage and unstable
maturity transformation outside regulated banks, especially transac-
tions organized around an exchange of cash and securities, where
gaps still exist;

e The need to reduce further the risk of runs on MMMFs;

® The need to be sure that initiatives to enhance the resilience of the
tri-party repo market are successfully completed.?”

Scholars at the IMF suggested that there were three pressing needs for
regulating risks of shadow banking;:

e Develop a comprehensive regulatory approach to dealer banks.
The authors noted that the dealer banks’ business model is inher-
ently fragile because it combines high leverage, procyclical busi-
nesses, and unstable, uninsured wholesale funding. While all
14 major banks are systemically important financial institutions
(SIFIs), nevertheless they had access to central bank liquidity
facilities because of their relationship with commercial banks,
even though the depository portion of the banks was as low as
5 %. While offering stability, moral hazard is created because deal-
ers can shift risky assets to the bank’s subsidiary. Dealer banks
have greater incentives to increase risks than commercial banks
because of their lesser regulatory and supervision. The authors
suggest a comprehensive framework for regulating broker-dealers
comparable to that of banks;

e Progress on MMFs. MMFs are systemic and fragile, as evidenced
by the latest financial crisis, which demonstrated that in times of
stress asset values drop, thereby requiring governmental interven-
tion. Among possible courses of action to lessen systemic risk are
the introduction of capital requirements; requiring a floating NAV
(already accomplished in the USA); and using two-class claims on
assets, one redeemable at par and the other contingent on the NAV;

e Progress on the tri-party repo market. Heavy reliance on the two
private clearing banks (Bank of New York and JP Morgan) creates
systemic risks which are not solved by limited the duration of intra-
day exposures and improving collateral management. The authors
suggested that more study is needed.?
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In addition, the IMF authors noted that a major reason for the rise of
shadow banking was due to the demand for safe, short-term liquid assets
larger than those provided by short-term government debt. The mismatch
created incentives to generate private safe securities which could become
unstable and pose systemic risk. Other scholars suggested that the mis-
match be addressed by having the government periodically expand the
money supply of safe, short-term liquid instruments to lessen the reliance
on the shadow banking system. The authors, however, believed that while
governmental intervention does address systemic risk, there may neverthe-
less be problems with and limitations to such action because of the need
for government to depart from widely accepted minimal cost rules in debt
management. In doing so, it may create moral hazard by reason of the pri-
vate sector’s expectations that government will accommodate its demand
for specific types of assets and demand-side policies, and may implicitly
subsidize banks’ investments in market-based debt instruments.?

Thomas M. Hoenig, the Vice-Chairman of the FDIC, in a paper writ-
ten together with Charles S. Morris, Vice President and Chief Economist
of the Federal Reserve Bank of Kansas City, noted that shadow bank-
ing activities are engaged in by both commercial and investment banks,
thereby blurring the formerly sharp distinction between both forms of
banking. Through financial holding companies, banks have engaged in
trading and ABS underwriting; that is, securities backed by loans, leases,
auto loans, receivables, credit card debt but not mortgages. The added
activities have exposed banks to market risk from trading and from having
to roll over uninsured wholesale money market fund (MMF) risks.

It is hypothesized that large investment banks, by changing their busi-
ness model from partnerships to corporate entities, have also expanded
risk by adding leverage and by direct investments and loans that are now
on their balance sheets. The largest financial companies, through shadow
banking activities, are lending long term using short-term funds, thereby
exposing them to the same type of risk that traditional banking possesses
but without government backstops. According to the authors, bank sub-
sidiaries are now exposed to MMF runs because banks provide credit lines
for the ABCP backed by other financial assets that fund ABS through their
subsidiaries such as off-balance-sheet conduits and SIVs; that is, a pool
of investments earning a credit spread of moneys by taking on the risk
between long-term structured products and short-term liabilities.*

The combination of traditional banking and non-bank activities have
made bank governance less manageable because of their complexity, which
necessitates understanding all the business lines and their interactions; the
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allocation and pricing of capital across the activities; reduction of transpar-
ency which reduces market discipline; supervision of a bank’s operations
and risk-management policies, including monitoring its financial condi-
tion, lending, operations, and overseeing high-frequency transactions such
the thousands of daily trades necessitating continuous supervision; diffi-
culty in pricing deposit insurance; and resolution of large, complex banks
that becomes more difficult, thereby requiring more complex regulations.

The authors noted that there are six major activities of commercial,
investment, and shadow banks, namely: (1) deposit taking and lending
to individuals and businesses by commercial banks; (2) underwriting
securities (stocks and bonds) and providing advisory services by invest-
ment banks; (3) asset and wealth management services for individuals and
businesses; (4) dealing and market making in securities, repos, and over-
the-counter derivatives; (5) brokerage services for retail, professional, and
institutional investors as well as hedge funds; and (6) proprietary trading
for the firms” own account and by owning hedge and private equity funds.

The authors then postulated that the first three categories are core
banking services which have little in common with the remaining three
categories and are difficult to assess, monitor, and control. Thus, they
propose restricting the activities of banking organizations to their primary
core services because: (1) they lack the ability to do trading; (2) securities
inventory used to facilitate trading is difficult to distinguish from propri-
etary assets; and (3) hedge fund services often finance their services with
so-called “free balances,” which are highly instable. Additional restrictions
that should be in place include limits on bank investments to loans and
investment in investment-grade securities because of the complexity of
other financial instruments and off balance sheets that ultimately put a
bank’s capital at risk.3!

Moreover, the authors stated that merely reforming commercial and
investment bank activities would increase the shift to shadow bank-
ing and its attendant risks. Therefore, shadow banking should also be
reformed by MMMFs having floating net asset values rather than the
fixed $1 NAV which the FED later adopted. The second recommended
reform concerned the potential disruptions from repo financing of
shadow banks. They suggested that the bankruptcy laws for repurchase
agreement collateral revert to the pre-2005 rules which did not exempt
mortgage-related assets for the law’s automatic stay when a repo bor-
rower defaulted on the repurchase agreement, except with respect to
US government and agency securities, bank certificates of deposits, and
bankers’ acceptances.
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The 2005 amendments to the Bankruptcy Code expanded the defini-
tion of repos to include mortgage loans, mortgage-related securities, and
interest from them. As a result, repos, collateralized by mortgage-backed
securities (MBSs);?? collateralized mortgage obligations (CMOs);** com-
mercial mortgage-backed securities ((CMBS)—mortgage-backed secu-
rity based on commercial rather than residential mortgages); and CDOs
backed by mortgage-related assets were exempt from the automatic stay
that would have made them subject to the further orders of the bankruptcy
court. The net result was the sharp increase in price volatility of subprime
MBS when subprime defaults began reducing MBS income flows.3*

Scholars at the American Enterprise Institute (AEI) dispute whether
the Federal Reserve or the Council has the authority to regulate shadow
banks. According to Peter J. Wallison of the AEI and former counsel to
President Ronald Reagan, the Dodd-Frank Act does not give either entity
explicit power to regulate shadow banking. Congress was concerned with
large financial institutions that could pose prudential risk to the financial
system and not with control of transactions with each other. They are car-
rying out the recommendations of the FSB particularly as they relate to
MMMFs, which are the major source of short-term funding in the capital
markets. The Council designated the same three US insurance firms (AIG,
Prudential, and MetLife) that the FSB labeled as SIFIs. The FSB source
of authority is contrary to statutory authority. Moreover, Title I of Dodd-
Frank limits the Council’s authority to firms if it determines that their
material distress or activities could cause instability to the US financial
system, but Title VIII of Dodd-Frank gives the Council authority to des-
ignate firms as systematically important. Such power may introduce moral
hazards into the relationship between clearing houses and firms using their
services. Title VIII does not set forth standards to be applied in making
this designation.®

Scholars at the IMF warn that parts of the shadow banking system are
fragile and can pose systemic risks, and presently commonly lack appropri-
ate supervisions and regulation and procedures for safety net access and
resolution. Among the pressing needs are the development of a compre-
hensive regulatory approach to dealer banks which combine high leverage,
procyclical businesses, and unstable, uninsured wholesale funding. It urges
progress on MMFs which remains systemic and fragile by offering on par
guarantees that cannot be accomplished without government support in
times of stress when asset values drop as well as progress on the tri-party
market, particularly the heavy reliance by US major banks which creates
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systemic risk. It was noted that the complexity of shadow banking makes
it more difficult to resolve problems in times of stress, as, for example, in
contracts between multiple agents and restructuring household mortgages.
Other problems include the mismatch between the supply and demand for
safe assets, which then drives incentives to create private safe securities which
can become unstable and pose systemic risk.*® Thus, the IMF warned that
the size of shadow banking poses potential financial stability risks especially
as additional lending and expansive areas of growth occur.?”

2.2.2  Backstops for Shadow Banking

Although shadow banking is defined as financial intermediation without
backstops, the issue arises whether the definition is an accurate reflection
of the true state of the alternative to traditional banking. It appears that
irrespective of the Dodd-Frank Act, whose provisions state that no funds
are to be awarded to non-banking facilities, nevertheless, because of the
interconnectedness of traditional banking and shadow banking, govern-
mental intervention and intermediation may be unavoidable. As noted by
scholars at the NYFED, particularly after the demise of Lehman Brothers,
the FED had to utilize its emergency lending facilities as a backstop to
each of the functional steps in the shadow banking credit intermediation
facilities. Thus, the FED’s Commercial Paper Funding Facility (CPFF)
was sourced as a backstop for the issuance of CP and ABCP to provide
liquidity for business firms in the short-term funding markets.38

Other FED facilities tapped included the Term Asset-Backed Securities
Loan Facility (TALF) for ABS issuance, which is a funding facility to assist
market participants to meet the credit needs of households and small busi-
nesses by supporting the issuance of ABS collateralized by loans of various
types to consumers and businesses of all sizes. Under TALF, the FRBNY
lent up to $200 billion on a non-recourse basis to holders of certain AAA-
rated ABS, backed by newly originated consumer and small business loans.
The amount loaned was the market value of the ABS less a haircut,® and
secured by the ABS. The US Treasury Department, under the Troubled
Assets Relief Program (TARP) of the Emergency Economic Stabilization
Act of 2008 also provided $20 billion of credit protection to the FRBNY
in connection with the TALF.*

Additional facilities of the FRBNY used during the financial crisis were:
Maiden Lane LLC, which used money loaned by it to facilitate the merger
of JP Morgan Chase & Co. and Bear Stearns Companies Inc. by purchasing
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approximately $30 billion in assets from the mortgage desk at Bear Stearns;
Maiden Lane II LLC by which ML II LLC was created to alleviate capital
and liquidity pressures on American International Group Inc. (AIG) stem-
ming from its securities lending program by purchasing $20.5 billion in
residential mortgage-backed securities (RMBS) from several of AIG’s US
insurance subsidiaries; Maiden Lane III LLC was created to alleviate capital
and liquidity pressures on AIG stemming from credit default swap (CDS)
contracts written by AIG Financial Products Corp. (AIGFP); and Maiden
Lane III LLC was created to alleviate capital and liquidity pressures on AIG
stemming from CDS contracts written by AIGFP by purchasing $29.3 bil-
lion in multi-sector CDOs from certain AIGFP counterparties, enabling
it to terminate the associated CDS. ML III LLC was CDOs from certain
AIGFP counterparties, enabling AIGFP to terminate the associated CDS.*!

There were additional facilities, mainly at the FRBNY, that sprang
from the 2007-2009 crisis. The Primary Dealer Credit Facility (PDCF)
was created in March 2008 to aid the functioning of financial markets
as an overnight loan facility that provided funding to primary dealers in
exchange for a specified range of eligible collateral.*> The Money Market
Investor Funding Facility (MMIFF) was instituted to provide liquidity to
US money market investors. Under the MMIFEF, the FRBNY provided
senior secured funding to a series of special purpose vehicles to facilitate
an industry-supported private-sector initiative to finance the purchase of
cligible assets from eligible investors.*?

The Asset-Backed Commercial Paper Money Market Mutual Fund
Liquidity Facility (AMLF), administered by the Federal Reserve Bank of
Boston, was instituted in response to the significant withdrawal of funds
by investors from MMMFs during the financial crisis. It assisted MMMFs
that held asset-backed CP to meet withdrawal demands by investors and
to foster liquidity in the ABCP market. It was decided that, without the
introduction of the Liquidity Facility, there would have been forced sales
of ABCP which would have depressed the price of the ABCP and other
short-term instruments, thereby leading to greater investor withdrawals
and losses to MMMFs generally. Under the program, the FED provided
non-recourse loans to US depository institutions, BHCs, broker-dealer
subsidiaries of the BHCs, and related firms that were used to purchase
eligible ABCP from MMMFs. Borrowers under the AMLE, therefore,
served as conduits in providing liquidity to MMMFs, and the MMMFs
were the primary beneficiaries of the AMLE.**
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The FDIC’s Temporary Liquidity Guarantee Program (TLGP) was
also instituted in response to the financial crisis, seeking to alleviate market
fears and to encourage lending. It did so by through two main compo-
nents, namely: (1) the Transaction Account Guarantee Program (TAGP),
an FDIC guarantee in full of non-interest-bearing transaction accounts;
and (2) the Debt Guarantee Program (DGP), an FDIC guarantee of cer-
tain newly issued senior unsecured debt. The TAGP guaranteed in full
all domestic non-interest-bearing transaction deposits, low-interest nego-
tiable order of withdrawal accounts, and interest on lawyers trust accounts
(IOLTASs) held at participating banks and thrifts through December 31,
2009. This brought stability and confidence to banks and their business
customers by removing the risk of loss from deposit accounts commonly
used to meet payroll and other business transaction purposes. The tempo-
rary coverage allowed institutions to retain these accounts and maintain
the ability to make loans within their communities. It did so by guarantee-
ing through maturity the senior unsecured debt issued by a participating
entity.*> All of the above programs accomplished successively in whole or
in large part their intentions, and have been terminated at an overall profit
to the FED.

2.3 INTERNATIONAL REGULATION: IOSCO

2.3.1 Nature of Risk and Regulation

10SCO explored the nature of risk by stating the definitions, identification,
and an analytical framework for assessing systemic risks.*® It defined “sys-
temic risk” as follows: “Risks, including potential emerging and systemic
risks, in financial markets entities, infrastructures, products and activities,
which may impact the ability of the securities regulator to meet its regu-
latory objectives as set out in relevant rules and regulations, regulatory
objectives.” It noted that the definition differed slightly from that of other
governmental and non-governmental organizations in that its definition
is not limited to sudden catastrophic events but may take the form of a
more gradual erosion of market trust. The IME/BIS/FSB (International
Monetary Fund/Bank for International Settlements/Financial Stability
Board) defined systemic risk as “the risk of disruption to financial services
that is (i) caused by an impairment of all or parts of the financial system
and (ii) has the potential to have serious negative consequences for the
real economy.”?’



64 ROYJ. GIRASA

The complexities and factors identified by IOSCO that may contribute
to the convergence of new risks are contractual complexity, proliferation,
and exploitation of accounting “opportunities” affecting governance and
bonus. Incentives, behavioral overconfidence, and governance inadequa-
cies that lead to excessive risking; which, in turn, may lead to asset price
bubbles, then to other macro/micro-distortions, followed by asset price
collapse, the destruction of capital liquidity, and finally financial crisis.*

To determine whether risks are systemic, IOSCO first divided indica-
tors of risk into macro- and micro-level indicators.

2.3.2  Macvo-Level Indicators of Systemic Risk

e Financial stress as illustrated by financial stress indexes and deviations
from long-term value of assets;

e Market imbalances as exemplified by market significantly above long-
term average, strong inflows into an asset class, and levels of leverage
at historical highs;

Macro-economic data as shown by interest rate fluctuation; negative real
interest rates connected to size of country liquidity abundant, risk-pric-
ing will be blurred, credit-bubble indicator; price/earnings indicator of
global markets; inflation; economic growth rates; flows of funds; changes
to the money supply and credit growth; interbank lending; and asset pur-
chase programs by central banks;

e Fiscal debt sustainability as demonstrated by sovereign debt; overall
indebtedness of market participants, issuers or individuals in aggregate;

e Asset prices and spreads as illustrated by asset prices and spreads
(credit, equity, and commodity markets; and

e Other indicators such as international capital flow and geopolitical
environment.*

2.3.3  Micvo-Level Indicators of Systemic Risk

e Size: relative size of the market impacted by the risk in terms of mon-
etary value or transaction value; assets and flow indicators;

e Liquidity: liquidity in market indicators and dependence on specific
liquidity on global /market liquidity indicators; credit market,/bond
market stability indicator; securitization and collateral indicators, for
example, level on collateralization;
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e Crossjurisdictional: claims and liabilities across other jurisdictional entities;

e Transparency: correlation between markets, products, and institutions
correlator; counterparty concentration, exposure, and collateraliza-
tion indicators; intra-financial system assets and liabilities indicators

e Substitutability and institution structure: scale of exposure to indi-
vidual assets, markets, and institutions indicators; risk-neutral proba-
bility of default for each institution indicator; qualitative assessments
of availability of alternatives/substitutes;

e Market integrity and efficiency: market manipulation indicator; bro-
ker/client indicators; insider trading indicator;

e Concentration: scale of exposure to individual assets, markets, and
institutions indicators; risk-neutral probability of default for each
institution indicator;

e Behavior: herding/flow of funds especially among the top five big-
gest products invested into or top five most aggressive firms and
their most beneficial activities;

e Incentive structure: margining schedule /haircuts; trends of remu-
neration practices;

e Leverage: leverage and spread of moneys indicator;

e Regulation: proportion of unregulated transactions indicator; dark
trading, non-listed exchange traded funds; existence and nature of
under-regulated areas of markets; and

e Complexity: complexity indicator; portfolio penetration indicator;
qualitative assessment of investor/market participant understanding
of products in markets.®

IOSCO identified the factors to assess whether the risk identified is
systemic. Many of the factors are identified as indicators above, with the
first three stated being necessary for there to be systemic risk, while those
remaining may exacerbate any of the first three. They are, in summary:
size; interconnectedness; lack of substitutes/concentration; leverage;
typology and structure of assets and liabilities; contagion; liquidity; trans-
parency (or opacity); behavior; quality (level, gaps); and complexity.>!

2.4 CONCLUSION

Shadow banking is designed to provide services comparable to those of tradi-
tional banking as well as engagement in a multitude of other functions, without
extensive regulation by governmental entities such as the FED. Nevertheless,
it is highly questionable, irrespective of Dodd-Frank prohibitions against the
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rescue of systemically important financial institutions by taxpayers, whether
the government has any realistic alternative to provide monetary funding
should a financial crisis occur that would seriously endanger the well-being of
these institutions. It appears that the compromise alternative is to make cer-
tain that these institutions have systems in place that would negate the need
for such funding should distress occur. Thus, regulatory arbitrage, which is a
hallmark of shadow banking, is substantially limited by governmental intru-
sion into shadow banking, particularly by systemic-type institutions that meet
the $50 billion threshold. The remaining chapters will contain a review of
governmental intrusion that has and continues to occur in shadow banking.
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ArPENDIX 1: IOSCO PRINCIPLES OF SECURITIES
REGULATION®?

The 30 principles of securities regulation are based upon three objectives

of

securities regulation. These are:
e The protection of investors;
e Ensuring that markets are fair, efficient and transparent;

e The reduction of systemic risk.

The 30 principles need to be practically implemented under the rel-

evant legal framework to achieve the objectives of regulation described
above. The principles are grouped into Nine categories.
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Principles Relating to the Requlator

The responsibilities of the Regulator should be clear and objectively
stated.

The Regulator should be operationally independent and accountable
in the exercise of its functions and powers.

. The Regulator should have adequate powers, proper resources, and the

capacity to perform its functions and exercise its powers.
The Regulator should adopt clear and consistent regulatory processes.

. The staft of the Regulator should observe the highest professional stan-

dards, including appropriate standards of confidentiality.

The Regulator should have or contribute to a process to monitor, miti-
gate, and manage systemic risk, appropriate to its mandate.

The Regulator should have or contribute to a process to review the
perimeter of regulation regularly.

. The Regulator should seek to ensure that conflicts of interest and mis-

alignment of incentives are avoided, eliminated, disclosed, or otherwise
managed.

. Principles for Self-Regulation

. Where the regulatory system makes use of Self-Regulatory Organizations

(SROs) that exercise some direct oversight responsibility for their
respective areas of competence, such SROs should be subject to the
oversight of the Regulator and should observe standards of fairness and
confidentiality when exercising powers and delegated responsibilities.

Principles for the Enforcement of Securities Regulation

The Regulator should have comprehensive inspection, investigation,
and surveillance powers.

The Regulator should have comprehensive enforcement powers.

The regulatory system should ensure an effective and credible use of
inspection, investigation, surveillance, and enforcement powers, and
implementation of an effective compliance program.

Principles for Cooperation in Regulation

. The Regulator should have authority to share both public and non-

public information with domestic and foreign counterparts.
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Regulators should establish information-sharing mechanisms that set
out when and how they will share both public and non-public infor-
mation with their domestic and foreign counterparts.

The regulatory system should allow for assistance to be provided to
foreign Regulators who need to make inquiries in the discharge of
their functions and exercise of their powers.

E. Principles for Issuers

16.

17.

18.

There should be full, accurate, and timely disclosure of financial results,
risk, and other information which is material to investors’ decisions.
Holders of securities in a company should be treated in a fair and
equitable manner.

Accounting standards used by issuers to prepare financial statements
should be of a high and internationally acceptable quality.

E. Principles for Auditors, Credit Ratings Agencies, and other information

19.
20.
21.

22.

23.

service providers

Auditors should be subject to adequate levels of oversight.

Auditors should be independent of the issuing entity that they audit.
Audit standards should be of a high and internationally acceptable
quality.

Credit rating agencies should be subject to adequate levels of over-
sight. The regulatory system should ensure that credit rating agencies
whose ratings are used for regulatory purposes are subject to registra-
tion and ongoing supervision.

Other entities that offer investors analytical or evaluative services
should be subject to oversight and regulation appropriate to the
impact their activities have on the market or the degree to which the
regulatory system relies on them.

G. Principles for Collective Investment Schemes

24.

25.

The regulatory system should set standards for the eligibility, gover-
nance, organization, and operational conduct of those who wish to
market or operate a collective investment scheme.

The regulatory system should provide for rules governing the legal
form and structure of collective investment schemes and the segrega-
tion and protection of client assets.
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Regulation should require disclosure, as set forth under the principles
for issuers, which is necessary to evaluate the suitability of a collective
investment scheme for a particular investor and the value of the inves-
tor’s interest in the scheme.

Regulation should ensure that there is a proper and disclosed basis for
asset valuation and the pricing and the redemption of units in a col-
lective investment scheme.

Regulation should ensure that hedge funds and/or hedge funds’
managers/advisers are subject to appropriate oversight.

Principles for Market Intermediaries

Regulation should provide for minimum entry standards for market
intermediaries.

There should be initial and ongoing capital and other prudential
requirements for market intermediaries that reflect the risks that the
intermediaries undertake.

Market intermediaries should be required to establish an internal
function that delivers compliance with standards for internal organi-
zation and operational conduct, with the aim of protecting the inter-
ests of clients and their assets and ensuring proper management of
risk, through which management of the intermediary accepts primary
responsibility for these matters.

There should be procedures for dealing with the failure of a market
intermediary in order to minimize damage and loss to investors and
to contain systemic risk.

1. Principles for Secondary Markets

33.

34.

35.
36.

The establishment of trading systems including securities exchanges
should be subject to regulatory authorization and oversight.

There should be ongoing regulatory supervision of exchanges and
trading systems, which should aim to ensure that the integrity of trad-
ing is maintained through fair and equitable rules that strike an appro-
priate balance between the demands of different market participants.
Regulation should promote transparency of trading.

Regulation should be designed to detect and deter manipulation and
other unfair trading practices.
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37. Regulation should aim to ensure the proper management of large
exposures, default risk, and market disruption.

38. Securities settlement systems and central counterparties should be
subject to regulatory and supervisory requirements that are designed
to ensure that they are fair, effective, and efficient, and that they
reduce systemic risk.

NOTES

52. International Organization of Securities Commissions, Objectives and
Principles of Securities Regulation (June, 2010).
53. I0SCO, supra, note 25.

ArPENDIX 2: IOSCO RECOMMENDATIONS CONCERNING
Risk MANAGEMENT??

Structure

1. Integration into Existing Risk-Management Framework

The identification, monitoring, mitigation, and appropriate man-
agement of systemic risk emerging from securities markets or affecting
securities markets and the review of the regulatory perimeter should
be integrated into securities regulators’ risk-management frameworks
through formalization of processes and arrangements including support
by formal committee structures.

2. Clear Responsibilities in rvelation to Systemic Risk

Securities regulators should have a clear understanding of their respon-
sibilities in:

¢ Identifying, monitoring, mitigating, and appropriately managing
systemic risks related to securities markets; and
e Contributing to processes in relation to other financial markets.

This understanding should be based on a clear definition of systemic risk.
It should also entail an understanding of securities regulators’ responsibili-
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ties in relation to macro-prudential risks which may require consideration
of'and contributing to the identification and management of those risks.

3. Clear Responsibilities in Relation to Reviewing the Regulatory Perimeter

The responsibilities of the securities regulator in jurisdictional arrange-
ments to review the regulatory perimeter should be clear. These arrange-
ments should allow for identification of risks posed by unregulated
products, markets, market participants, and activities.

Arrangements should consider the potential for regulatory arbitrage,
which might emerge outside the securities regulators’ mandate but may
affect the discharge of its statutory functions (even where the securities
regulator does not have the explicit power to intervene). In such instances,
securities regulators should be able to raise awareness of issues or to pass
them on to other relevant authorities within its jurisdiction to act. This
action may include seeking to introduce requirements under its rule-
making powers or seeking changes in legislation.

Systems/Processes

1. General Avrangements

Arrangements to identify, monitor, mitigate, and manage systemic risk
and review the perimeter of regulation should:

(1) Entail a holistic and systematic analysis of entities, products, markets,
market infrastructures, and activities across securities markets that
could be the source of systemic risk or that could raise concerns
about the regulatory perimeter. The analysis should use a combina-
tion of quantitative and qualitative tools;

(ii) Involve the systematic and robust analysis of accessible, reliable, and
good-quality data (including micro- and macro-economic data and
market intelligence) either collected by the securities regulator or
sourced from other agencies or parties (including prudential
SUpervisors);

(iii) Include mechanisms to assist in understanding the evolving func-
tioning of securities markets;

(iv) Involve engagement with market participants to better understand
emerging risks, systemic and otherwise. This engagement may take
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the form of surveys, formal consultations, informal round tables,
individual meetings, and other forms;

Include documentation about the work performed in assessing
potential systemic risks at each stage of the assessment process, and
documentation about the status of steps taken to mitigate identified
risks;

Allow for periodic reassessment of procedures and outcomes; and
Provide for policy and/or regulatory actions, where appropriate in
the context of the regulatory mandate, based on the assessments
conducted.

2. Systemic Risk Arrangements

These arrangements should, in addition to the general arrangements
set out above:

(i)

(i)

(iif)

Provide a broad understanding of the financial markets environment
in which securities regulators operate and on which assessments of
systemic risk can be made. The understanding should have a global
focus. It should also take into account the interconnections between
different products, markets, market infrastructures, and activities
across securities markets;

Complement reviews undertaken by prudential regulators, where
appropriate, by incorporating analysis of the operation of securities mar-
kets and the interplay between various markets and participants; and
Include the development and use of indicators to calibrate systemic
risk emerging from (or affecting) securities markets. The indicators
should contain specific qualitative and quantitative criteria.

3. Regulatory Perimeter Avrangements

These arrangements should, in addition to the general arrangements
set out above:

(i)

Involve securities regulators systematically identifying, prioritizing,
and determining the scale and scope of emerging risks from different
entities, activities, markets, and products in financial markets that
could serve as the basis for deciding whether and what type of regula-
tory action or intervention is warranted;
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(if)

(iif)

Build on existing risk identification frameworks by requiring securi-
ties regulators to proactively go beyond existing regulatory boundar-
ies to identify potential risks; and

Recognize that different approaches may be required to discern and
assess different types of risks; just as having a single perspective may
not prove effective, having only one risk approach similarly may not
suffice. For example, a different approach may be warranted for
known risks that are being re-evaluated, as opposed to emerging risks
being considered for the first time, particularly if they are emerging
outside the regulatory perimeter.

Cooperation and Coordination

o Intra-Jurisdictional Cooperation. Systemic risk is a relevant concern

to all financial regulators in a given jurisdiction. A strong information
sharing framework should be in place between relevant regulators
and supervisors. This information-sharing framework should cover
the identification, monitoring, mitigating, and appropriate manage-
ment of systemic risks. The framework should be supported by for-
mal co-operation or institutional arrangements. Regulators should
ensure they understand the specific mandate, role, and powers of
other regulators in their jurisdiction to facilitate the effectiveness of
the framework.

Cross Border Cooperation and Coordination. Securities regulators
should communicate information and data about identified systemic
risk(s) with regulators in other jurisdictions, under established pro-
cedures or arrangements and /or supported by bilateral and /or mul-
tilateral agreements. IOSCO should consider developing multilateral
arrangements on how such information and data could be shared.
10SCO should also explore how the identification, mitigation, mon-
itoring, and appropriate management of systemic risk and reviews of
the regulatory perimeter could be coordinated among its members.

Culture and Resourcing

Culture. Securities regulators should seek to build an organiza-
tional culture that supports and serves as a foundation to processes
in relation to systemic risk and reviewing of the regulatory perim-
eter. Securities regulators should seek to ensure awareness of their
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systemic risk and regulatory perimeter review arrangements and
commitment to the effective and meaningful operation of such
arrangements (including promotion of professional skepticism) as key
elements of their organizational culture.

Resourcing. To support the effectiveness of the risk arrangements out-
lined in these recommendations, the securities regulator should have
appropriately skilled and adequate human and technical resources.



CHAPTER 3

Governance of Shadow (Non-Bank)
Financial Institutions

The financial crisis that commenced in 2007, particularly in the banking
sector, caused the US Congress to commence inquiries concerning the
causes as well as the possible remedies, to lessen its impact upon the national
economy and its inevitable impact upon the global economy. The crisis was
brought about when banks and other home finance lenders granted mort-
gage loans to unqualified borrowers, which often totaled the entire cost of
the home to be purchased and also the substantial closing costs. The secu-
rity was the home, the price of which kept escalating significantly.

The mortgage note executed by the borrowers was payable at an adjust-
able rate of interest that often began at a so-called “teaser” rate, which was
a deliberately priced lower rate to attract customers. The borrowers were
often unqualified, barely able to pay the loan even if no additional expenses
were added to their living expenses; but provided the rate remained con-
stant and the borrowers kept their employment status, the new home-
owners were able to make monthly payments. In theory, in the event the
borrowers could no longer afford the home, they could simply resell it,
often at a higher price from the one they had originally paid. Mortgage
lenders were induced to grant such loans because they were able to charge
exorbitant sums as closing costs, which included points (a “point” is 1 % of
the mortgage sum) and other fees at the time of closing of title.

There was little or no risk to the lenders because they immediately pack-
aged the loans into packages of loans called “tranches.” Tranches of vary-
ing quality were then sold to unwitting buyers worldwide, including major
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banks, who received relatively high rates of interest on money paid for the
loans, believing they were among the safest secured investments. When the
adjustable rates of interest rose, however, many borrowers could no longer
pay their loans. When the borrowers defaulted, a downward financial death
spiral commenced, leading to a total of 3.1 million mortgage foreclosure
filings and 861,664 home foreclosures in 2008 alone.! The consequences
of the loss of homes led to the collapse of banks engaged in mortgage
financing, losses of jobs, whereby unemployment doubled to over 10 %,
a tightening of credit that severely harmed businesses, and other financial
consequences leading to US and global recession.

There were other causes of the recession that were uncovered, such
as the credit rating agencies’ gross carelessness or negligent rating of
financial products as discussed in Chap. 2, and hedge funds and swap-
related abuses that had to be addressed by legislation. The US Congress,
through its respective finance committees in the Senate and the House of
Representatives, commenced a series of hearings that brought about the
Dodd-Frank Act over the unanimous political opposition of the Republican
Party, even though many of its members contributed significantly to the
almost 1000-page enactment. The focus herein is on its application to
non-bank financial institutions.

3.1 TaE Dobpp-Frank AcT AND ITS APPLICATION

The Dodd-Frank Act is composed of 16 titles, most of which initially were
to be separate enactments but for political expediency came under the
umbrella of one Act, legally entitled:

An Act to promote the financial stability of the United States by improving
accountability and transparency in the financial system, to end “too big
to fail,” to protect the American taxpayer by ending bailouts, to protect
consumers from abusive financial services practices, and for other purposes.

Its short title, according to the legislation, is the Dodd-Frank Wall Street
Reform and Consumer Protection Act; it is better known as the Dodd-
Frank Act, named after its US Senate and House of Representatives
sponsors, Senator Christopher Dodd of Connecticut and Representative
Barney Frank of Massachusetts, both of whom have now retired from
their elected offices. The title divisions encompass a vast array of finan-
cial services and governmental supervision, including regulation of hedge
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funds, insurance, swap markets, securities investors’ protection, consumer
financial protection, and mortgage reform.

The discussion that follows is applicable to shadow banks, known as
“non-bank financial companies,” and derives from Title I, “Financial
Stability,” which is at the core of the Act, inspired by the significant
downturn of the economy that commenced in 2007. An ostensible need
for regulation arose in the sectors of the economy that were previously
unregulated or minimally regulated except for criminal penalties for out-
right fraudulent activity. The financial crisis was due in part by the lack of
regulatory authority or enforcement of existing regulations, particularly
in the securities sector of the economy. As a result, the economy suffered
grievously in a manner that was reminiscent of the Great Depression of the
1930s, and it also affected the global economy.

Lessons learned from the prior major financial crisis brought about
major governmental financial intervention. Through the Troubled Asset
Relief Program (TARP) initiated under the Presidency of George W. Bush
in October 2008, and other governmental intervention in the Obama
administration, the crisis abated. It was natural for Congress to inquire, as
it did during the Great Depression, as to the causes of the financial crisis.
After months of inquiry, both in the House of Representatives under the
leadership of Congressman Barney Frank, who headed the House Financial
Services Committee, and Senator Christopher Dodd, who led the Senate
Committee on Banking, Housing, and Urban Affairs, the Dodd-Frank
Act was enacted over the unanimous opposition of the Republican mem-
bers of the Senate and House of Representatives, even though, as stated
previously, many Republican members had contributed significantly to the
provisions of the Act.

Among the promoters of the legislation was the vice-chairman of the
Federal Reserve, Stanley Fischer, who noted that while there had been
significant progress in financial stability since the last financial crisis
(2007-2009), as evidenced by increasing bank capital and liquidity and
the requirement that most derivative transactions go through organized
exchange, nevertheless problems remained with the shadow banking sys-
tem. He stated that 20 % of the financial system as measured by the size of
assets was held by the banking system but 80 % was in non-banking. While
some of the non-banking institutions were regulated, such as insurance
companies, other firms were unregulated. He noted that the non-banking
sector was a system that interacts with the banking system, which could
cause significant harm if there was failure therein.?
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3.1.1 Title 1. Financial Stability and Application to Shadow
Banks (Non-Bank Financial Companies)

The authority for the regulation of shadow banks (non-banks) is derived
from §113 of the Dodd-Frank Act, “Authority to Require Supervision
and Regulation of Certain Non-bank Financial Companies”.? It states that
US non-bank financial companies and certain foreign non-bank financial
companies designated affirmatively by a two-thirds vote of voting mem-
bers by the Board of Governors of the Federal Reserve System (Board)
should be subject to prudential standards if the newly created Financial
Stability Oversight Council (Council) determines that (1) material distress
at the US non-bank financial company, or (2) based upon the nature,
scope, size, scale, concentration, interconnectedness, or mix thereof of a
non-bank financial company, could pose a threat to the financial stability
of the USA.* In accordance with this authority, the Council issued a Final
Rule and Interpretive Guidance which elaborated upon the statutory pro-
visions and offers guidance to the affected companies.®

The word company is not defined in Title I; however, the Council,
in its Final Rule, gives a broad interpretation “to include any corpora-
tion, limited liability company, partnership, business trust, association, or
similar organization.”® The Dodd-Frank Act defines a “non-bank financial
company” as a:

e Company (other than a bank holding company, a Farm Credit System
institution ... or a national securities exchange (or parent thereof);
¢ Clearing agency (or parent thereof unless the parent is a bank hold-
ing company);

e Security-based swap execution facility, or security-based swap data
repository registered with the Commission; or a

e Board of trade designated as a contract market (or parent thereof);
ora

e Derivatives clearing organization (or parent thereof unless the par-
ent is a bank holding company), swap execution facility, or a swap
data repository register with the Commodity Futures Trading
Commission); that is

— Predominantly engaged in financial activities [emphasis added];
and
— Incorporated or organized under U.S. laws or any state thereof.”
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A significant non-bank financial company is one that is any non-bank
financial company supervised by the Federal Reserve Board (FRB) and any
other non-bank financial company that had $50 billion or more in total
consolidated assets at the end of its most recent fiscal year. A “foreign non-
bank financial company” is one that is incorporated in a country other
than the USA and is predominantly engaged in, including a branch in the
USA, in financial activities.?

Predominantly engaged. A company is predominantly engaged in finan-
cial activities if:

1. The annual gross revenues derived by the company and all of its sub-
sidiaries from activities that are financial in nature ... and, if applicable,
from the ownership or control of one or more insured depository insti-
tutions, represents 85 percent or more of the consolidated annual gross
revenues of the company [emphasis added]; or

2. The consolidated assets of the company and all of its subsidiaries related
to activities that are financial in nature and, if applicable, related to the
ownership or control of one or more insured depository institutions,
represents 85 percent or more of the consolidated assets of the company
[emphasis added].’

The 85 % threshold is a statutory requirement and cannot be modified
by the Board. The regulations define “consolidated annual gross financial
revenues” and “consolidated total financial assets” as that portion of the
of the consolidated annual gross revenues or assets of the company using
applicable accounting standards (US generally accepted accounting prin-
ciples (GAAP), International Financial Reporting Standards (IFRS), or
Council-designated accounting standards) that are derived by the com-
pany or subsidiaries from financial activities in the USA or by virtue of
its ownership, control, or activities of an insured depositary institution.!?
“Financial activities” is extensively defined in the Regulations to include
virtually any and all conceivable activities financial in scope. The major
categories of financial activities with numerous subdivisions within each
category are as follows:

e Lending, exchanging, transferring, investing for others, and safe-
guarding money or securities;
e Insurance activities;
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Issuing or selling instruments representing interests in pools of bank-
permissible assets;

Underwriting, dealing, and market making;

Merchant banking;

Insurance company portfolio investments;

Lending, exchanging, transferring, investing for others, safeguarding
financial assets other than money or securities, and other activities;
Extending credit and servicing loans;

Activities related to extending credit;

Leasing;

Operating non-bank depository institutions;

Trust company functions;

Financial and investment advisory activities;

Agency transactional services for customer investments;
Investment transactions as principal,

Management consulting and counseling activities;

Courier services and printing and selling Magnetic Ink Character
Recognition encoded items;

Owning shares of a securities exchange;

Mutual fund administrative services;

Insurance agency and underwriting;

Community development activities;

Money orders, savings bonds, and traveler’s checks;

Data processing;

Certification services;

Providing employments histories;

Check-cashing and wire-transmissions services;

Postage, vehicle registration, public transportation services;

Real estate title abstracting;

Management consulting services;

Travel agency;

Mutual funds activities; and

Commercial banking activities.!!

Many of the listings above have numerous subcategories that provide
extensive elaboration. Thus. as illustrated, the definition of “financial
activities” is all-encompassing, omitting a few categories such as goodwill
and cash but not cash equivalents.
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3.2 THE FINANCIAL STABILITY OVERSIGHT COUNCIL

The Council was established pursuant to §111 of the Dodd-Frank Act.
It is located within the US Department of the Treasury in the Office of
Financial Stability within the Office of Domestic Finance. It is composed
of ten voting members, who serve six-year terms, and five non-voting
members, who serve two-year terms. The voting members are:

The Secretary of the Treasury, who serves as Chairperson of the Council;
The Chairperson of the Board of Governors;

The Comptroller of the Currency;

The Director of the Bureau;

The Chairman of the Securities and Exchange Commission;

The Chairperson of the Corporation;

The Chairperson of the Commodity Futures Trading Commission;

The Director of the Federal Housing Finance Agency;

The Chairman of the National Credit Union Administration Board; and
An independent member appointed by the President, by and with the advice
and consent of the Senate, having insurance expertise.

The members who serve in an advisory capacity as non-voting members
of the Council, are:

The Director of the Office of Financial Research;

The Director of the Federal Insurance Office;

A State insurance commissioner, to be designated by a selection process
determined by the State insurance commissioners;

A State banking supervisor, to be designated by a selection process deter-
mined by the State banking supervisors; and

A State securities commissioner (or an officer performing like functions),
to be designated by a selection process determined by such State securities
commissioners.!?

3.2.1 Voting by Council Members

Decisions generally require a majority affirmative vote by voting mem-
bers, although most important determinations require a two-thirds vote
with the affirmative vote of the Chairperson. Non-voting members par-
ticipate in Council meetings, proceedings, discussions, and deliberations
unless the Chairperson together with the affirmative vote by the voting
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members exclude the non-voting members when necessary to protect the
free exchange and confidential supervisory information.!?

3.2.2  Puwrposes and Duties of the Council

The Board of Governors is responsible for the supervision of the Council,
to identify risks to US financial stability, promote market discipline, and
to respond to threats to the stability of the US financial system.'* With
respect to non-bank financial institutions, the Act requires supervision
“for non-bank companies that may post risks to the financial stability
of the United States in the event of their material financial distress or
failure....”'® The Council is responsible for making recommendations
concerning which non-bank financial companies are to be supervised by
the Board of Governors and become subject to heightened prudential
standards for risk-based capital and other financial instruments. If the
Council is unable to make a recommendation, it may request the Board
of Governors to conduct an examination of the US non-bank financial
company and its subsidiaries to determine whether the company should
come under its supervision.

The Dodd-Frank Act explicitly states that the purposes and duties of
the Council are as follows:

Purposes
The purposes of the Council are:

e To identify risks to the financial stability of the U.S. that could arise
from the material financial distress or failure, or ongoing activi-
ties, of large, interconnected bank holding companies or non-bank
financial companies, or that could arise outside the financial services
marketplace;

e To promote market discipline, by eliminating expectations on the
part of shareholders, creditors, and counterparties of such compa-
nies that the Government will shield them from losses in the vent of
failure; and

e To respond to emerging threats to the stability of the U.S. financial
system.
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Duties
The duties of the Council are:

¢ Collect information from member agencies, other Federal and State
financial regulatory agencies, the Federal Insurance Office and, if
necessary to assess risks to the United States financial system, direct
the Office of Financial Research to collect information from bank
holding companies and non-bank financial companies;

e Provide direction to, and request data and analyses from, the Office
of Financial Research to support the work of the Council;

e Monitor the financial services marketplace in order to identify poten-
tial threats to the financial stability of the United States;

¢ To monitor domestic and international financial regulatory proposals
and developments, including insurance and accounting issues, and to
advise Congress and make recommendations in such areas that will
enhance the integrity, efficiency, competitiveness, and stability of the
U.S. financial markets;

e Facilitate information sharing and coordination among the member
agencies and other Federal and State agencies regarding domestic
financial services policy development, rulemaking, examinations,
reporting requirements, and enforcement actions;

e Recommend to the member agencies general supervisory priori-
ties and principles reflecting the outcome of discussions among the
member agencies;

e Identify gaps in regulation that could pose risks to the financial sta-
bility of the United States;

e Require supervision by the Board of Governors for non-bank finan-
cial companies that may pose risks to the financial stability of the
United States in the event of their material financial distress or fail-
ure, or because of their activities pursuant to section 113;

e Make recommendations to the Board of Governors concerning the
establishment of heightened prudential standards for risk-based capi-
tal, leverage, liquidity, contingent capital, resolution plans and credit
exposure reports, concentration limits, enhanced public disclosures,
and overall risk management for non-bank financial companies and
large, interconnected bank holding companies supervised by the
Board of Governors;
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e Identify systemically important financial market utilities and pay-
ment, clearing, and settlement activities;

e Make recommendations to primary financial regulatory agencies
to apply new or heightened standards and safeguards for financial
activities or practices that could create or increase risks of significant
liquidity, credit, or other problems spreading among bank holding
companies, non-bank financial companies, and United States finan-
cial markets;

e Reviewand, asappropriate, may submit comments to the Commission
and any standard-setting body with respect to an existing or pro-
posed accounting principle, standard, or procedure;

® Provide a forum for —

— Discussion and analysis of emerging market developments and
financial regulatory issues; and resolution of jurisdictional disputes
among the members of the Council; and

e Annually report to and testify before Congress on —

— The activities of the Council;

— Significant financial market and regulatory developments, includ-
ing insurance and accounting regulations and standards, along
with an assessment of those developments on the stability of the
financial system;

— DPotential emerging threats to the financial stability of the United
States;

— All determinations made under section 113 (described below) of
Title VIII, and the basis for such determinations;

— All recommendations made under section 119 and the result of
such recommendations; and

— Recommendations — to enhance the integrity, efficiency, competi-
tiveness, and stability of U.S. financial markets; to promote market
discipline; and to maintain investor confidence.!”

3.2.3  Council Procedures Under Dodd-Frank Act

Council Committee Structure

The Council has explicit authority to appoint special advisory, technical,
or professional committees as needed to carry out its functions.'® Thus,
it acts through use of a committee structure to conduct the non-bank
determination process.
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o Deputies Committee. Composed of a senior official from each of the
member committees, the Deputies Committee’s major function is to
coordinate and oversee the interagency work performed by the staff
of the committees.

o Systemic Risk Committee. The Systemic Risk Committee and its two
subcommittees, the Institutions Subcommittee and the Markets
Subcommittee, have the responsibility of providing the structure for
an analysis of threats to the financial stability of the USA that may
emerge together with leveraging existing expertise and experience.
It includes senior staff members whose duties include prioritizing
sources of systemic risk and supervising the work of its subcommittees.

— The Institutions Subcommittee’s function is to identify and ana-
lyze risk, including the identification of structural issues affecting
financial stability, new financial products, and exposures to partic-
ular risks. It will also provide a forum for the sharing of informa-
tion concerning systemic issues and other relevant issues;

— The Markets Subcommittee’s major function is similar to that of
the Institutions Subcommittee, but concentrates on issues affect-
ing financial stability including trends in volatility or liquidity,
market structure, or asset valuations.

e Designations of Non-bank Financial Companies Committee. This is
the committee most pertinent to our discussion. Its major function
is to identify and designate non-bank financial companies that are to
be supervised by the Federal Reserve System’s Board of Governors.
Much of its work is conducted by working groups, which provide
forums where outside experts can discuss industry-related topics. Its
most active working group has been the Insurance Working Group,
which was responsible for analyzing and evaluating the largest insur-
ance companies who were later named as SIFIs, namely AIG, GE
Capital, Prudential, and MetLife. The Insurance Working Group
performs the grunt work of preparing draft memoranda, periodic
briefings, and updates to the Deputies Committee, which then
reviews and makes recommendations to the Council. The Council
then decides the appropriate action that should be taken.

o Designations of Financial Market Utilities and Payment, Clearing,
and Settlement Activities Committee. This assists the Council in des-
ignating financial market utilities and payment, clearing, and settle-
ment activities.
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® Heightened Prudential Standards Committee: This aids the Council
in making recommendations for heightened prudential standards by
designated SIFIs with respect to designated and large, interconnected
bank holding companies. Other functions include supporting the
Council in its monitoring of current developments, recommending
supervisory priorities and principles, and identifying gaps in regula-
tion that could pose risks.

e Orderly Liquidation Authovity, Resolution Plans: This committee
assists the Council in the recommendations regarding resolution
plan requirements, resolution plans, and rule-making.

e Data: The Data Committee collects and shares data particularly with
the Office of Financial Research (OFR) and coordinates with the
OFR on data standardization efforts."

3.3 CONSIDERATIONS FOR MAKING SIFI
DETERMINATIONS

3.3.1 US Companies

§113(a)(2) of the Dodd-Frank Act states the factors that the Council is to
consider in determining whether a US non-bank financial company is to
be supervised by the Board of Governors of the Council:

(A) The extent of the leverage of the company;

(B) The extent and nature of the oft-balance-sheet exposures of the
company;

(C) The extent and nature of the transactions and relationships of the com-
pany with other significant non-bank financial companies and significant
bank holding companies;

(D) The importance of the company as a source of credit for households,
businesses, and State and local governments and as a source of liquidity for
the United States financial system;

(E) The importance of the company as a source of credit for low-income,
minority, or underserved communities, and the impact that the failure of
such company would have on the availability of credit in such communities;
(F) The extent to which assets are managed rather than owned by the com-
pany, and the extent to which ownership of assets under management is
diffuse;

(G) The nature, scope, size, scale, concentration, interconnectedness, and
mix of the activities of the company;
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(H) The degree to which the company is already regulated by one or more
primary financial regulatory agencies;

(I) The amount and nature of the financial assets of the company;

(J) The amount and types of the liabilities of the company, including the
degree of reliance on short-term funding; and

(K) Any other risk-related factors that the Council deems appropriate.?

3.3.2  Foreign Non-Bank Companies

Included within the jurisdiction of the Board of Governors on a compa-
rable two-thirds affirmative vote are foreign non-bank financial compa-
nies supervised by the Board. The considerations are virtually identical
to those of US companies except that they relate to exposures and activi-
ties in the USA. Thus, (B) relates to US off-balance exposures; (D) only
to US households, businesses, and state and local governments; (E) to
underserved communities within the USA; and (J) liabilities used to fund
activities and operations in the USA. With respect to (J) above, reference
is made to the extent to which the company is subject to prudential stan-
dards on a consolidated basis in its home country that are administered
and enforced by a comparable foreign supervisory authority.?!

The extension of jurisdiction based on comparable voting and consid-
erations applies also to any company organized in the USA or abroad that
may pose a threat to the financial stability of the USA, including compa-
nies seeking to evade the application of the Act.?

Anti-Evasion Provisions

In anticipation that some non-bank financial companies may attempt to
evade the provisions of the Act, the Council, either on its own initiative
or at the request of the Board of Governors, may require that the financial
activities of a company shall be supervised by the Board of Governors,
subject to the Council’s prudential standards, on a two-thirds vote includ-
ing an affirmative vote of the Chairperson, if it determines that:

e Material financial distress related to, or the nature, scope, size, scale,
concentration, interconnectedness, or mix of the financial activities
conducted directly or indirectly by a company incorporated or orga-
nized in the U.S. or any state therein, or the financial activities in the
U.S. of a company incorporated or organized in a country other than
the U.S. would pose a threat to the financial stability of the U.S.;
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e The company is organized or operates in such a manner as to avoid
the application of the Act’s provisions; and

e The said financial activities of the company shall be supervised by
the Board of Governors and subject to prudential standards under
the Act.”?

“Financial Activities” Covered by the Act
The financial activities governed by the Act are defined in §4(k) of the
Bank Holding Act of 1956.** They include:

e The ownership or control of one or more insured depository institu-
tions, but excludes purely internal company financial activities;

e Lending, exchanging, transferring, investing for others, or safe-
guarding money or securities;

¢ Insuring, guaranteeing, or indemnifying against loss, harm, damage,
illness, disability, or death, or providing and issuing annuities, and
acting as principal, agent, or broker for purposes of the foregoing,
in any State;

e Providing financial, investment, or economic advisory services,
including advising an investment company;

e Issuing or selling instruments representing interests in pools of assets
permissible for a bank to hold directly;

e Underwriting, dealing in, or making a market in securities;

e Engaging in any activity that the Board has determined, by order
or regulation that is in effect on the date of the enactment of the
Gramm Leach Bliley Act, to be so closely related to banking or man-
aging or controlling banks as to be a proper incident thereto (subject
to the same terms and conditions contained in such order or regula-
tion, unless modified by the Board);

e Engaging, in the USA, in any activity that a bank holding company
may engage in outside the USA;

3.3.3  Financial Data Collection

The Council works closely with the OFR for the acquisition of data to be
utilized in its determinations. The OFR, other federal and state financial
regulatory agencies, and the Federal Insurance Office are authorized to
submit information to the Council. The Council may require the submis-
sion of periodic reports from any non-bank financial company or bank
holding company being considered for a proposed or final determination
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to be submitted to the OFR, in order to assess whether the company
poses a threat to the financial stability of the USA. Before requiring the
submission of the reports, the Council is, to the greatest extent possible,
to coordinate efforts with the other agencies or foreign authorities with
respect to such submissions and rely on the information for its proposed
or final determinations. All non-public reports are to remain confidential
unless otherwise required by law.?®

3.34  The Office of Financial Research

The OFR was a newly created office within the US Treasury Department
under the Dodd-Frank Act, whose major function is to assist the Council
in making a “systematically important financial institution” SIFI deter-
mination. Headed by a Director appointed by the President subject to
Senate confirmation for a six-year term, it is composed of a Data Center, a
Research and Analysis Center, and a Technology Center (the statute man-
dated only the first two). The OFR may require submission of periodic
and other reports from any financial company to aid it in assessing whether
a financial activity or financial market in which the company participates or
which the company itself may pose a threat to the financial stability of the
USA. If the financial company is regulated by another government agency,
then the OFR is to coordinate with that domestic or foreign agency in col-
lection and assessment.

The statutory duties of the Data Center are to collect, validate, main-
tain, and make available to the Council all data necessary to assist the
Council in rendering a SIFI determination. The Research and Analysis
Center is to develop and maintain independent analytical capabilities and
computer resources in order to develop and maintain metrics and report-
ing systems for risks to the financial stability of the USA. Other duties
include standardizing the types and formats of data reported and col-
lected; developing tools for risk assessment and monitoring; and making
available the results of its activities and assisting member agencies in deter-
mining the types and formats of data authorized by the Dodd-Frank Act
to be collected by member agencies (Fig. 3.1).2¢

3.3.5 Application of Determination Standards

The Council’s mandate is to determine whether a non-bank financial
company may experience material distress that could pose a threat to
the financial stability of the USA (First Determination Standard),””
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or whether the nature, size, scale, concentration, interconnectedness,
or mix of the activities of the non-bank financial company could pose
a threat to the financial stability of the USA (Second Determination
Standard). The Final Rule defines the Council’s meaning and applica-
tion of these terms.

3.3.6  Threat to the Financial Stability of the USA

According to the Determination Standards of the Dodd-Frank Act, the
Council was mandated to determine whether a threat to the stability to
the financial stability of the USA exists that would be sufficiently severe to
inflict significant damage on the broader economy. There are several iden-
tifiable channels through which such impairment may take place:

Exposure

The Council considers the extent to which a non-bank financial compa-
ny’s exposure to creditors, counterparties, investors, or other market par-
ticipants is significant enough to materially impair them and thereby pose
a threat to US financial stability. In its initial analysis of non-bank financial
companies with respect to this channel, the Council considers the total
consolidated assets, credit default swaps outstanding, derivative liabilities,
total debt outstanding, and leverage ratio.
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Asset Liquidation

The Council also considers whether the company under consideration holds
assets that, if liquidated quickly, would cause asset prices to fall and thus sig-
nificantly disrupt trading or funding in key markets or would cause signifi-
cant losses or funding problems for other firms with similar holdings. The
Council acknowledges that not all non-bank financial companies hold assets
that are subject to such market disruption but just those financial companies
whose funding and liquid asset profile rely heavily on short-term funding. The
Council initially looks at total consolidated assets and short-term debt ratio.

Critical Function or Service

The Council looks into whether a non-bank financial company is no lon-
ger able or willing to provide a critical function or service that is relied
upon by market participants and for which there are no ready substitutes.
It reviews the company’s competition for markets in which it participates
and for the services it provides. Included among the considerations are the
provision of liquidity to the US financial system; the provision of credit
to low-income, minority, or underserved communities, or the provision
of credit to households, businesses and state and local governments; the
non-bank financial company’s market share; and the ability of other firms
to replace those services.

Other factors that the Council might consider a threat to the US finan-
cial system are whether the non-bank financial company is complex or
opaque, and whether its bankruptcy would disrupt key markets or have a
material adverse impact on other financial firms or markets. The Council
can rely on other transmission channels through which the non-bank
financial company may adversely affect other firms and pose a threat to the
financial stability of the USA.*

Material Financial Distress

The First Determination Standard is that of material financial distress. The
Council has the authority to subject a non-bank financial company to super-
vision by the Board of Governors and prudential standards if it determines
that material financial distress at the non-bank financial company could pose
a threat to US financial stability. Material financial distress is defined as when
a non-bank financial company is in imminent danger of insolvency or default-
ing on its financial obligations. In order to make the assessment, the Council
examines how the firm will respond in the context of a period of overall stress
in the financial services industry and in a weak macro-economic environment.
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Nature, Scope, Size, Scale, Concentration, Interconnectedness,

or Mix of Activities

The Second Determination Standard is based on the nature, scope,
size, scale, concentration, interconnectedness, or mix of activities
which may pose a threat to US financial stability. It does not matter
whether the non-bank financial company is actually experiencing finan-
cial distress. The Council’s determination is based on its judgment that
a firm meets one of the statutory Determination Standards. The Dodd-
Frank Act requires the Council to consider ten factors in its evaluation
of whether a non-bank financial company may potentially pose a threat
to US financial stability, as well as any other risk-related factors that the
Council deems appropriate. Accordingly, the Council organized the
ten factors into six categories: size, interconnectedness, substitutabil-
ity, leverage, liquidity risk and maturity mismatch, and existing regula-
tory scrutiny.

3.3.7  Six-Category Analytic Framework

The Council’s Final Rule states the Council’s determination is to be
based on one of the two Determination Standards. In order to make
the determination, the Council utilizes a six-category analytic frame-
work. Each of the six categories is applied using quantitative and quali-
tative data relevant to the six categories being applied to the company
under investigation. Each of the six categories reflects the company’s
potential to pose a threat to US financial stability. The first three cat-
egories, size, substitutability, and interconnectedness, concern the
Council’s assessment of the potential impact of financial distress on
the broader economy, in other words its ability to provide either criti-
cal financial services for which there are limited substitutes or that are
so highly connected with other financial firms or markets that its dis-
tress could cause significant impact upon other companies, markets
and consumers, thereby posing a threat to the financial stability of
the USA. The remaining three categories, leverage, liquidity risk, and
maturity mismatch, and existing regulatory scrutiny of the non-bank
financial company assess the vulnerability of highly leveraged non-bank
financial companies with a high degree of liquidity risk or maturity
mismatch, and which without regulatory scrutiny are more likely to be
more vulnerable to financial distress.?
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Interconnectedness

A major concern for the Council is the direct or indirect linkages that a
financial company has to other financial companies. This factor is impor-
tant in determining whether material financial distress or activities of a
non-bank financial company will cause adverse direct or indirect exposures
to counterparties, including creditors, trading and derivatives counterpar-
ties, investors, borrowers, and other participants in the financial markets,
so as to pose a threat to the US financial system. Among the consider-
ations are:

e Counterparties’ exposure to a non-bank financial company, includ-
ing derivatives, reinsurance, loans, securities borrowing and lending,
and lines of credit that facilitate settlement and clearing activities;

e Number, size, and financial strength of a non-bank financial com-
pany’s counterparties, including the proportion of its counterparties’
exposure to the non-bank financial company, relative to the counter-
parties” and the proportion of the counterparties’ exposure to the
non-bank financial company, relative to the counterparties’ capital;

e Identity of a non-bank financial company’s counterparties, reflect-
ing the concentration of the non-bank financial company’s assets
financed by particular firms and the importance of the non-bank
financial company’s counterparties to the market;

e Aggregate amounts of a non-bank financial company’s gross or net
derivatives exposures and the number of derivatives counterparties;

e The number of gross notional credit default swaps outstanding for
which a non-bank financial company or its parent is the reference
entity;

e Total debt outstanding, which captures a non-bank financial com-
pany’s source of funding;

e Reinsurance obligations, which measure the reinsurance risk assumed
from non-affiliates net of retrocession.

Substitutability

Substitutability captures the extent to which other firms could provide
similar financial services in a timely manner at a similar price and quan-
tity if a non-bank financial company withdraws from a particular market.
It also captures situations in which a non-bank financial company is the
primary or dominant provider of services in a market that the Council
determines to be essential to US financial stability. The evaluation includes
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the company’s market share of the product or service under assessment;
and the ability, costs, and timeframe for competitors to expand to meet the
market’s needs especially in times of distress. Metrics that will be used to
assess substitutability include:

e Market share using a quantitative measure, such as loans originated,
loans outstanding, and notional transaction volume, of the company
and its competitors in the market under competition;

e The stability of market share across the firms in the market over time;

¢ The market share of the company and its competitors for products or
services that serve a similar economic function to the primary market
under consideration.

Size

Size refers to the number of financial services or amount of financial inter-
mediation that the non-bank financial company provides. Size may also
concern how the effects of the company’s financial distress are transmitted
to other firms, especially where they are highly interconnected. Although
generally measured by the company’s assets, liabilities, and capital, the
Council also takes into account off-balance-sheet assets and liabilities,
numbers of customers and counterparties, and their unique and distinct
nature. Metrics that may be used include the firm’s:

e Total consolidated assets or liabilities;

e Total risk-weighted assets;

e Off-balance-sheet exposures where a non-bank has a risk of loss, for
example, lines of credit;

e Extent to which assets are managed rather than owned by the firm
and the extent of their diffusion;

e Direct written premiums of insurance companies under all lines of
business;

e Risk in force, in other words the aggregate risk exposure from risk
underwritten in insurance related to certain financial risks, such as
mortgage insurance;

e Total originations, by loan type, in number and dollar amounts.

Leverage
Leverage is the risk factor that looks at a company’s exposure or risk in
relation to its equity capital. Risk of financial distress may come about by
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(1) increasing a company’s exposure relative to capital, making it more
likely that its losses will exceed its capital; and (2) by increasing the com-
pany’s liabilities, when leverage may lead to the company’s dependence on
its creditors’ willingness to fund its balance sheet. The company’s distress
may cause it to increase the size of its asset liquidation, and its distress may
spread to other firms by increasing their exposure to the company. Metrics
that can be used to assess leverage include:

e Total assets and total debt measured relative to total equity;

¢ Gross notional exposure of derivatives and oft-balance-sheet obliga-
tions relative to total equity or to net assets under management;

e The ratio of risk to statutory capital;

e Changes in leverage ratios.

Liquidity Risk and Maturity Mismatch
Liquidity risk refers to the risk that a company may not have sufficient
funding to satisfy its short-term needs, either through its cash flows,
maturing assets, or assets saleable at prices equivalent to book value, or
through its ability to access funding markets. The Council may examine
the company’s assets to determine if it possesses in times of distress cash
instruments or readily marketable securities such as Treasury securities
which may be easily redeemed. It may also examine whether the company
has adequate long-term funding or can otherwise mitigate liquidity risk.
Maturity mismatch refers to the difference between maturities of a com-
pany’s assets and liabilities. This mismatch may affect the company’s ability
to survive stress, which may be limited by its inability to have readily avail-
able funding or to withstand shocks in the yield curve. A company relying
on short-term funding to finance long-term positions may find itself com-
pelled to sell assets at low market prices or suffer significant market pres-
sure. With respect to life insurance (relevant to the MetLife case discussed
in Chap. 7), liabilities may have maturities of 30 years or more, whereas the
market availability of equivalently long-term assets may be limited, expos-
ing the company to interest rate fluctuations and reinvestment risk. Metrics
that may be used by the Council to assess these risks include:

e Fraction of assets that are classified as level 2 and 3 under appli-
cable accounting standards as a measure of how much of a non-bank
financial company’s balance sheet is composed of hard-to-value and
potentially illiquid securities;
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e Liquid asset rations which indicate the company’s ability to repay
short-term debt;

e Ratio of unencumbered and highly liquid assets to the net cash out-

flows that the company would incur in a short-term scenario;

Callable debt as a fraction of total debt;

Asset-backed financing versus other funding;

Asset-liability duration and gap analysis;

Short-term debt as a percentage of total debt and as a percentage of

total assets.

Ewxisting Regulatory Scrutiny

The Council will consider the extent to which non-bank financial com-
panies are already subject to regulation, including the consistency of the
regulation across non-bank financial companies within a sector, and pro-
viding similar services and the statutory of those regulators. The metrics
that may be used by the Council are:

e The extent of state or federal regulatory scrutiny, including the
processes or systems for peer review; interregulatory coordination
and cooperation; and whether existing regulators have the ability
to impose detailed and timely reporting obligations, capital and
liquidity requirements and enforcement actions; and to resolve the
company;

e Existence and effectiveness of consolidated supervision, and a deter-
mination of whether and how non-regulated entities and groups
within a non-bank financial company are supervised on a group-wide
basis. For entities based outside the USA, the Council will consider
the extent to which a non-bank financial company is subject to pru-
dential standards on a consolidated basis that are administered and
enforced by a comparable foreign supervisory authority in its home
country.

3.3.8  Council’s Three Stage Process to Determine SIFI
Designation

According to the Council’s Final Rule,* the Council will follow a three-
stage process that becomes increasingly more vigorous to arrive at whether
the company is to be designated as a SIFI.



GOVERNANCE OF SHADOW (NON-BANK) FINANCIAL INSTITUTIONS 103

Stage 1

The first stage is based on available public and regulatory quantitative and
qualitative data using quantitative metrics, together with qualitative analy-
sis, to arrive at a Proposed Determination. The Stage 1 thresholds applica-
ble to non-bank financial companies are quantitative in nature, to wit, the
size, interconnectedness, leverage, liquidity risk, and maturity mismatch.
The Council will conduct an additional review in Stage 2 if the company
meets both the size threshold and any one of the other stated thresholds.
The thresholds are as follows:

e $50 billion in tozal consolidated assets (same threshold sum under
Dodd-Frank Act for subjecting bank holding companies to enhanced
prudential standards);

e $30 billion in gross notional credit default swaps outstanding for
which a non-bank financial company is the reference entity; As
defined in the Final Rule, gross notional value equals the sum of
credit default swaps contracts (CDS) bought or equivalently sold.
CDS refers to credit derivative contracts whereby a buyer of the swap
makes periodic payments to the seller of the contract up until the
maturity of the contract, and if the underlying debt is in default, the
seller agrees to be responsible for the payment thereof;

e $3.5 billion of derivatives liabilities; derivatives linbilities equal the
fair value of derivative contracts in a negative position. According to
the Final Rule, for non-bank financial companies that disclose the
effects of master netting agreements and cash collateral held with
the same counterparty on a net basis, the Council intends to calcu-
late derivative liabilities after taking into account the effects of these
arrangements. The threshold is used in connection with the determi-
nation of the extent of interconnectedness and higher counterparty
exposure throughout the financial system.

e Total debt outstanding of $20 billion. The debt includes secured
and unsecured loans; bonds, repurchase agreements; commercial
paper; securities lending arrangements; surplus notes (for insurance
companies); and other forms of indebtedness. It is also an indication
of'interconnectedness with the broader financial system which holds
a large proportion of the debt. Had this threshold been applied
during the financial crisis of 2007-2009, it would have exposed
the material financial distress of Bear Stearns, Countrywide, and
Lehman Brothers.
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e Leverage ratio of 15:1 of total consolidated assets, excluding sep-
arate accounts to total equity. The exception of excluded separate
accounts was due to the fact that they were not available to general
creditors of a non-bank financial company. As for the total debt out-
standing, this threshold would also have captured major financial
companies experiencing financial distress; and

e Short-term debt ratio of 10 % of total debt outstanding with a matu-
rity of less than 12 months in total consolidated assets, excluding
separate accounts. Similarly, the threshold would have captured the
material financial distress of financial firms as stated on the prior two
thresholds.

The thresholds are subject to revision at least every five years. If a non-
bank financial company meets the thresholds, then the Council proceeds
to Stage 2 for the company’s consideration and evaluation. The Council
reserves the right to evaluate a company based on firm-specific qualita-
tive or quantitative factors even where the thresholds are not met, if it
believes that the firm may pose a systemic threat to US financial stabil-
ity. The Council will use GAAP if information is available in determining
the thresholds or other standards and principles if the data is not avail-
able. Furthermore, it will make the threshold determination, based on the
most recent available data, of global assets, liabilities, and operations of the
company and its subsidiaries. For foreign non-bank financial companies,
the Stage 1 thresholds will be based solely on US assets, liabilities, and
operations of the company and its subsidiaries. Based on this analysis, the
Council intends to contact those non-bank financial companies that the
Council believes merit further evaluation in Stage 3 (the “Stage 3 Pool”).

Stage 2

Where one of the Determination Standards has been met for qualification
as a SIFI, the Council proceeds to Stage Two wherein it conducts what it
terms a “robust analysis” of the potential threat that each of the non-bank
financial companies could pose to the US financial system. It evaluates the
risk profile and characteristics of each of the companies in the Stage 2 pool
based on a wide range of quantitative and qualitative industry-specific and
company-specific factors. It uses a six-category analytic framework (dis-
cussed below) and prioritize the non-bank financial companies. In addi-
tion, the Stage 2 evaluation includes a review, based on available data, of
qualitative factors, including whether the resolution of a non-bank financial
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company could pose a threat to US financial stability, and the extent to
which the non-bank financial company is subject to regulation. Thereafter,
a consultation process may take place with the appropriate primary finan-
cial regulatory agencies or home country supervisor of each subsidiary of
the company. After data has been received from sources such as the OFR
and from the company’s primary financial regulatory agencies, it may then
request submission of reports from the company.

Stage 3

In Stage 3, the Council, in consultation with the OFR,*' makes an evalua-
tion of all of the information received in the first two Stages as well as from
public and regulatory sources and from the company under consideration.
The review focuses on whether the non-bank financial company could pose
a threat to US financial stability because of the company’s material finan-
cial distress or the nature, scope, size, scale, concentration, interconnected-
ness, or mix of activities of the company. If the non-bank financial company
has been selected for additional review in Stage 3, it is sent a Notice of
Consideration, which generally includes a request for more information
from the company as well as affording the company to submit such other
documents that it deems relevant to the Council’s determination (Fig. 3.2).

N

* Quantitative analysis to broad group of non-bank financial companies
* 6-category analytic framework

* Total consolidated assets, credit default swaps outstanding, derivative
liaiblities, total debt outstanding, leverage ration, and short-term debt ratio )

* Quantitative and qualitative anaylsis A
« Same 6-category analytic framework as Stage 1
 U.S.e of public and regulatory resources
« Framework applied qualitatively to specific companies )

» Stages 1 and 2 factors applied to company to assess extent material financial ™
distress is likely to occur

« Data collected from public and company written materials
« Company given Notice of Consideration
* Company given Proposed Determination with right to hearing J

Fig. 3.2 Council three-stage evaluation process
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Before requiring the submission of reports from any non-bank financial
company that is regulated by a member agency or any primary financial reg-
ulatory agency, the Council, acting through the OFR, will coordinate with
such agencies (see below). The type of information requested is likely to
be quantitative and qualitative and may include confidential business infor-
mation such as internal assessments, internal risk-management procedures,
funding details, counterparty exposure or position data, strategic plans,
resolvability, potential acquisitions or dispositions, and other anticipated
changes to the company’s business or structure that could pose a threat to
the financial stability of the USA. All submitted data is kept confidential.

In making its evaluation during Stage 3, the Council examines additional
factors that may not be readily quantifiable but yet can pose a danger to
US financial stability or mitigate against such danger. They may include
whether the company is already subject to significant regulatory scrutiny or
whether its operations and complexity are obscure. Stage 3 analysis includes
an examination of the firm’s resolvability, which may mitigate or aggravate
the potential of a non-bank financial company to pose a threat to US finan-
cial stability. The analysis entails an assessment of the complexity of the non-
bank financial company’s legal, funding, and operational structure, and any
obstacles to the rapid and orderly resolution of the non-bank financial com-
pany in a manner that would mitigate the risk that the non-bank financial
company’s failure would have a material adverse effect on financial stability.

Other factors for examination are the firm’s legal entity and cross-
border operations; the ability to separate functions and spin off services
or business lines; the likelihood of preserving franchise value in a recov-
ery; maintaining continuity of critical services within the legal entity; the
firm’s intra-group dependency for liquidity and funding; payment opera-
tion, risk-management needs; and the size and nature of the firm’s intra-
group transactions. The Council understands that the information needed
to conduct an in-depth analysis may vary significantly and is dependent on
the type of firm and information available from governmental and public
sources. For foreign non-bank financial companies, the Council is likely to
consult with foreign regulatory authorities.

3.3.9  Proposed Determination Procedures

The non-bank financial company will be considered for a Proposed
Determination after completion of the three stages stated above. The
Council reviews the documentation and, after the review, the Council, by
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a vote of two-thirds of its members including an affirmative vote of the
Council Chairperson, may make a Proposed Determination to designate
the company as a SIFI. It then transmits the Proposed Determination
to the affected company, including an explanation of the basis for its
Proposed Determination. Before providing the company with this, it
advises the firm that this is its intention, so as to afford the company an
opportunity to submit written materials to the Council to contest the
consideration. The materials address the company’s view concerning
whether material financial distress or the nature, size, scale, concentra-
tion, interconnectedness, or mix of its activities could pose a threat to the
financial stability of the USA. The notice is to be given at least 30 days
before making the consideration.??

If the Council determines that the firm is not a SIFI, then it shall
notify it either before or after the Proposed Determination, reserving the
right to conduct such an examination at a later date. Once a Proposed
Determination is made, the company may request a hearing in writing
within 30 days of receipt of the Proposed Determination. If the com-
pany requests a hearing in accordance with the procedures set forth in
§1310.21(c) of the Council’s rule, the Council will set a time and place
for such a hearing. After this hearing, the Council considers all categories,
metrics, thresholds, and channels to make a final assessment .3 It then
determines by a vote of two-thirds of the voting members (including the
affirmative vote of the Chairperson) whether to subject the company to
supervision by the Board of Governors and prudential standards.

If the non-bank financial company makes a timely request for an evi-
dentiary hearing, then the Council is to provide it with written notice
of its final determination a maximum of 60 days after the termination
of the hearing, including an explanation of the basis for its decision. If
a timely request for a hearing is not given, the Council is to provide the
company with a Final Determination and the written basis for its deci-
sion a maximum of ten days after the date when the hearing would have
taken place and at least one business day before publicly announcing the
Final Determination.?* A non-bank financial company that is subject to
a Final Determination may bring an action up to 30 days after receipt of
the Final Determination in the US district court in the area where the
company’s home office is located or in the District of Columbia federal
district court, for an order requiring that the Final Determination be
rescinded. The standard of review is that the Final Determination was
arbitrary and capricious.®®
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The statute provides for an emergency exception whereby the Council
may waive or modify the above notice requirements if it determines after a
two-thirds vote including the affirmative vote of the Chairperson that such
waiver or modification is necessary or appropriate to prevent or mitigate
threats posed by the non-bank financial company to the financial stability
of the USA.*¢ The Council is to provide written notice to the company of
the waiver or modification as soon as practicable, but not more than 24
hours later. The company may then transmit a request for an evidentiary
hearing. The Council is to consult with the primary financial US regula-
tory agency, or home country supervisor if a foreign entity is involved, at a
time and in a manner it deems appropriate. The affected company has ten
days after receipt of the notice to request a hearing in writing, which is to
be honored by the Council not more than 15 days thereafter. The Council
then has 30 days in which to make a Final Determination, notify the com-
pany of the waiver or modification, and then make public its decision.?”

3.3.10 Re-Evaluation and Rescission

The Council may rescind any determination by a two-thirds vote of the
Council and affirmative vote of the Chairperson if it determines that the
non-bank financial company no longer comes within the standards that
caused it to be named an SIFI. The evaluation is to be made at least annu-
ally. The Council provides the appropriate notice to the company of its
pending determination, so as to afford the company time to resend writ-
ten materials, generally within 30 days or such other (increased) time that
the Council may determine. The affected company may thus contest the
prior or pending determination with written materials concerning whether
it continues to pose a threat to the financial stability of the USA. Included
in the materials are whether material financial distress or the nature, scope,
size, scale, concentration, interconnectedness, or mix thereof could pose
such a threat.®

3.3.11 Backup Examination of the Board of Governors

The Dodd-Frank Act provides that if the Council is unable to determine
whether the financial activities of a US non-bank financial company poses
a threat to the financial stability of the USA based on reports of the OFR,
member agencies, and the Federal Insurance Office, or based upon reports
of any non-bank financial company assessing the extent to which a finan-
cial activity or financial market in which the company participates, the
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Council may request the Board of Governors to conduct an examina-
tion of the company to determine whether it should be supervised by the
Board as a SIFI. The Council then reviews the results of the said investiga-
tion in connection with any proposed or final determination.*

3.3.12  Additional Regulatory Oversight and Compliance

Additional compliance-related issues include those dealt with by the Office
of Foreign Assets Control of the US Department of the Treasury (OFAC) 0
which administers and enforces economic and trade sanctions based on US
foreign policy and national security goals against targeted foreign countries
and regimes, terrorists, international narcotics traffickers, those engaged in
activities related to the proliferation of weapons of mass destruction, and
other threats to the national security, foreign policy or economy of the
USA. OFAC acts under Presidential national emergency powers, as well as
authority granted by specific legislation to impose controls on transactions
and freeze assets under US jurisdiction. Many of the sanctions are based on
United Nations and other international mandates, are multilateral in scope,
and involve close cooperation with allied governments.

3.4 Tur GE CarrtaL CorroraTioN SIFI
DESIGNATION

The application of enhanced prudential standards to General Electric
Capital Corporation Inc. (GECC) when the Council determined the com-
pany should be designated as a SIFI presents the issue of whether such
standards were excessive.. Whether the result will cause other designated
firms to arrive at similar conclusions awaits future determination.

3.4.1 SIFI Determination

On July 8, 2013, the Council issued a Final Determination that material
financial distress at GECC could pose a threat to the financial stability of
the USA, and thus should be subject to enhanced prudential standards and
supervision by the Board of Governors of the Federal Reserve System. The
proposed determination was forwarded to GECC on June 3, 2013, which
decided on June 28, 2013 not to contest the determination.*! The Council
noted that GECC is a significant participant in the global economy and is
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interconnected to financial intermediaries through its financing activities
and its funding model. As a wholly owned subsidiary of the General Electric
Company, it is a savings and loan holding company and one of the largest
holding companies in the USA with total assets of $539 billion at the end
of 2012. In that year it had outstanding credit to over 243,000 commer-
cial customers, 201,000 small businesses, and to 57 million consumers in
the USA. Its total liabilities were $457 billion, composed of $3 billion of
commercial paper; $9 billion of other short-term borrowings; $44 billion
of current long-term debt; $225 billion of long-term unsecured debt; $30
billion of non-recourse asset-backed securities and collateralized holdings;
and $46 billion of worldwide deposit.

The Council alleged that GECC was interconnected with large financial
institutions through its activities in wholesale short-term funding markets
and was a significant issuer of commercial paper in the USA. Its global con-
nection with large banks and large non-bank financial companies was due to
the latter’s purchase of GECC commercial paper and long-term debt and the
provision of backup lines of credit. Money market mutual funds and asset
managers were also interconnected with GECC through purchases of com-
mercial paper. SIFI determination was warranted, according to the Council,
because a material financial distress at GECC could trigger a run on money
market funds that could lead to a broader withdrawal of investments from
the commercial paper market and other short-term funding markets.

GECC also possessed a large portfolio of on-balance-sheet assets com-
parable to those of the largest US bank holding companies. A sudden
inability to access funding markets could lead to a rapid liquidation of
assets which would then drive down asset prices and cause significant
balance-sheet losses for other large firms and thereby cause severe stress
on the overall economy. Other considerations included GECC’s credit
to a wide range of middle-market companies that are major components
of the economy and that 52 % of GECC’s assets and 43 % of its revenues
were generated outside the USA, so that material distress at the company
could cause adverse effects in domestic and global economies alike.*?

3.4.2  Application and Ovder of Enbanced Prudential
Standards and Reporting Requivements

Asaresult of the Final Determination, the FED issued a notice in the Federal
Register on December 3, 2014 requesting comment on the Application
of Enhanced Prudential Standards and Reporting Requirements to GECC
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together with the proposed Order.*® This Order set forth eight standards
that required compliance. Commencing July 1, 2015, GECC had to com-
ply as follows:

e Capital Requivements: The Board’s capital framework to be struc-
tured as if it were a bank holding company, that is an “advance
Approaches Board-regulated institution” and a “covered bank hold-
ing company”;

e Capital Planning: The Board’s capital plan rule as a non-bank finan-
cial company to be supervised by the Board with submission of the
capital plan cycle on January 1, 2016;

o Stress Testing: compliance with stress testing requirements beginning
on January 1, 2017;

o Liquidity Requivements. Commencing July 1, 2015, compliance
with liquidity standards as though it were a bank holding company
with $50 billion or more in total consolidated assets;

— Compliance with the liquidity coverage ratio as per regulations;
and

— Compliance with the Board’s supervisory guidance on principles
of sound liquidity risk management;

® Risk Management:

— Maintain a board of directors that has the greater of 25 % or two
directors independent of management;

— Ensure that the chair of the risk committee is among the indepen-
dent directors; and

— Comply with the Board’s existing risk-management guidance and
supervisory expectations applicable to non-bank financial compa-
nies supervised by the Board;

e Restrictions on Intercompany Transactions: Commencing July 1,
2015, all transactions between GECC or any of its subsidiaries and
GE or any of its subsidiaries were to be subject to requirements of
the Federal Reserve Act as if it were a “member bank” and GE as if
it were an “affiliate”;

o Future Standards: The Board reserved the right to impose additional
enhanced prudential standards to GECC in the future.**
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343 GECC’S Initial Response to SIFI Designation and Order

Initially, two detailed comments were sent by letter to Robert deV. Frierson,
secretary of the Board of Governors, opposing the decision to designate GECC
as a SIFI, both forwarded on February 2, 2015. The first letter was from the
16 “independent directors” of GE in opposition to the Board’s requirement
that GECC’s Board of Directors be reconstituted to include two new outside
directors independent not only of GE’s Board but also of its independent
directors (“independent/independent”). The Order would undermine their
authority as independent directors and disrupt decision-making necessary
for the complex governing of GE Capital. They stated that the GE Board
was committed to satisfying GECC’s heightened obligations as a SIFI, but
emphasized that the Board had already established a Risk Committee to foster
best-in-class enterprise risk management and corporate governance practices.

This action had been taken in 2011 immediately after the enactment
of the Dodd-Frank Act. GECC’s Risk Committee was composed of four
independent directors with extensive experience in financial services and
risk management, including the former chairperson of the Securities
and Exchange Commission (SEC), Mary Shapiro. The Risk Committee
met formally 20 times and in multiple other informal meetings in 2014
to review GECC’s risk-management policies as well as its capital, resolu-
tion, and recovery plans. The directors further emphasized that requiring
“independent/independent” directors would fragment GECC’s board and
hinder the management of its enterprise risks. The fragmentation of the
Board would, in their opinion, be counterproductive and lead to weak cor-
porate governance, blurring the lines of accountability and collaboration
necessary. As an alternative, if the Board adhered to its demand, the letter
suggested that a majority of GECC’s Board of Directors should be inde-
pendent of management and chaired by one its independent directors.*®

The Chairman of the Board and CEO of GE Capital, Keith S. Sherin,
made a separate 57-page response to the Proposed Designation dated
February 2, 2015. This was coupled with annexes containing opinion let-
ters from a Delaware law firm (GECC and GE are Delaware corporations);
a commentary by the former Delaware Chancellor William B. Chandler
I11; and from Jonathan R. Macey, Professor of Law of the Yale Law School.
The comments of the independent directors of GECC regarding “inde-
pendent/independent” directors were repeated, together with a number
of other comments in opposition to the Board’s Proposed Designation
and Order. The arguments may be summarized as follows:
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e The requirement to add “independent/independent” directors to
the GECC Board was inconsistent with settled principles of cor-
porate law; exceeded the Federal Reserve’s authority under Dodd-
Frank §165; and was counterproductive in light of the company’s
robust governance structure;

Delaware corporate law provided for the fiduciary duties owed by
directors of a wholly owned subsidiary such as GECC;

The independent/independent director requirement unequivo-
cally conflicted with governing state law;

By displacing settled principles of state corporate law through
federal legislation, without any indication in the statutory text or
legislative history of §165 that the Federal Reserve was authorized
to do so, the independent/independent director requirement
exceeded the Federal Reserve’s authority under well-established
legal principles;

The independent/independent director requirement was incon-
sistent with the Federal Reserve’s own regulatory practices and
those of other US financial regulators, and there was no explana-
tion or apparent grounds for the discrepancy;

Even if the Federal Reserve had the requisite authority, an inde-
pendent/independent director requirement would interfere with
a strong and continuously improving framework for enterprise
risk management under the leadership of the GE Risk Committee
while ignoring more effective alternatives;

Other measures to which GECC did not object, most notably
§23B-like requirement and capital planning and capital distribu-
tion requirements, obviated any ostensible need for independent/
independent directors and would suffice to ensure appropriate
controls on the relationship between GE and GECC;

If the Federal Reserve continued to believe that special gover-
nance standards should apply to GECC, the Federal Reserve
should instead require that a majority of GECC’s directors be
independent under normal standards of independence and that
GECC’s board by chaired by an independent director.

® The Federal Reserve should not treat GECC in the same manner as
significantly larger, more complex, global systemically important banks
(G-SIBs), and should also engage in further analysis and calibration
with respect to the application of a BHC-style regulation to GECC;
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GECC was notably smaller, less complex, and less systemically
significant than G-SIBs, including US banking organizations (the
letter discussed with charts the size, interconnectedness, substitut-
ability, complexity, and cross-jurisdictional activity that ostensibly
illustrated its considerably lower involvement than other firms);
The proposed order should not adopt a default view — implicitly
or explicitly — that G-SIB regulations should apply to GECC;
Beyond the question of G-SIB treatment, the Federal Reserve
should consider the calibration of capital, leverage, liquidity, and
other rules that will apply to GECC and study the Proposed Order’s
likely eftect on key constituencies such as middle-market borrowers;
GECC’s enhanced prudential standards should also reflect a
thorough consideration of GEC’s significant improvements in
many key metrics viewed as indicators of impact on U.S. financial
stability;

e Certain aspects of BHC capital and liquidity rules should be modi-
fied to reflect GECC’s specific circumstances;

The Federal Reserve should provide limited extensions of transi-
tion periods for certain enhanced prudential standards — the letter
suggested adjustments concerning capital planning and stress test-
ing requirements; daily averaging of on-balance exposures; intra-
day liquidity monitoring requirements; and liquidity reporting;
GECC should be allowed to apply the accumulated other com-
prehensive income filter to investment securities held by its legacy
insurance businesses;

GECC’s calculation of the liquidity coverage ratio should be
tailored to reflect GECC’s inability to hold significant Federal
Reserve Bank balances;

e The Proposed Order should be further tailored to grandfather his-
torical §23B (restrictions on Transactions with affiliates) transac-
tions; and

® Due process concerns:

Failure to provide a sufficient justification for the proposed
standards;

Failure to examine the propriety of the proposed standards under
the tailoring requirements of §165; and

Failure to assess the alternatives available to the Federal Reserve.*¢
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The Annexes to the Sherin letter to the FRB concern the GECC views
as expressed above. The law firm of Sidley Austin LLP., in an opinion let-
ter to GECC dated January 29, 2015, asserted that under Delaware law
the directors of a wholly owned subsidiary (as GECC is to GE) that is
incorporated in Delaware and is solvent owe no fiduciary duty other than
to the subsidiary’s sole stockholder parent. The statement was apparently
based on the opinion of William B. Chandler III discussed below. Thus,
in the author’s opinion, it appeared that designating GECC, rather than
GE itself, as a SIFI might have been contrary to standard corporate gov-
ernance principles.*’

The letter from the noted former Chancellor of the Delaware Chancery
Court, William B. Chandler III, to the General Counsel to the Board
of Governors of the Federal Reserve System and to the Director of the
Division of Banking Supervision and Regulation of the Board, opined that
the proposed independent/independent director requirement was “out of
step with, and invites serious misapprehensions of the fundamental tenets
of Delaware corporate law,...” Chandler discussed at length Delaware law
as it pertained to the obligations of GECC directors to the parent cor-
poration. He stated that for independent/independent directors to owe
their fiduciary duties otherwise appeared to violate Delaware corporate
law that discourages divided loyalties in the boardroom. Moreover, the
independent members of the GECC Risk Committee were already well
positioned to bring well-informed business judgment to the Board and to
exercise their duty of good management to both corporations. Delaware
law inherently placed checks on directors, including directors of wholly
owned subsidiaries and thus were obligated to act in good faith and to
comply with all state laws and regulations which are protective of the cor-
porations and their sharcholders.*®

The remaining annexed document reflected the views of Jonathan
R. Macey, the Sam Harris Professor of Law, Corporate Finance, and
Securities Law at the Yale Law School. He also stated much of what has
been outlined above, particularly concerning the independent/indepen-
dent director requirement. He wrote that the duty of corporations and
their boards was to shareholders and not to creditors and regulators.
Parent companies such as GE that own subsidiaries should have the same
expectations of the subsidiary’s directors as other shareholders have of
directors of companies in which they own shares. The Board’s restric-
tions on eligibility of who was to serve on boards and on risk committees
reduced shareholder value and expectations of investors. GE shareholders
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were entitled to undivided loyalty enforced by strict fiduciary duties. The
FED’s proposed expansion had been considered and rejected by state law,
in particular by Delaware state law. In Macey’s view, regulatory authorities
lacked the authority to establish a federal corporate law. State corporate
law, not federal law, was the proper source of regulation of distribution of
powers. Having reviewed the requirements of the Sarbanes-Oxley Act and
the Dodd-Frank Act, he wrote that the existing membership of the Risk
Committee was in full accord with its mandates.*

344  The GE Conundrum: Disgorge or Comply?

The result of the GECC’s SIFI designation and the proposed enhanced
prudential standards was the decision of General Electric to divest itself of
most of its non-bank financial holdings so as to lessen regulatory oversight
requirements. The sale of its real estate and financial services assets for the
sum of $23 billion to Blackstone and to Wells Fargo & Co. included the
sale of its mortgage commercial real estate loan portfolio for $9 billion
to Wells Fargo; US office properties for $3.3 billion to Blackstone; $2.2
billion sale of GE’s private equity financing business to Japan’s Sumitomo
Mitsui Banking Corp; and other office logistics and retail assets in the
USA and abroad. The CEO of General Electric, Jeff Immelt, indicated
that, with the sale of the financial assets, he would be working with the
Council to de-designate GE’s SIFI status by 2016.°° The government
had intended to impose minimum capital and liquidity requirements and
thereafter, likely within two years, compel stricter regulatory oversight.
The company intended to retain much smaller financial units mainly to
support its aircraft leasing and sale of its energy and healthcare equip-
ment. The designation was rescinded by the Council in June 2016. It may
be that the purchasers of the financial assets will later become subject to
Council review as potential SIFIs.

3.5 FinanciaL MARKET UTILITIES AS SIFIs

§804 of the Dodd-Frank Act grants the authority to designate a financial
market utility as a SIFI to the Council. Accordingly, the Council published
a Final Rule on July 27, 2011 with respect to its Authority to Designate
Financial Market Utilities as Systemically Important.®® Thus, Congress
enacted the Dodd-Frank Act requiring enhanced regulation and super-
vision of SIFI market utilities to provide consistency; promote robust
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risk management and safety and soundness; reduce systemic risks; and to
support the stability of the broader financial system. The statute thereby
granted to the Board and a multiplicity of other supervisory agencies an
enhanced role in the supervision of risk-management standards and to
strengthen the liquidity for SIFI financial market utilities. In accordance
with the statutory authority, the FED adopted a Final Rule for Financial
Market Utilities.>? The term payment, clearing, or settlement activity refers
to an activity carried out by one or more financial institutions to facilitate
the completion of financial transactions, except for the offer or sale of a
security that comes under the Securities Act of 1933 or any quotation,
order entry, negotiation, or other pre-trade activity or execution activity.

A financial transaction includes (1) funds transfers; (2) securities
contracts; (3) contracts of sale of a commodity for future delivery; (4)
forward contracts; (5) repurchase agreements; (6) swaps; (7) security-
based swaps; (8) swap agreements; (9) security-based swap agreements;
(10) foreign exchange contracts; (11) financial derivatives contracts; and
(12) any similar transaction that the Council determines to be a financial
transaction. The activities included within the definition of a financial
transaction, payment, clearing, and settlement activities include the cal-
culation and communication of unsettled financial transactions between
counterparties; the netting of transactions; provision and maintenance
of trade, contract, or instrument information; the management of risks
and activities associated with continuing financial transactions; trans-
mittal and storage of payment instructions; the movement of funds;
the final settlement of financial transactions; and other activities as the
Council may determine.®?

A financial market utility (FMU) is defined as any person that manages
or operates a multilateral system for the purpose of transferring, clear-
ing, or settling payments, securities, or other financial transactions among
financial institutions or between financial institutions and the person. A
desygnated financial market utility is one that the Council has designated
as systemically important and thus becomes subject to enhanced pru-
dential supervision as a SIFI. The provisions of Title VIII of the Dodd-
Frank Act, Payment, Clearing, and Settlement Supervision Act of 2010,
are applicable, whereby Congress found that the proper functioning of
the financial markets is dependent upon safe and efficient arrangements
for the clearing and settlement of payment, securities, and other financial
transactions. These utilities and their activities present important risks to
the financial system and are deemed to be systemically important.>*
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3.5.1  Standards for SIFI Designation

Designated financial market utilities are required to meet or exceed risk-
management standards with respect to their payment, clearing, and settle-
ment activities. These standards include:

e Effective measurement, monitoring, and management of credit risk;

e A framework for the comprehensive measurement, monitoring, and
management of credit risk;

e Ifrequired to manage its and its participants’ credit exposure, it must
be with low credit, liquidity, and market risks with conservative hair-
cuts and concentration limits;

e Effective measurement, monitoring, and management of liquidity
risk that arise and are to be borne by the designated market utility;

e Provision for clear and final settlement intra-day and, at a minimum,
by the end of the day of the value date;

e Money settlements are to be conducted in central bank money where
practical and available;

e When the utility operates as a central counterparty, securities, settle-
ment system, or central securities depository, it shall clearly state its
obligations with respect to the delivery of physical instruments of
commodities and identifies, monitors, and manages the risks associ-
ated with such physical activities;

e If it operates as a central securities depository, it must have rules
and procedures to help insure the integrity of securities issues and
minimizes the risks associated with the safekeeping and transfer of
securities;

e If it settles transactions that involves the settlement of two linked
obligations, such as a transfer of securities against payment or the
exchange of one currency for another, the utility eliminates risk by
conditioning the final settlement of one obligation upon the settle-
ment of the other;

e The utility has effective and clearly defined rules and procedures to
manage a participant default that are designed to ensure that the util-
ity can take timely action to contain losses and liquidity pressures so
that it can continue to meet its obligations;

e A utility that operates as a central counterparty has rules and pro-
cedures that enable the segregation and portability of positions of a
participant’s customers and the collateral provided to the utility with
respect to these positions;
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The utility identifies, monitors, and manages its general business risk,
which is the risk of losses that may arise from its administration and
operation as a business enterprise;

The utility must safeguard its own and its participants’ assets and
minimizes the risk of loss on and delay in access to those assets;

The utility manages its operational risks by establishing a robust
operational risk-management framework that is approved by the
Board;

The utility has objective, risk-based, and publicly disclosed criteria
for participation, which permits fair and open access;

The utility identifies, monitors, and manages the material risks aris-
ing from arrangements in which firms that are not direct participants
in the utility rely on the services provided by direct participants to
access the utility’s payment, clearing, or settlement facilities, whether
the risks are borne by the utility or by its participants as a result of
their participation;

The designated financial market utility identifies, monitors, and
manages the material risks arising from arrangements in which firms
that are not direct participants in the designated financial market
utility rely on the services provided by direct participants to access
the designated financial market utility’s payment, clearing, or settle-
ment facilities, whether the risks are borne by the utility or by its
participants as a result of their participation;

If it operates as a central counterparty, securities settlement system,
or central securities depository and establishes a link with one or
more of these types of financial market utilities or trade repositories,
the designated utility identifies, monitors, and manages risks related
to this link; the utility is efficient and effective in meeting the require-
ments of its participants and the markets it serves, and has clearly
defined goals and objectives that are measurable and achievable, such
as minimum service levels, risk-management expectations, and busi-
ness priorities; the regular review of its efficiency and effectiveness;
The utility uses, or at a minimum accommodates, relevant interna-
tionally accepted communication procedures and standards in order
to facilitate efficient payment, clearing, and settlement; and

The utility has clear and comprehensive rules and procedures; pub-
licly discloses all rules and key procedures, including key aspects of
its default rules and procedures; provides sufficient information to
enable participants to have an accurate understanding of the risks,
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fees, and other material costs they incur by participating in the util-
ity; and provides a comprehensive public disclosure of its legal, gov-
ernance, risk management, and operating framework.>®

The process utilized by the Council is similar to the one earlier in this
chapter, and is reviewed in stages. In the first stage, the key considerations are:

e Aggregate monetary value of transactions processed by an FMU:

1. Number of transactions processed, cleared or settled by an FMU;
2. Value of transactions processed, cleared, or settled by an FMU;
3. Value of other financial flows that may flow through an FMU.

e Aggregate exposure of an FMU to its counterparties:

1. Credit exposures to counterparties;
2. Liquidity exposures to counterparties.

e Relationship, interdependencies, or other interactions of an FMU
with other FMUs. or payment, clearing, or settlement activities:

1. Metrics that measure the relationship and interdependencies of
an FMU.

e Effect that the failure of or disruption to an FMU would have on
critical markets, financial institutions, or the broader financial system:

1. Role of an FMU in the market served;
2. Availability of substitutes.

¢ Any other factors that the Council deems appropriate.

In Stage Two, the Council conducts a more-in-depth review and analy-
sis of a specific FMU from a quantitative and qualitative viewpoint, with
a greater focus on elements that may be particular to a specific FMU or
a market. It will use its assessments described above to decide whether a
particular FMU meets the SIFI criteria. It will decide: (1) Whether the
failure of or a disruption to the functioning of the FMU now or in the
future could create, or increase, the risk of significant liquidity or credit
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problems spreading among financial institutions or markets (the First
Determination); and (2) Whether the spread of such liquidity or credit
problems among financial institutions or markets could threaten the sta-
bility of the financial system of the USA (the Second Determination).>®

The following financial market utilities have been designated by the
Council as SIFIs together with their Supervisory Agencies, thus subjecting
them to enhanced prudential standards:

The Clearing House Payments Company LLC, (CHIPS)—
FRB. CHIPS is a real-time, multilateral payment system typically
used for large dollar payments, supervised by the Board, and is also
under the supervision of and examination by other Federal bank
supervisory agencies, under the auspices of the Federal Financial
Institutions Examination Council (FFIEC);

CLS Bank International—FRB. The CLS Bank International is a special
purpose bank that settles simultaneously both payment obligations aris-
ing from a single foreign exchange (FX) transaction. It also settles the
bilateral net payment obligations arising in multiple currencies from over-
the-counter (OTC) credit derivatives contracts housed in Depository
Trust and Clearing Corporation’s Trade Information Warehouse;
Chicago Mercantile Exchange, Inc.—The Commodity Futures
Trading Commission (CFTC). The Exchange, through its US
clearing division, provides central counterparty clearing services for
futures, options, and swaps contracts;

The Depository Trust Company (DTC)—SEC; The DTC is a cen-
tral securities depository and securities settlement system for eligible
securities including equities, corporate bonds, and municipal bonds,
as well as money market instruments such as commercial paper;
Fixed Income Clearing Corporation (FICC)—SEC. The FICC is
composed of the Government Securities Division (GSD) and the
Mortgage-Backed Securities Division (MBSD). GSD is a central
counterparty for US Treasury and agency debt securities. MBSD is a
central counterparty for US Agency pass-through mortgage-backed
securities. FICC is a clearing agency registered with the SEC;

ICE Clear Credit LLC (ICC)—CFTC. ICC provides central counter-
party clearing services for standardized credit-default swap contracts;
clears CDS on indices, single-name corporates, and single-name sov-
ereigns. It is a derivatives clearing organization registered with the
CFTC and a securities clearing agency registered with the SEC;
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e National Securities Clearing Corporation (NSCC)—SEC; The
NSCC is a central counterparty that provides clearing and settlement
services for US equities, corporate and municipal bonds, exchange-
traded funds, and unit investment trusts; and

¢ The Options Clearing Corporation (OPCC)—SEC. The OCC pro-
vides central counterparty clearing services for US options, futures,
and options on futures contracts.®’

The reader will have noted that the designation as a SIFI entails a pano-

ply of enhanced prudential standards that are applicable to that status. In
Chap. 4, we will discuss additional obligations faced by shadow banking
entities upon receiving the SIFI designation.
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CHAPTER 4

Enhanced Prudential Standards

The consequence of being designated a systemically important financial
institution (SIFI) is the imposition of enhanced prudential standards that
will ostensibly prevent or mitigate risks to US stability that may arise as a
result of material financial distress or failure, or ongoing activities, of large,
interconnected financial institutions. In this chapter, we will discuss the
statutory and regulatory requirements that alleviate such dangers, their
intended application to a formerly major financial company and the result,
and a commentary on director independence on corporate boards.

4.1  STATUTORY REQUIREMENTS

§165 of the Dodd-Frank Act requires the Board of Governors to establish
enhanced prudential standards for non-bank financial companies super-
vised by the Board and bank holding companies (BHCs) with total assets
of $50 billion or more that are more stringent than standards and require-
ments for companies that do not present risks to the financial stability of
the USA. The Board on its own, or pursuant to recommendations of the
Counclil, is to differentiate these companies on an individual basis or by
category, taking into account the capital structure, riskiness, complexity,
financial activities, whether the company owns an insured depository insti-
tution, non-financial activities and affiliations, and any other appropriate
risk factors.!
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The required standards to be established by the Board are risk-based
capital requirements and leverage limits; liquidity requirements; over-
all risk-management requirements; resolution plan and credit exposure
report requirements; and concentration limits. In addition, the Board may
establish a contingent capital requirement; enhanced public disclosures;
short-term debt limits; and other prudential requirements on its own or
pursuant to recommendations of the Council. Foreign non-bank financial
companies or foreign-based BHCs supervised by the Board are also sub-
ject to the said standards but the Board is to take into account whether
they are subject to comparable standards within their home countries.?

Once a non-bank financial company and certain BHCs receive a SIFI
determination, they become subject to enhanced supervision and pruden-
tial standards as set forth in the Dodd-Frank Act §165. The Act provides
that the Board of Governors is to establish prudential standards for non-
bank financial companies as well as BHCs with total assets of $50 billion
or more that are more stringent than requirements for companies not
meeting the threshold, albeit the Board may raise the threshold above
the said sum. The Board, acting on recommendation from the Council
or on its own, may differentiate among the companies on an individual
basis, taking into consideration their capital structure, riskiness, complex-
ity, financial activities, size, and other related risk factors that the Board
deems appropriate.?

4.1.1  Requived Prudential Standards

The required prudential standards under §165 of the Dodd-Frank Act are
to include:

e Risk-based capital requirements and leverage limits unless the
Board, in consultation with the Council, deems the requirements
to be inappropriate for a company already subject to more strin-
gent requirements under other statutory and regulatory provisions,
such as investment company activities or assets under management
or structure, in which case the Board shall apply other similarly strin-
gent risk controls;

e Liquidity requirements;

e Overall risk-management and credit exposure report requirements;
and

e Concentration limits.*
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Additional Standards

The Board is also authorized to establish a contingent capital requirement;
enhanced public disclosure; short-term debt limits; and other require-
ments it and the Council deem appropriate.® The Board, in prescribing the
risk factors, is to take into account the differences among the non-bank
financial companies that it supervises and adapt the required standards
that are appropriate for the predominant line of business of the company,
including assets under management and other activities. Prior to the impo-
sition of prudential standards, other requirements, notices of deficiencies
or divestiture orders that under §165 are likely to have a significant impact
on the company’s regulated subsidiary, the Board is to consult with each
Council member who supervises any of the subsidiaries.¢

Contingent Capital

The enhanced prudential standards also provide that the Board of
Governors may issue regulations that require each non-bank financial
company that it supervises to maintain a minimum amount of contingent
capital that is convertible to equity in times of distress. The factors that
the Board are to consider include the results of a study undertaken by the
Council and any of its reccommendations; an appropriate transition period
for the implementation of the capital requirements; and the risk factors
referred to above.”

Resolution Plan
The Dodd-Frank Act requires a non-bank financial company subject to its
supervision to report the plan of the company for rapid and orderly resolu-
tion in the event of material financial distress or failure (often described as
a “living will”) periodically to the Board, the Council, and to the Federal
Deposit Insurance Corporation (FDIC). The plan is to include (1) infor-
mation regarding the manner and extent to which any insured depository
institution affiliated with the company is adequately protected from risks
arising from its activities; (2) full descriptions of its ownership, structure,
assets, liabilities, and contractual obligations; (3) identification of the cross
guarantees tied to different securities, identification of major counterpar-
ties, and a process for determining to whom the collateral of the company
is pledged; and (4) any other information that the Board and the FDIC
may require.®

In addition, SIFIs and BHCs are to report periodically (1) the nature
and extent to which the company has credit exposure to other significant
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non-bank financial companies and significant BHCs; and (2) the nature
and extent to which other significant non-bank financial companies and
significant BHCs have credit exposure to that company. The Board of
Governors and the FDIC are to review the information provided and
advise the entity if the plan is not credible and/or whether there are
any deficiencies in the resolution plan that need to be addressed in its
resubmission. In the event of a failure to resubmit the resolution plan
with such revisions as required in a timely fashion, then the Board and
the FDIC may jointly impose more stringent capital, leverage, or liquidity
requirements or restrictions on the growth, activities, or operations of the
company or any subsidiary thereof, until such time as the company resub-
mits a plan that remedies the deficiencies.’

The Board and the FDIC, after consultation with the Council, may
order the SIFI, any company engaged in significant financial activities,
BHC, or subsidiaries thereof (covered financial companies) to divest cer-
tain assets or operations that have been identified as necessary for the
orderly resolution of the company under Title 11 of the Bankruptcy Code
(reorganization) if it is failing, as well as imposing more stringent require-
ments. The plan, however, is not binding upon the bankruptcy court, the
receiver, or any other official in connection with the reorganization or
dissolution of the company.!®

In order to assist the SIFI or BHC in formulating the resolution plan,
the Board provided a model template under §165(d) of the Dodd-Frank
Act.!! The plan is divided into a public section and a confidential section.
The public section is an executive summary of the resolution plan that pro-
vides basic information including the names of the entities; a description
of core business lines; financial information regarding assets, liabilities,
capital, and major funding sources; a description of derivative and hedging
activities; list of memberships in material payment, clearing, and settlement
systems; the identities of supervising authorities and principal officers; a
description of foreign operations; its corporate governance structures and
processes for resolution planning; material management information sys-
tems; and the company’s resolution strategy. The confidentiality section
contains the specific resolution plans and related materials.

Credit Exposure Report

The Board shall additionally require these companies to report periodi-
cally to the Board on (1) the nature and extent to which the company
has credit exposure to other significant non-bank financial companies and
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significant BHCs; and (2) the nature and extent to which other significant
non-bank financial companies and significant BHCs have credit exposure
to that company.!?

Deficiencies of Resolution Plan and Credit Exposure Report

If the Board and the FDIC jointly determine that the resolution plan of
the non-bank financial company is not credible or would not result in an
orderly resolution of material distress or failure, it shall notify the com-
pany of the discrepancies and the company is mandated to resubmit the
resolution plan with the appropriate time frame for an orderly resolution.
Failure to do so may lead to more stringent capital, leverage, or liquidity
requirements or restrictions on the company’s growth, activities, or opera-
tions. The Board and the FDIC, in consultation with the Council, may
order the divestiture of assets or operations. The resolution plan is not
binding on a bankruptcy court. The statute does not afford private relief
based on a resolution plan under this section. Final Rules were to be issued
implementing the statute but at the time of writing have yet to be issued.!?

Concentration Limits

The Dodd-Frank Act requires the Board of Governors to prescribe stan-
dards to limit the risks that an individual company could pose to a non-
bank financial company or BHC. Among the statutory requirements are
that the regulations prohibit the said companies from having credit expo-
sure to any unaffiliated company that exceeds 25 % of the capital stock and
surplus, or a lower percentage if the Board determines it necessary in order
to mitigate risks to the company and to the financial stability of the USA.
Credit exposure is defined as: (1) all extensions of credit to the company,
including loans, deposits, and lines of credit; (2) all repurchase agreements
and all reverse repurchase agreements with the company, and all securities
borrowing to the extent that they create credit exposure to the company;
(3) all guarantees, acceptances, or letters of credit issued on behalf of the
company; (4) all proceeds of or investment in securities issued by the com-
pany; (5) counterparty credit exposure to the company in connection with
derivative transactions; and (6) other similar transactions as determined by
the Board.!*

Short-Term Debt Limits
The Dodd-Frank Act gives discretionary authority to the Board to issue
regulations governing short-term debt limits that could jeopardize the
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financial stability of the USA. A short-term debt is defined by the Act as
“such liabilities with short-term maturity that the Board of Governors
identifies, by regulation, except that such term does not include insured
deposits.” Any limit imposed by the Board is to be based on the short-
term debt of the company as a percentage of capital stock.'®

Risk Committee

The Act requires the Board to require non-bank financial companies under
its jurisdiction to establish a risk committee within one year from receipt
of a final determination as a SIFI. The risk committee is to be responsible
for the oversight of the enterprise-wide risk-management practices of the
said company. It is to consist of the Board-mandated number of indepen-
dent directors based on the nature of operations, size of assets, and other
appropriate criteria related to the supervised company, and include at least
one risk-management expert who has experience in identifying, assessing,
and managing risk exposures of large, complex firms.!°

Leverage Limitation

For non-bank financial companies under the Board’s jurisdiction as well as
BHCs with total consolidated assets of $50 billion or more, the Board is
mandated to require the maintenance of debt to equity ratio of not more
than 15:1 if it is determined by the Council that the company poses a
grave threat to the financial stability of the USA and that the imposition of
the requirement is necessary to mitigate risks. The Council is to consider
the risk factors stated earlier in this chapter.!”

Inclusion of Off-Balance-Sheet Activities in Computing Capital
Requirements

The ENRON scandal, which occurred mainly because of the ostensible
concealment of oft-balance-sheet losses occurring oftshore, is likely what
Congress had in mind when it required in the Dodd-Frank Act that the
Board, subject to exemptions it may determine, take into consideration
the inclusion of oft-balance-sheet activities in the Board’s computation of
capital for purposes of meeting capital requirements. An off-balance-sheet
activityis defined as “an existing liability of a company that is not currently
a balance sheet liability, but may become on upon the happening of some
future event including the following transactions, to the extent that they
may create a liability™:
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* Direct credit substitutes in which a bank substitutes its own credit
for a third party, including standby letters of credit;

e Irrevocable letters of credit that guarantee repayment of commercial

paper or tax-exempt securities;

Risk participation in bankers’ acceptances;

Sale and repurchase agreements;

Assets sales with recourse against the seller;

Interest rate swaps;

Credit swaps;

Commodities contracts;

Forward contracts;

Securities contracts; and

Such other activities or transactions as the Board of Governors may,

by rule, define.!®

Stress Tests
The Board of Governors, in cooperation with the appropriate governmen-
tal financial regulatory agencies, including the Federal Insurance Office,
is required to conduct annual analyses of non-bank financial companies
under its jurisdiction to evaluate whether the companies have the capital,
on a consolidated basis, necessary to absorb losses in the face of adverse
economic conditions. The stress testing is to be conducted by providing
at least three different sets of conditions including baseline, adverse, and
severely adverse conditions. Additional analytic techniques may be devel-
oped and required by the Board to identify, measure, and monitor risks to
the financial stability of the USA. Companies are to update their resolution
plans as the Board may require based on the results of the stress testing.
For the macro-economic scenarios ,the financial and economic vari-
ables to be used are:

e Five measures of economic activity and prices: real and nominal
gross domestic product (GDP) growth, the unemployment rate of
the civilian non-institutional population aged 16 and over, nominal
disposable personal income growth, and the Consumer Price Index
(CPI) inflation rate;

e Four measures of developments in equity and property markets: the
Core Logic National House Price Index, the National Council for Real
Estate Investment Fiduciaries, Commercial Real Estate Price Index,
and the Chicago Board Options Exchange Market Volatility Index;
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e Commercial Real Estate Price Index, the Dow Jones Total Stock
Market Index, and the Chicago Board Options Exchange Market
Volatility Index; and

e Four measures of interest rates: the rate on the three-month Treasury
bill, the yield on the ten-year Treasury bond, the yield on a ten-year
BBB investment grade corporate security, and the interest rate associ-
ated with a conforming, conventional, fixed-rate, 30-year mortgage.'®

The international variables provided for in the 2012 Comprehensive
Capital Analysis and Review (CCAR) is an annual exercise by the FED to
ensure that institutions have robust, forward-looking capital planning pro-
cesses that account for their unique risks and sufficient capital to continue
operations throughout times of economic and financial stress, including
in the euro area, and that reflect the consensus views of the economic and
financial outlook.

The baseline scenario is described as a set of conditions that affect
the US economy or the financial condition of a banking organization.
Projections under the scenario are used to evaluate how companies would
perform in more likely economic and financial conditions. It serves as a
point of reference to the severely adverse and adverse scenarios by giving a
sense of how much of the company’s capital decline could be ascribed to
the scenario as opposed to the company’s capital adequacy under expected
conditions.?

Each of the companies with total consolidated assets of $50 billion or
more supervised by the Board is required to conduct stress tests twice a
year, while those of assets of over $10 billion and which are regulated by
a primary Federal financial authority are to do so annually. A report of
the companies’ findings is to be submitted to the Board as directed. The
Board and each federal primary financial regulatory agency are to coordi-
nate with each other as well as with the Federal Insurance Office concern-
ing the methodologies to be used in stress testing, as well as the form and
content of the report to be furnished by the affected companies.?!

4.1.2  SIFIs in Defaunlt ov in Danger of Defanlt

The Dodd-Frank Act §203(c)(4) states that a covered company in dan-
ger of default is a financial company whereby: (1) a case has been, or is
likely to be, commenced with respect to the financial company under the
Bankruptcy Code; (2) the financial company has incurred, or is likely to
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incur, losses that will deplete all or substantially all of its capital, and there
is no reasonable prospect for the company to avoid such depletion; (3) the
assets of the financial company are, or are likely to be, less than its obliga-
tions to creditors and others; or (4) the financial company is, or is likely to
be, unable to pay its obligations (other than those subject to a bona fide
dispute) in the normal course of business.??

EDIC Proposed Resolution Authority

The FDIC and the Bank of England together with regulators in the respec-
tive countries have developed contingency plans in the event of the fail-
ure of a US- or UK-based SIFI that has significant operations within their
jurisdictions. The FDIC published for comment a proposed Resolution
of Systemically Important Financial Institutions: The Single Point of Entry
Strategy,?® whose purpose it is to develop its capabilities for the implementa-
tion of the Orderly Liquidation Authority (OLA) established under Title IT
of the Dodd-Frank Act with respect to SIFIs that are bankrupt. The prob-
lem to be addressed was the absence of adequate and credible resolution
plans with respect to global SIFIs (G-SIFIs) that was exposed during the last
financial crisis. The Financial Stability Board (FSB) identified 28 G-SIFIs
in the G20 countries, four of which were in the United Kingdom (UK)
and eight in the USA. Approximately 80 % of the reported foreign activi-
ties of the eight US G-SIFIs emanate from the UK. The FDIC’s receiver-
ship authority was limited to federally insured banks and thrift institutions.
Because of the lack of authority to place a holding company or affiliates of an
insured depositary into FDIC receivership to avoid systemic consequences,
its choices were limited to either a bail-out or disorderly bankruptcy.

In the event that a SIFI should fail, Title I and Title II of the Dodd-
Frank Act empower the FDIC, the FED and other regulatory authori-
ties with significant new authorities to address the impending bankruptcy.
As stated above, financial companies have to devise a “living will” that
sets forth how an impending material financial distress or default is to be
resolved in a rapid and orderly manner under the Bankruptcy Code. If a
SIFI cannot be otherwise liquidated by merger or other comparable reso-
lution with a financially solvent firm that is able to take over the SIFI, then
Title II grants the authority to the FDIC to place the SIFI under FDIC
receivership. The FDIC, by virtue of its OLA, is enabled to ensure the
rapid and orderly resolution of a covered financial company. Title II leaves
the mechanism for the exercise of its OLA but states certain policy goals
that have to be addressed.
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§206 of the Dodd-Frank Act requires the FDIC and the Securities Investor
Protection Corporation (SIPC) for broker-dealers to resolve the liquidation
in a manner that holds owners and managers responsible for the company’s
failure and minimizes moral hazard and promotes market discipline while
maintaining the stability of the US financial system at no cost to taxpayers.
Accordingly, the section requires the FDIC to assure that the main purpose
of its liquidation authority is to (1) preserve the financial stability of the USA
rather than to preserve the failing financial company; (2) ensure that the
shareholders of the covered financial company do not receive payment until
after all other claims are fully paid; (3) ensure that unsecured creditors bear
losses in accordance with the priority of their claims; (4) ensure that manage-
ment responsible for the failed condition of the covered financial company
is removed; (5) ensure that the members of the board of directors or com-
parable persons responsible for the failed condition of the covered financial
company be removed; and (6) not take an equity interest in or become a
shareholder of any covered financial company or any covered subsidiary. The
Act leaves it to the FDIC to prescribe such rules or regulations as it deems
necessary or appropriate to implement the Act.

The FDIC noted that it had to consider and resolve a number of obsta-
cles that had to be addressed in any resolution. The major impediments it
determined were:

e The multiple competing insolvencies among multiple jurisdictions
with differing insolvency frameworks, which may cause the risk of
discontinuity of critical operations and uncertain outcomes;

e The risk that other foreign jurisdictions may not cooperate with the
USA and may seek to protect assets of the defaulting financial com-
pany within its borders, thereby raising the specter of US financial
stability and /or loss of franchise value, as well as uncertainty in the
markets;

e The risk that services provided by an affiliate or third party might be
interrupted, or access to payment and clearing capabilities might be lost;

e The risk that counterparty actions might create operational chal-
lenges for the company, leading to systemic market disruption or
financial instability in the USA; and

e The risk of insufficient liquidity to maintain critical operations, which
may arise from increased margin requirements, termination or inabil-
ity to roll over short-term borrowings, or loss of access to alternative
sources of credit.
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Accordingly, the FDIC has proposed the “single point of entry strat-
egy.” The reason for the designation of one point of entry is the reality
that US SIFIs have a holding company corporate structure with a top-
tier parent and numerous operating subsidiaries that interconnect with
additional entities across multiple jurisdictions globally, each having its
own legal and regulatory requirements that make resolution extraordi-
narily difficult. Operations and funding often take place as needed across
multiple borders. Thus, the FDIC proposes that, inasmuch as it is the
top-tier company which raises the equity capital of the institution and
subsequently downstream equity and some debt funding to its subsidiar-
ies, the losses should be imposed upon the shareholders and creditors of
the top-tier holding as well as culpable senior management being removed
without imposing cost on taxpayers. The end result, as anticipated by the
FDIC, is to create a more stable financial system over the longer term and
to preserve financial stability by maintaining the critical services, opera-
tions, and funding mechanisms conducted throughout the company’s
operating subsidiaries.

4.2  REGULATORY PRUDENTIAL REQUIREMENTS

The difficulty as of this writing is that the Board has yet to promulgate
rules and regulations for non-bank financial companies, even though
the Final Rule under §165 has been promulgated with respect to BHCs
and foreign banking organizations.?* It appears that this Final Rule will
become the baseline for enhanced prudential standards as they apply to
non-bank financial companies. The perceived difficulty in not making the
Final Rule applicable to non-bank companies is that the types of busi-
nesses, structures, and degrees of risk vary widely among these companies,
whereas the Rules are more easily formulated with the more homogenized
US and foreign BHCs.?

The long-anticipated Final Rule for non-bank financial companies
is likely to be similar to the Final Rule that was issued by the Board of
Governors of the Federal Reserve System on February 18, 2014 that
implemented enhanced prudential standards applicable to BHCs and
foreign banking organizations with total consolidated assets of $50 billion
or more pursuant to §165 of the Dodd-Frank Act.?® Less enhanced provi-
sions are also made for large sums not meeting the $50 billion threshold.
Thus, for publicly traded BHCs with total consolidated assets of $10 bil-
lion or more, the firm must establish a risk committee that approves and
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periodically reviews risk-management policies that is commensurate with
its structure, risk profile, complexity, activities, and size.

The risk-management framework is to include policies and procedures
establishing risk-management governance, risk-management procedures,
and risk-control infrastructure for global operations. It is also to include
processes and systems for implementing and monitoring compliance with
policies for identifying current and emerging risks; risk-management defi-
ciencies; allocation of risk-managerial responsibilities independent of senior
management personnel; maintenance of records of proceedings; having at
least one member with experience in identifying, assessing, and managing
risk exposures; and assurance of independence in the performance of the
said functions.?” The Final Rule for large non-bank financial companies
with comparable total assets is likely to contain similar provisions.

4.2.1  Enhanced Prudential Requirvements

For BHCs with total consolidated assets of $50 billion or more, enhanced
prudential standards are mandated. In addition to the risk-management
and risk-committee requirements stated above, there are liquidity risk-
management and liquidity stress test requirements. In addition to the less
onerous risk-management and risk committee requirements, the larger
entities of $50 billion or more must appoint an experienced chief risk offi-
cer who is responsible for overseeing the establishment of risk limits on
an enterprise-wide basis; implementing ongoing compliance; managing
risks and risk controls within the parameters of the company’s risk control
framework; and monitoring and testing the company’s risk controls. He or
she is to be responsible for reporting risk-management deficiencies and to
resolve them in a timely manner. For liquidity risk-management require-
ments, the board of directors of the company must approve an acceptable
level of liquidity risk in connection with its operating strategies, taking
into account its capital structure, risk profile, complexity, activities, and
size. The board of directors must approve and periodically approve and
periodically review its liquidity risk-management policies and procedures
and strategies established by senior management. The risk committee must
approve a contingency funding plan and any material revisions thercof.?
Senior management must establish and implement strategies, poli-
cies, and procedures to effectively manage the company’s risk that may
impact adversely the market’s perception of its inability to meet collateral
obligations. It must oversee and implement its liquidity risk management
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and reporting systems and report to the board at least quarterly the com-
pany’s liquidity risk profile and liquidity risk tolerance. Senior manage-
ment must approve new products and business lines that could have a
significant effect on the company’s liquidity risk profile and review at least
annually whether any line or product creates an unanticipated liquidity
risk. Further, it must review the cash-flow projections at least quarterly to
ensure that the liquidity risk is within the established liquidity risk toler-
ance and establish liquidity risk limits. It must also engage in stress testing
by approval of stress-testing practices, methodologies, and assumptions at
least quarterly.

The company must establish and maintain a review function that is
independent of management functions that execute funding to evaluate
its liquidity risk management. The function must regularly evaluate the
adequacy and effectiveness of the company’s liquidity risk-management
processes and assess whether it is in compliance with applicable laws and
regulations. Issues arising from this must be reported to the board or to
the risk committee for corrective action. The company must update its
cash flow projections, establishing a methodology for making the projec-
tions, and include any assumptions and details as to its capital structure,
risk profile, complexity, currency exposure, activities, and size of the com-
pany.?’ The Final Rule contains a lengthy methodology that is to be uti-
lized in liquidity stress testing and buffer requirements.*

Top-tier non-bank financial companies will most likely have similar com-
pliance mandates but dependent on the variant nature of the enterprise.

The FED indicated in its Final Rule that it intends, after a SIFI desig-
nation, to assess the business model, capital structure, and risk profile of
the SIFI-designated company to determine how the proposed enhanced
prudential standards should apply. It would also, where applicable, tai-
lor the application of the standards to that non-bank financial company
or to a category of comparable non-bank financial companies. The FED
intends to take into account the differences among the SIFIs and BHCs
supervised by the Board with total consolidated assets of $50 billion or
more. The FED intends to apply similar enhanced prudential standards to
companies that are similar in activities and risk profiles. For BHCs that dif-
fer from other BHCs in their activities, balance-sheet structure, risk pro-
file, and functional regulation, it expects to apply more tailored standards.

Governor Daniel Tarullo of the Board of Governors of the Federal
Reserve, while noting that many commentators believed the Final Rule
was not appropriate for non-bank financial institutions, nevertheless stated
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that companies similar in activities and profile to BHCs will likely be made
subject to the Rule. Companies that differ in their activities, balance-sheet
structure, risk profile, and financial regulation will be subject to more tai-
lored standards. In cither of the alternatives, the non-bank financial com-
panies will be provided with notice and opportunity to comment prior to
determination of their enhanced prudential standards.?!

4.2.2  Capital Planning

A BHC with total consolidated assets of $50 billion or more is mandated
to develop and maintain a capital plan. The Board’s view is that capital
planning at large, complex BHCs is crucial in ascertaining the company’s
ability to absorb unexpected losses and continue to lend to creditworthy
businesses and consumers. In so doing, both the public and the FDIC’s
insurance program are safeguarded and are critical to the stability and
effective functioning of the US financial system. The Federal Reserve’s
Capital Plan Rule and the associated annual CCAR focus on the amount
of capital that a BHC has; the internal practices and policies a firm uses to
determine the amount and composition of capital that would be adequate
given the firm’s risk exposures and corporate strategies; and supervisory
expectations and regulatory standards. Adequate capital planning will
ensure that BHCs have sufficient capital in a broad range of future macro-
economic and financial market environments by governing the capital
actions, including dividend payments, share repurchases, and share issu-
ance and conversion.??

The company’s board of directors is required to review the robustness
of BHC’s process for assessing its capital adequacy, ensure that any defi-
ciencies are addressed and remedied, and approve the BHC’s capital plan.
The plan is to contain the following elements:

e An assessment of the expected uses and sources of capital in its plan-
ning that reflects the BHC’s size, complexity, risk profile, and scope
of operations, assuming both expected and stresstul conditions,
including estimates of projected revenues, losses, pro forma capital
levels, and other relevant capital measures under a range of stressful
conditions;

e A calculation of the pro forma Tier 1 common ratio over the plan-
ning horizon under expected conditions and under a range of
stressed scenarios, and discussion of how the company will maintain
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a pro forma Tier 1 common ratio above 5 % under these conditions;
a discussion of the results of any stress test required by law or regula-
tion, and an explanation of how the capital plan takes these results
into account;

e A detailed description of the BHC’s process for assessing capital ade-
quacy, including a discussion of how the BHC will, under expected
and stressful conditions, maintain capital commensurate with its
risks, maintain capital above the minimum regulatory capital ratios
and above a Tier 1 common ratio of 5 %, and serve as a source of
strength to its subsidiary depository institutions;

e A discussion of how the BHC will, under expected and stressful
conditions, maintain sufficient capital to continue its operations by
maintaining ready access to funding, meeting its obligations to credi-
tors and other counterparties, and continuing to serve as a credit
intermediary; the BHC’s capital policy; and

e A discussion of any expected changes to the BHC’s business plan
that are likely to have a material impact on the firm’s capital ade-
quacy or liquidity.

There are provisions for review of the capital plan by both the Board
and the Federal Reserve Bank (FRB) which may include resubmission to
cure the plan’s inadequacy, if any; restrictions on distribution of capital
unless approved by the board of directors of the BHC and/or the FRB
with exceptions for well-capitalized BHCs; and provisions for disapproval
of the plan and hearing on the merits thereof.?

4.2.3  Resolution Plans

Financial Stability Board (FSB)

The FSB adopted guidance for national regimes entitled Key Attributes of
Effective Resolution for Financial Institutions (KA),** pursuant to a man-
date from the G20 which approved the document at the Cannes Summit
in November 2011. The document addressed the problem of cross-border
resolution (bankruptcy reorganization) of financial institutions, permit-
ting financial companies to continue operation at no cost to taxpayers and
rendering an effective resolution to claims of creditors. The KA listed 12
essential features that should be made a part of the reorganization, taking
into account the varying national legal systems and market environments.
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Before addressing each of the features, the FSB stated that an effective
resolution regime should accomplish the following;:

e Ensure continuity of systemically important financial services and
payment, clearing and settlement functions;

e Protect, where applicable and in coordination with the relevant
insurance schemes and arrangements, such depositors, insurance
policyholders, and investors as are covered by such schemes and
arrangements, and ensure the rapid return of segregated client assets;

e Allocate losses to firm owners (sharecholders) and unsecured and
uninsured creditors in a manner that respects the hierarchy of claims;

e Not rely on public solvency support and not create an expectation
that such support will be available;

e Avoid unnecessary destruction of value, and therefore seek to mini-
mize the overall costs of resolution in home and host jurisdictions
and, where consistent with the other objectives, losses for creditors;

e Provide for speed and transparency and as much predictability as
possible through legal and procedural clarity and advanced planning
for orderly resolution;

e Provide a mandate in law for cooperation, information exchange,
and coordination domestically and with relevant foreign resolution
authorities before and during a resolution;

e Ensure that non-viable firms can exit the market in an orderly way;
and

e Be credible, and thereby enhance market discipline and provide
incentives for market-based solutions. Jurisdictions should have in
place a resolution regime.3®

The 12 attributes are as follows:

e Scope. The scope of the guidance includes any systemically impor-
tant financial institution, its holding companies, branches, and other
entities within its purview, particularly all domestically important
G-SIFIs.

® Resolution authority. Every national jurisdiction should have a
regime devoted to exercising powers of resolution. The resolution
authority should be independent; have unimpeded access to the
firms requiring resolution; be free of liability for actions or omis-
sions; be able to pursue financial stability, protect investors, policy
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holders, and depositors; avoid lessening of value and excessive costs;
and consider the impact of its actions on the financial stability of
other jurisdictions.

Resolution powers. Resolution should take place before the firm
is totally insolvent and before all equity is erased. The resolution
authority should be given a wide range of powers, including the fol-
lowing: the power to transfer selected assets and liabilities to a third
party; establish bridge institutions to take over and continue opera-
tions of the failed firm; be able to remove and replace senior manage-
ment officials; appoint an administrator to take control of the firm;
operate the firm in its entirety; continue essential services of the firm;
override rights of shareholders; transfer or sell assets and liabilities
and other aspects of the firm; establish a separate asset management
vehicle; temporarily stay the exercise of termination rights; impose
a moratorium on payments to unsecured creditors and customers;
and effect the closure and orderly wind-down of the failed firm.
With respect to insurance firms, the resolution authorities should be
enabled to undertake a portfolio transfer of all or part of the insur-
ance business to another insurer and discontinue the writing of new
business.

Set-off, metting, collateralization, seqregation of client assets. The
legal framework governing each of the said areas should be clear and
transparent. If any of the said rights entitle the holders to exercise
acceleration or early termination, the resolution authorities should
have the power to stay such rights temporarily not exceeding two
business days pending resolution of the claims.

Safequards. Resolution powers are to be exercised fairly with equal-
ity of treatment to creditors of the same class; equity holders are to
absorb losses first and there is to be no loss to senior debt-holders
unless the subordinated debt has been written oft entirely; and credi-
tors are to receive at least the same compensation they would receive
in liquidation.

Funding of firms in resolution. Resolution authorities should not be
reliant on public or bail-out funds. If such funds are necessary, then
provisions should be made to recover the moneys expended from
shareholders and unsecured creditors and these should be subject to
strict conditions to minimize risk of moral hazard. As a last resort, the
firm may be taken over by the public authorities on a temporary basis
to continue critical operation while seeking a permanent solution.
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o Legal framework conditions for cross-border cooperation. The resolu-
tion authorities are to cooperate with other national authorities for
cross-border insolvencies and not exercise jurisdiction with respect
to resolution or insolvency proceedings in another jurisdiction. It
may exercise jurisdiction with respect to local branches of foreign
firms and cooperate with the other jurisdiction in the orderly transfer
of property. National laws should not discriminate against creditors
on the basis of their nationality and should provide for transparent
and expedited processes to give effect to foreign resolution measures.

o Crisis Management Groups (CMGs). Both the home and key host
authorities of all G-SIFIs should maintain CMGs for the resolution
of all cross-border issues pertaining to the financial crisis of the firm
and should include the supervisory authorities, central banks, resolu-
tion authorities, finance ministries, and public authorities responsible
for the guarantee schemes of jurisdictions that are home or host to
entities of the group that are material to its resolution, and should
cooperate closely with authorities in other jurisdictions where firms
have a systemic presence.

o Institution-specific cross-border cooperation agreements. For all
G-SIFIs, the home and host countries should have agreements that
establish the objectives and processes for cooperation through the
CMGs; define the role and responsibilities of each of the national
authorities; set out the process for sharing of information; coordi-
nate in the conduct of resolvability assessments; have agreements
concerning consultation, information, and implementation mea-
sures; and have the agreements made public.

* Resolvability assessments. At least for G-SIFIs, resolution authorities
are to regularly undertake resolvability assessments concerning the
feasibility of resolution strategies, the extent of critical services per-
formed, intra-group exposures, robustness of cross-border coopera-
tion, and information sharing.

® Recovery and resolution planning. Jurisdictions should have in place
an ongoing process for recovery and resolution planning including a
requirement for the firm’s senior management to be responsible for
providing authorities with an assessment of recovery plans. These
plans should include financial and economic functions for which
continuity is critical; suitable resolution options to preserve those
functions during the wind-down of the firm; data requirements on
the firm’s business operations, structures, and systemically impor-



ENHANCED PRUDENTIAL STANDARDS 143

tant functions; potential barriers to effective resolution and actions
to mitigate those barriers; actions to protect insured depositors and
insurance policyholders; and ensure the rapid return of segregated
client assets and clear options or principles for the exit from the reso-
lution process.

o Access to information and information sharing. There should be no
impediment to information-sharing among supervisory authorities,
central banks, resolution authorities, finance ministries, and public
authorities.*

§165(d)(8) of the Dodd-Frank Act states that the Board and the FDIC
jointly issue rules and requirements with respect to the submission and
content of a resolution plan for covered companies, defined as any non-
bank financial company supervised by the Board, a BHC having $50 bil-
lion or more in total consolidated assets, and any foreign bank of BHC
with $50 billion or more in assets connected to and having a functionally
regulated subsidiary in the USA that is significant to the critical operations
or core business of the foreign entity.?”

In essence, a covered company is to annually file a resolution plan with
the FRB and the FDIC, the substance of which is dependent on its rel-
evant size. Thus, if the covered company has less than $100 billion in total
non-bank assets, or if it is a foreign company with the said sum in total
US assets, then the filing may be limited to an executive summary of the
plan with more limited substance. For all plans, the executive summary
should include (1) the key elements of the covered company’s strategic
plan for rapid and orderly resolution in the event of material financial
distress at or failure of the covered company; (2) material changes to the
covered company’s resolution plan; and;(3) any actions taken by the cov-
ered company since filing of the previous resolution plan to improve the
effectiveness, mitigate any material weaknesses or impediments of the cov-
ered company’s resolution plan, or remediate for the effective and timely
execution of the resolution plan.3

The resolution plan, among other provisions, is to include the following;:

e A strategic analysis describing the company’s plan for the rapid and
orderly resolution of the firm in the event of material financial dis-
tress or failure;

e Key assumptions and analyses underlying the plan and assumptions
about the economic or financial conditions attendant thereto;
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e Range of specific actions to be taken to facilitate a rapid and orderly
resolution;

e Funding, liquidity, and capital needs and resources in the event of
failure or material distress;

e Strategy and actions to be taken in the event of failure or discontinu-
ation of a material entity, core business line, or critical operation;

e Strategy for protecting any insured depository institutions subsidiary
from risks arising from the activities of any non-bank subsidiaries;

e Time needed for successful execution of the plan;

¢ Identification and description of any potential material weaknesses or
impediments for the timely execution of the plan;

e Acts and steps to be taken to remediate or mitigate the weaknesses;
and

e Provision of processes for determining the current market values and
marketability of the core business lines; and feasibility and assessment
of the impact for execution of any sales, divestitures, restructurings,
recapitalizations, or similar actions.®

The regulation contains detailed requirements concerning corporate
governance with respect to resolution planning, including how the plan is
integrated into the corporate governance structure; the company’s poli-
cies, procedures, and internal controls for preparation and approval of the
plan; the identity and position of senior management officials responsible
for the plan; the nature and extent of reporting to senior executive officers
and the board of directors regarding the details of the plan; and a descrip-
tion of contingency planning and relevant risk measures used by the com-
pany. The plan is also to contain the company’s organizational structure of
all material entities in the organization; all legal entities and foreign offices;
intellectual property rights; core business lines; balance sheets for all enti-
ties; material components of liabilities; collateral pledged; guarantees and
contractual obligations including off-balance-sheet exposures; hedging
strategies; major counterparties; and other pertinent information.

The company’s management information systems are to be set forth
in substantial detail. Materials to be added to the plan include a detailed
inventory and description of key management information systems and
applications; identification and scope of key internal reports; processes for
supervisory or regulatory agencies with access to the management infor-
mation systems; analyses of the systems’ capabilities and weaknesses; and
its interconnections and interdependencies.*
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Upon submission of the resolution plan, the Board and the FDIC are
to review it within 60 days, and if it is deemed incomplete they are to
jointly advise the covered company, which is then to resubmit the plan
with the additional data requested. A failure to cure the deficiencies may
subject the covered company to more stringent capital, leverage, or liquid-
ity requirements.*!

4.3  UNCITRAL anDp US CHAPTER 15
BankrurTCcY CODE

The United Nation’s Commission on International Trade Law
(UNCITRAL) has also given its recommendations with respect to large
business enterprises that are multinational and even anational in scope
that may become insolvent, thereby affecting a multiplicity of jurisdic-
tions accompanied by often conflicting national rules and regulations. Its
Model Law on Cross-Border Insolvency and Guide to Enactment seeks to
address the problems that confront investors and other persons affected
by the insolvency.*?

In the USA, a new Chapter 15, “Ancillary and Other Cross Border
Cases,” was added to the Bankruptcy Code on April 20, 2005 by the
Bankruptcy Abuse Prevention and Consumer Protection Act of 2005.4
It is the US domestic adoption of the Model Law on Cross-Border
Insolvency promulgated by UNCITRAL in 1997 and replaced § 304 of
the Bankruptcy Code. Similar to a Chapter 11 reorganization proceeding,
it seeks to facilitate the rescue of financially troubled businesses in order to
protect investments and employees. It applies where assistance is sought
by a foreign court or a foreign representative in a foreign proceeding.
Thus, a Chapter 15 case is ancillary to the foreign proceeding. Where the
primary or complex assets are located in the USA, the proceeding may be
one under Chapter 7 (liquidation) or Chapter 11 (reorganization).

The European Union (EU) regulation on cross-border insolvency
adopted the provisions of UNCITRAL under Article 15.* As amended,
the Regulation established a European framework for the member states
of the EU. Its emphasis is on the “center of main interests” conveying
jurisdiction in the courts of the member state that has primary jurisdic-
tion, while the other member states are to grant recognition in secondary
proceedings initiated therein.



146 ROY]J. GIRASA

4.3.1 UNCITRAL Model Law

The Model Law recognizes that confusion often arises among states
(countries) concerning how to resolve issues arising out of insolvencies of
companies that are multinational in scope. Accordingly, the Model Law’s
main objective, while not creating substantive law, is to provide effective
mechanisms for states to deal with cross-border insolvencies. Among the
countries that have adopted the Model Law in whole or substantial part
are the USA, Japan, and the UK.#

Purpose of the Model Law

The purpose of the Model Law, as repeated almost verbatim in §1501(a)
(1-5) of the US Bankruptey Code, is to provide effective mechanisms in
cross-border insolvency actions to promote the following objectives:

e Cooperation between the courts and other competent authorities
of this state and foreign states involved in cross-border insolvency.
(§1501(a)(1)(B) repeats the Model Code language and adds “(A)
cooperation between courts of the United States, United States
trustees, examiners, debtors, and debtors in possession”;

e Greater legal certainty for trade and investment;

e Fair and efficient administration of cross-border insolvencies that
protects the interests of all creditors and other interested persons,
including the debtor;

e Protection and maximization of the value of the debtor’s assets; and

e Facilitation of the rescue of financially troubled businesses, thereby
protecting investment and preserving employment.*

The Model Law recognizes that there are differences in national pro-
cedural laws, and does not attempt to promote substantive unification of
insolvency laws nor to critique judicial decisions or to instruct judges on
how to determine applications for recognition and relief under state law. It
modestly seeks to offer a general guidance by pointing out procedural and
substantive issues a judge may wish to consider in making a ruling.*” While
recognizing the differences among national laws, it provides foreign rep-
resentatives (persons administering a foreign insolvency proceeding) with
access to the courts of states that have enacted the Model Law;* deter-
mination of whether a foreign insolvency proceeding should be accorded
recognition; a transparent regime for foreign creditors to commence or
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participate in an insolvency proceeding within that state; permits coopera-
tion among courts of the different jurisdictions; and establishes rules for
coordination of relief.*’

4.3.2  Basic Principles of the Model Law

Access Principle

The Model Law is based on four basic principles of access, recognition,
relief, and compensation and coordination principles as set forth in Articles
25-29.5° Article 25 of the Model Law provides that the state court shall
cooperate to the maximum extent possible with the foreign court or for-
eign representative. The foreign representative is entitled to commence
a proceeding under state law if the conditions of state law are met.>! It
further provides that the court is entitled to communicate directly with,
or to request information or assistance directly from, foreign courts or for-
eign representatives. §1511 of the Bankruptcy Code permits a recognized
foreign representative to commence either an involuntary or voluntary
proceeding under §§301-303 if the foreign proceeding is a foreign main
proceeding. The petition is to be accompanied by a certified order grant-
ing recognition and that the court be advised of the foreign representa-
tive’s intent to commence a case under this section. §1525 states that the
US court is to cooperate either directly or through the trustee and com-
municate with the foreign court or representative subject to the rights of
a party in interest to notice and participation.

The question arises whether the foreign representative is entitled to act
under state law. It is left to the reviewing court to make the determination
based possibly on expert evidence. UNCITRAL’s judicial interpretation
indicates that a judge may have to be satisfied that there is a foreign pro-
ceeding in which recognition is sought, is collective in nature, arose out
of a law relating to insolvency, and is under the supervision of a foreign
court, and whether the applicant is authorized to administer the reorgani-
zation or liquidation of the debtor’s assets or affairs.>?

Recognition Principle

Article 17 of the Model Law states that a foreign proceeding shall be rec-
ognized in a state court if it is a_foresgn proceeding as defined under Article
2(a)%3; the foreign representative (defined as person or body authorized in
a foreign proceeding to administer the reorganization or the liquidation
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of the debtor’s assets or affairs or to act as a representative of the foreign
proceeding) applies for recognition; the application meets Article 15(2)
requirements, that is, (1) either a certified copy of the decision commenc-
ing the foreign proceeding and appointment of the foreign representa-
tive, (2) a certificate affirming such proceedings and appointment of a
representative, or (3) other evidence so establishing such proceedings and
a representative; and the application is properly submitted. The foreign
proceeding may be recognized either as a “foreign main proceeding” (if it
takes place in a state where the debtor has the center of its main interests);
or a foreign non-main proceeding (where the debtor has economic activity
operations outside its main center of interests).

Chapter 15, §§1515-1517 of the Bankruptcy Code, sets forth the con-
ditions for recognition of the foreign representative’s petition by repeating
the above requirements. It also provides that the court may presume rec-
ognition when a decision, certificate, or other documents from the foreign
proceeding so indicates; and grants an order of recognition after notice
and hearing.

Relief Principle

UNCITRAL Model Law Art. 21§ provides for a variety of forms of relief
once recognition of a foreign proceeding has been granted: (1) interim
(urgent) relief consisting of a stay of the commencement or continuation
of individual actions or proceedings or execution concerning the debt-
or’s assets, rights, obligations, or liabilities, as well as suspension of the
right to transfer, encumber, or otherwise dispose of the said assets; (2)
provide for the examination of witnesses, taking of evidence, or delivery
of information concerning the debtor’s assets, affairs, rights, obligations,
or liabilities; (3) entrust the administration of all or part of the debtor’s
assets located within the state to the foreign representative or other desig-
nated person; and/or (4) grant such other relief available under state law.
§§1519 and 1521 of the Bankruptcy Code are in accord.

Cooperation and Coordination Principle

Article 25 of the Model Code obligates the courts of the host and for-
eign states and foreign representatives to communicate and cooperate
with each other to the maximum extent possible so as to ensure that the
debtor’s insolvency is resolved fairly and efficiently with maximum ben-
efits to creditors. Cooperation consists of the appointment of a person
or body to act as the court directs; communication of information by
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appropriate means; coordination of the administration and supervision of
the debtor’s assets and affairs; approval or implementation of agreements
concerning coordination of proceedings; and the concurrent proceedings
of the debtor.>* The Bankruptcy Code §§1525-1527 repeats these forms
of cooperation.

Scope of Application

The Model Law Chapter 1, Article 1, and Bankruptcy Code §1501(b)
(1—4) state that cross-border insolvency applies where assistance is sought
in the (US) state by a foreign court or a foreign representative in connec-
tion with a foreign proceeding; by a foreign country in connection with a
cross-border insolvency; a concurrent foreign proceeding and a proceed-
ing in the state where assistance is sought respecting the same debtor; or
by creditors or other interested persons in a foreign country who have an
interest in commencing a case or proceeding in the country where assis-
tance is sought. The Model Law leaves it to the host country to decide
which exclusions apply. Thus, the US Code excludes moneys or other
securities required or permitted under state insurance laws for the benefit
of US claimholders; an entity subject to proceedings under the Securities
Investor Protection Act of 1970;>° and certain other proceedings.

Public Policy Exception

The Model Law provides that “nothing in this Law prevents the court
from refusing to take an action governed by this Law if the action would
be manifestly contrary to the public policy of this State.”*® The Bankruptcy
Code repeats the provision in §1506 of the Code and further provides
that its provisions may not conflict with an obligation of the USA arising
out of any treaty or other agreement.5’

Commencement and Recognition of Foreign Proceedings

The ancillary proceeding commences by the filing of a petition for rec-
ognition of a foreign proceeding.’®® The petition may be made by an
appointed foreign representative, and is accompanied by a certified copy
of the decision of the foreign proceeding appointing the representative, a
certificate or other evidence of the foreign court affirming the existence of
such foreign proceeding, and the identification of all foreign proceedings
respecting the debtor.> After notice and hearing, an order recognizing a
foreign proceeding is to be entered as a foreign main proceeding if it is
taking place where the debtor has the center of its interests or as a foreign
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non-main proceeding if the debtor has an establishment in the foreign
state.®” Once recognition is given by the US court, there is an automatic
stay and the foreign representative may continue to operate the debtor’s
business in the ordinary course. The US court may authorize preliminary
relief as permitted by the Code.®! If the foreign representative initiates a
full bankruptcy proceeding, then relief may be made respecting only the
debtor’s assets within the USA.

Center of Main Interest (COMI)

Recognition of the foreign proceeding raises the question of whether the
foreign proceeding is a “foreign main proceeding” as defined in Article
2(b) of the Model Law, “a foreign proceeding taking place in the State
where the debtor has the center of its main interest.” It is a crucial issue
that underlies the refusal of US courts to give recognition to Russian
Federation proceedings in the Yukos actions in the USA where the COM
was determined to be in the Russian Federation and not in US courts in
the absence of a lack of a substantial interest therein.®

Cooperation with Foreign Courts and Representatives

There are extensive provisions concerning cooperation between a domes-
tic court and a foreign court. The provisions include cooperation with
the foreign representative or court (in the USA through the appointed
trustee) and communication directly with, or requesting of information
or assistance from, a foreign court or foreign representative, subject to
the rights of a party in interest to notice and participation.®* The forms of
cooperation may be implemented by any appropriate means, including:
appointment of a person or body, including an examiner, to act at the
direction of the court; communication of information by any means con-
sidered appropriate by the court; coordination of the administration and
supervision of the debtor’s assets and affairs; approval or implementation
of agreements concerning the coordination of proceedings; and coordina-
tion of concurrent proceedings regarding the debtor.%®

Relief upon Recognition

Both the Model Code and the Bankruptcy Code provide the following
relief upon recognition of a foreign proceeding: staying the commence-
ment or continuation of an individual action or proceeding concerning
the debtor’s assets, rights, obligations, or liabilities to the extent that
they have not been stayed; staying execution against the debtor’s assets
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to the extent they had not been previously stayed; suspending the right
to transfer, encumber, or otherwise dispose of any assets of the debtor to
the extent that they had not been previously suspended; providing for
the examination of witnesses, the taking of evidence or the delivery of
information concerning the debtor’s assets, affairs, rights, obligations, or
liabilities; entrusting the administration or realization of all or part of the
debtor’s assets within the territorial jurisdiction of the USA to the foreign
representative or another person, including an examiner authorized by the
court extending relief granted; and granting any additional relief that may
be available to a trustee.

The grant of recognition by a domestic court to a foreign main pro-
ceeding is binding upon all persons within its jurisdiction. In In re Tembec
Industries,” the US District Court, in its Order Granting Jurisdiction,
permanently enjoined all old bondholders taking or continuing any act
to obtain possession of, or exercise control over, the debtor or any of its
property that is located within the territorial jurisdiction of the USA or any
proceeds thereof; to transfer, relinquish, or dispose of any property of the
Debtor; and /or commence or continue any action or legal proceeding.®®

4.4  FiNAL RULE FOR GLOBAL SYSTEMICALLY
ImrorTaNT BHCs (G-SIB)*?

The Board adopted a Final Rule on July 20, 2015 establishing risk-based
surcharges requiring the largest, most systemically important US BHCs to
further strengthen their capital positions beginning January 1, 2016 and
be fully implemented three years thereafter. Under the rule, a BHC that
is identified as a G-SIB will have to hold additional capital to increase its
resiliency in light of the greater threat it poses to the financial stability of
the USA. It follows the Basel I1I requirements discussed in Chap. 1. The
Final Rule establishes the methodology for identifying a US top-tier BHC
with total consolidated assets of $50 billion or more as a G-SIB and the
methods that those firms will use to calculate a risk-based capital surcharge,
which is calibrated to each firm’s overall systemic risk. It affects eight US
firms identified as G-SIBs, namely the Bank of America Corporation; The
Bank of New York Mellon Corporation; Citigroup Inc.; The Goldman
Sachs Group Inc.; JP Morgan Chase & Co.; Morgan Stanley; State Street
Corporation; and Wells Fargo & Company.

The Final Rule exempts non-bank financial companies supervised by
the FRB, which will have to comply with a Final Rule to be issued by the
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Board and which will be based on the firm’s business model, capital struc-
ture, and risk profile to determine whether enhanced prudential standards
should apply and tailor the requirements on the multitude of forms that
such company may assume. As stated by the Board’s Chairperson, Janet
L. Yellen:

The Final Rule before the Board today imposes a risk-based capital sur-
charge on the most systemically important U.S. bank holding companies.
A key purpose of the capital surcharge is to require the firms themselves to
bear the costs that their failure would impose on others. In practice, this
Final Rule will confront these firms with a choice: they must either hold sub-
stantially more capital, reducing the likelihood that they will fail, or else they
must shrink their systemic footprint, reducing the harm that their failure
would do to our financial system. Either outcome would enhance financial
stability. The Final Rule complements other aspects of the Board’s enhanced
prudential standards for the largest and most systemic U.S. banking firms.”°

In order to determine whether a BHC is a G-SIB, the Final Rule dis-
cusses the methodology for making the determination and two methods
to calculate the G-SIB surcharge, the justification for using short-term
wholesale funding, and the justification for the G-SIB calibration. The
Final Rule also details the role of the surcharge in the capital framework
and its implementation and timing. Initially, the Final Rule concerned a
BHC with consolidated assets of $50 billion or more, but the Board raised
the threshold number to total consolidated assets of $250 billion or more
or $10 billion or more on-balance-sheet foreign exposures based on the
beliet that a BHC with a lower level of consolidated assets is unlikely to
pose a systemic risk to the US economy.”!

In order to determine whether a BHC is a G-SIB, the bank itself
(subject to the Board’s supervision) would have to annually compute its
Method 1 score. The score is based on five broad categories that may indi-
cate systemic risk, each of which is give the same 20 % total weight divided
by an equal percentage weight for the subcategories, namely, (1) size; (2)
interconnectedness, which consists of intra-financial system assets, intra-
financial system liabilities, and securities outstanding; (3) substitutability,
which includes assets under custody and underwritten transactions in debt
and equity markets; (4) complexity with respect to notional amounts of
over-the-counter derivatives, trading and available-for-sale securities, and
level 3 assets; and (5) cross-jurisdictional activity with respect to cross-
jurisdictional claims and cross-jurisdictional liabilities. If the BHC exceeds
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a designated Method 1 score, then it is deemed to be a G-SIB. The sur-
charge for the particular firm will vary from 0 % to 3.5 % for every 100
basis point increase in score.”

The FRB adopted a second method for making the G-SIB determi-
nation which would enable a BHC to better predict whether it will be
deemed to be a G-SIB and also enable the firm to take steps to reduce its
G-SIB surcharge. Method 2 is similar to Method 1 except that in the sub-
stitutability category a quantitative measure of the firm’s use of short-term
wholesale funding is used. The amount of the surcharge also ranges from
0 % for firms not meeting the threshold to gradual increases from 1.0 %
with increases to 5.5 % plus a 0.5 percentage point increase for every 100
basis point increase in the score. The table of Coefficients for Method 2
Systemic Indicators shows a greatly enhanced percentage for Level 3 assets
that is higher than all of the other systemic indicators combined.

Level 3 assets are short-term wholesale funding which if relied on by
a BHC may make it vulnerable in times of stress to runs that undermine
financial stability as illustrated during the past financial crisis. When short-
term creditors become concerned with a firm’s financial outlook, they have
strong incentives to withdraw funds before other creditors may become
aware, which in turn will lead to a drain of liquid assets. A downward spiral
may then take place, whereby the firm may have to engage in a fire sale of
its capital assets, which depletes its capital and drives down asset prices in
the financial marketplace.”®

As stated above, the indicators of systemic risk include the following;:

® Size. A banking organization that possess a large share of total finan-
cial activities is more likely to negatively impact the financial markets
and the overall financial markets because of its size, the volume of
transactions, and the counterparties affected. In the event of dis-
tress or failure it would be difficult to other firms to replace it. Size
would have been measured by total exposures, which was equal to
the BHC’s measure of total leverage exposure calculated pursuant to
the regulatory capital rule.

o Interconnectedness. The greater the interconnectedness of the
BHC with other financial institutions and intermediaries, the more
likely distress or failure of the institution would impact the overall
economy. Interconnectedness is measured by intra-financial system
assets, intra-financial system liabilities, and securities outstanding as
of December 31 of a given year. The financial institutions referred
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to as depository institutions are BHCs, securities dealers, insurance
companies, mutual funds, hedge funds, pension funds, investment
banks, and central counterparties. Central banks and multilateral
development banks are excluded, but state-owned commercial banks
are included.

o Substitutability. The Final Rule indicated that substitutability is a
category of systemic importance. A firm’s potential adverse systemic
impact depends in part on the degree to which other banking orga-
nizations are able to serve as substitutes in the event that the bank-
ing organization is unable to perform its role. The rule states three
indicators to measure substitutability: (1) assets under custody as of
December 31 of a given year: (2) the total value of payments sent over
the calendar year; and (3) the total value of transactions in debt and
equity markets underwritten during the calendar year. The rule would
have a greater impact with respect to a finding of systemic importance
for certain banking organizations that are dominant in the provision
of asset custody, payment systems, and underwriting services.

The indicator of assets under custody refers to a banking organization
that manages or administers the custody or safekeeping of stocks, debt secu-
rities, or other assets for institutional and private investors. A collapse of such
a G-SIB firm could seriously disrupt financial markets and domestic and
global economies. A G-SIB firm that engages in substantial volume of pay-
ments will affect many customers in the event of a collapse, because custom-
ers would not be able to process payments and could experience liquidity
issues. The third factor of systemic importance is the total value of transac-
tions in debt and equity, which in the event of a G-SIB failure could impede
new securities issuances and may increase the cost of debt and capital.

e Complexity. Complexity is characterized under the Final Rule as a
category of systemic importance. In the event of failure or distress,
the more complex a banking organization is, the greater the
expense and time necessary to resolve it. Costly resolutions can
have negative cascading effects in the markets, including disorderly
unwinding of positions, fire sales of assets, disruption of services
to customers, and increased uncertainty in the markets. There are
three indicators of complexity (1) complexity notional amount of
over-the-counter (OTC) derivatives, (2) Level 3 assets, and (3)
trading and available-for-sale (AES) securities as of December 31
of a given year.



ENHANCED PRUDENTIAL STANDARDS 155

OTC Derivatives Activity

According to the Final Rule, a BHC’s over-the-counter derivatives activity
will be the aggregate notional amount of the company’s transactions that
are cleared through a central counterparty or settled bilaterally. Level 3
assets will be equal to the value of the assets that the BHC measures at fair
value as required by regulation. They are generally illiquid assets with fair
values that cannot be determined by observable data, such as market price
signals or models. The value of the Level 3 assets will be based on internal
estimates or risk-adjusted value ranges by the banking organization. With
respect to trading and AES securities, the Final Rule makes note that these
can cause a market disturbance through mark-to-market losses and fire
sales of assets in times of distress.

Cross-Jurisdictional Activity

The Board stated that the addition of other jurisdictions is a category of
systemic importance because of the difficulty and cost of resolution in the
event of distress of failure.

Use of Short-Term Wholesale Funding (Maturity of Less Than One Year)
The rule identified five categories of short-term wholesale funding sources:
(1) secured funding transactions; (2) unsecured wholesale funding; (3)
covered asset exchanges; (4) short positions; and (5) brokered deposits.

o Secured funding transactions include repos, securities lending trans-
actions, secured funding from a Federal Reserve Bank or a foreign
central bank, Federal Home Loan Bank advances, secured depos-
its, loans of collateral to effect customer short positions, and other
secured wholesale funding arrangements of under one-year matu-
rity. They are characterized as systemic because counterparties are
more likely to remove or roll-over the transactions than longer-term
funding.

o Unsecured wholesale funding. Unsecured wholesale funding includes
wholesale deposits; federal funds purchased; unsecured advances
from a public sector entity, sovereign entity, or US government-
sponsored enterprise; unsecured notes; bonds, or other unsecured
debt securities issued by a G-SIB (unless sold exclusively to retail
customers or counterparties); brokered deposits from non-retail cus-
tomers; and any other transaction where an on-balance-sheet unse-
cured credit obligation has been contracted. It falls under this rubric
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because, according to the Rule’s commentary, funding from whole-
sale counterparties presents greater run risk to banking organizations
during periods of stress as compared to the same type of funding
provided by retail counterparties, because wholesale counterpar-
ties facing financial distress are likely to withdraw large amounts of
wholesale funding in order to meet financial obligations.

Covered asset exchanges. Covered assets include the fair market value
of all assets that a G-SIB must return in connection with transactions
where it has provided a non-cash asset of a given liquidity category
to a counterparty in exchange for non-cash assets of a higher liquid-
ity category, and the G-SIB and the counterparty agreed to return
the assets to each other at a future date. The systemic risk arises from
the possibility that the unwinding of such transactions could nega-
tively impact a G-SIB’s funding profile in a period of stress because it
requires the G-SIB to obtain funding for a less liquid asset or security
if the counterparty is unwilling to roll over the transaction.

Short positions. Short positions are transactions where a BHC bor-
rows a security from a counterparty to sell to a second counterparty,
and must return the security to the initial counterparty in the future.
A short position involving a certain security was assigned the same
weight as a secured short-term wholesale funding liability backed by
the same asset.

Broker deposits and brokeved sweep deposits. Retail brokered deposits
and brokered sweep deposits are so characterized because of demon-
strable volatility in times of stress, notwithstanding the presence of
deposit insurance. The deposits are readily movable from one firm to
another during times of stress, as customers and counterparties seek
higher interest rates or seek to use those funds for other purposes and
on account of the incentives that third-party brokers have to provide
the highest possible returns for their clients. Non-brokered deposits
or brokered sweep deposits are exempt because of the unlikelihood
that they would pose liquidity risks in times of stress.

Capital surcharge. The Final Rule proposes a G-SIB surcharge to
the regulatory capital rule’s capital conservation buffer.”* The Rule
states that a banking organization must maintain a minimum com-
mon cquity tier 1 capital requirement of 4.5 %, a minimum tier 1
capital requirement of 6.0 %, and a minimum total capital require-
ment of 8.0 %. In addition to those minimums, in order to avoid lim-
its on capital distributions and certain discretionary bonus payments,



ENHANCED PRUDENTIAL STANDARDS 157

a banking organization must hold a capital conservation buffer
composed of common equity tier 1 capital equal to more than 2.5
% of risk-weighted assets following a phase-in period. The capital
conservation buffer is divided into quartiles, each associated with
increasingly stringent limitations on capital distributions and cer-
tain discretionary bonus payments as the capital conservation buffer
approaches zero.

4.4.1  Enhanced Prudential Standards for Foreign Banking
Organizations (FBO)

The Final Rule, in addition to BHCs, also applied enhanced prudential
standards for foreign (non-US) banking organizations that were essentially
similar to the regulations applicable to BHCs. An FBO with total consoli-
dated assets of more than $10 billion but less than $50 billion and a for-
eign savings and loan holding company consolidated assets of more than
$10 billion must be subject to capital stress testing regime by its home
country that meets US requirements; these include an annual supervisory
capital stress test conducted by the home-country supervisor; governance
and controls of stress-testing practices by the company’s management and
board; and, if the company does not meet the said standards, then it must
maintain eligible assets in its US branches of not less than 105 % of average
value daily of the total liabilities of all branches of the company and con-
duct an annual stress test of its US subsidiaries annually to verify that it
can meet losses as a result of adverse economic conditions. The FBO must
certify that it has established a risk committee for its global operations
to oversee risk-management policies of the company, and this committee
must include at least one member with experience in identifying, assessing,
and managing risk exposures of large, complex firms (Table 4.1).

4.4.2  FBO with $50 Billion or Move of Total Consolidated Assets
but Under $50 Billion of Combined US Assets

A FBO meeting the asset requirement must certify to the FED that it
meets capital adequacy standards as set forth by its home country in accor-
dance with the Basel Committee Capital Framework, or otherwise meet
the Basel standards if the home country does not adhere to the frame-
work. It must also certify to the FED that it maintain a standalone com-
mittee on the global board of directors that oversees the risk-management
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Table 4.1 Requirements for foreign banking organizations

Size Requirements

Total consolidated assets of more than ~Company-run stress tests
$10 billion but less than $50 billion

Total consolidated assets equal to or Risk committee

greater than $10 billion but less than

$50 billion (if publicly traded)

Total consolidated assets of $50 Risk-based and leverage capital
billion or more, but combined US Risk management
assets of less than $50 billion Risk committee

Liquidity

Capital stress testing
Debt to equity limits (upon grave threat

determination)

Total consolidated assets of $50 Risk-based and leverage capital

billion or more, and combined US Risk management

assets of $50 billion or more Risk committee
Liquidity risk management, liquidity stress testing,
and bufter

Capital stress testing

US intermediate holding company requirement (if
the foreign banking organization has US
non-branch assets of $50 billion or more)
Debt-to-equity limits (upon grave threat
determination)

policies and has at least one member that has the relevant expertise. The
company must also meet liquidity risk-management requirements annu-
ally, and report to the FED the results of an internal liquidity stress-testing
accordance with the Basel Committee Principles. It must also certify that
its home country regime has capital stress-testing requirements that meet
Basel standards.

4.4.3  FBO with Total Consolidated Assets of $50 Billion or Move
and Combined US Assets of $50 Billion or Move

The regulations impose much more stringent standards than are appli-
cable to a US intermediate holding company. The company must establish
a US intermediate holding company or comparable subsidiary organized
under US law; be governed by a board of directors pursuant to US law;
and report to the FED about the details of the company and certify that
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it meets the Final Rule’s standards. The holding company must meet risk-
based and leverage capital standards; risk management and risk committee
requirements; liquidity risk management, stress testing and bufters; capital
stress testing; and debt-to-equity limits, if it is determined that the com-
pany may pose a threat to US financial stability.

In accordance with the said requirements, the FBO is to submit an
implementation plan to the FED that includes a list of all US subsidiaries
setting forth ownership interest in each subsidiary; a projected timeline
for the transfer by the FBO of its ownership interest to the US intermedi-
ate holding company; a projected timeline of all planned capital action or
strategies of capital accretion; a description of its risk-management prac-
tices; a description of the current liquidity stress testing practices of its
US operations; and other requirements. The risk-management framework
must be commensurate with the structure, size, risk profile, activities, and
complexity of the company. There are to be processes in place establishing
risk-management governance, procedures, and risk-control infrastructure;
systems for implementation and monitoring compliance with the policies
and procedures; processes and systems for identifying and reporting risks
and risk-management deficiencies of the holding company; and manage-
ment and employee responsibilities.

Corporate governance requirements include a risk-management com-
mittee similar to that stated above but also at least one member who is
not an officer or employee of the FBO and not a member of its immediate
family. The FBO must certify to the FED that it meets capital adequacy
standards of its home country, which are in compliance with Basel capital
standards. The risk-management committee, FBO, or holding company
must certify at least annually that it has met the acceptable level of liquid-
ity risk given the unique structure, risk profile, size, activities, and capital
structure of the firm. The US chief risk officer of the holding company
must report to the firm’s risk committee on the liquidity risk profile of
the FBO’s combined US operations and approve new products and busi-
ness lines after assessing their risks, liquidity costs, and benefits. There are
detailed requirements for liquidity and capital stress testing.”®

4.5 COMMENTARY ON DIRECTOR INDEPENDENCE

The major complaint concerning the imposition of enhanced pruden-
tial standards on General Electric Capital Corporation Inc. (GECC) was
the requirement of additional independent directors to the Board to the
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already existing independent directors. The meaning of director indepen-
dence can be gauged from a number of sources. The ENRON debacle led
to the enactment of the Sarbanes-Oxley Act of 2002. §301lamended the
Securities Exchange Act of 1934 regarding the responsibilities of the audit
committee of a publicly traded company with respect to registered public
accounting firms. Each member of the audit committee is to be a member
of the board of directors and shall be independent. The statute states that
in order to be considered independent a member of the audit committee
“may not other than in his or her capacity as a member of the audit com-
mittee, the board of directors, or any other board committee accept any
consulting, advisory, or other compensatory fee from the issuer; or be an
affiliated person of the issuer or any subsidiary thereof.””®

The New York Stock Exchange is much more explicit in defining the
meaning of director independence. In its Listed Company Manual defines
independent dirvector as one where:

e The board of directors affirmatively determines that the director has
no material relationship with the listed company (either directly or as
a partner, shareholder, or officer of an organization that has a rela-
tionship with the company);

e In addition, in affirmatively determining the independence of any
director who will serve on the compensation committee of the listed
company’s board of directors, the board of directors must consider
all factors specifically relevant to determining whether a director has
a relationship to the listed company which is material to that direc-
tor’s ability to be independent from management in connection with
the duties of a compensation committee member, including, but not
limited to:

— The source of compensation of such director, including any con-
sulting, advisory or other compensatory fee paid by the listed
company to such director; and

— Whether such director is affiliated with the listed company, a sub-
sidiary of the listed company or an affiliate of a subsidiary of the
listed company.””

In a commentary, the Manual states that it is not possible to anticipate
or explicitly provide for all circumstances that could signal a lack of inde-
pendence; albeit ownership of shares in the company, even if significant,
is not a bar to independence. With respect to the sources of the directors’
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compensation, the board should examine whether such compensation
would impair the director’s independent judgment concerning the com-
pany’s executive compensation. An “immediate family member” is anyone
sharing the person’s home, including in-laws. Other factors that may call
into question a director’s independence are:

e The director is, or has been within the last three years, an employee
of the company, or an immediate family member is or within the last
three years has been an executive officer of the companys;

e The director has received, or has an immediate family member who
has received, during any twelve-month period within the last three
years, more than $120,000 in direct compensation from the listed
company, other than director and committee fees and pension or
other forms of deferred compensation for prior service (provided such
compensation is not contingent in any way on continued service);

e The director (A) is a current partner or employee of a firm that is the
listed company’s internal or external auditor; (B) the director has an
immediate family member who is a current partner of such a firm;
(C) the director has an immediate family member who is a current
employee of such a firm and personally works on the listed com-
pany’s audit; or (D) the director or an immediate family member was
within the last three years a partner or employee of such a firm and
personally worked on the listed company’s audit within that time;

e The director or an immediate family member is, or has been with
the last three years, employed as an executive officer of another com-
pany where any of the listed company’s present executive officers
at the same time serves or served on that company’s compensation
committee;

e The director is a current employee, or an immediate family member
is a current executive officer, of a company that has made payments
to, or received payments from, the listed company for property or
services in an amount which, in any of the last three fiscal years,
exceeds the greater of $1 million, or 2% of such other company’s
consolidated gross revenues.”®

The National Association of Securities Dealers (NASD), which merged
with the regulatory committee of the New York Stock Exchange (NYSE)
to form the current Financial Industry Regulatory Authority (FINRA) in
2007, has similar rules defining director independence.
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In Chaps. 5 and 6, we will examine four of the critical areas of processes
and types of financial intermediation, namely, securitization, repurchase
agreements, hedge funds, and mutual funds, particularly money market
mutual funds.
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CHAPTER 5

Securitization and Repos

Four main areas of non-bank financial institutions or processes for possi-
ble inclusion as systemically important financial institutions are securitiza-
tion, repurchase agreements, hedge funds, and mutual funds, particularly
money market mutual funds. In this chapter we will discuss securitization
and repossession agreements by stating what each entails, and US and
international regulation thereof. In Chap. 6, we continue the discussion,
with the focus on hedge funds and money market funds.

5.1  SECURITIZATION

Securitization is defined as the structured process whereby illiquid assets,
such as mortgages, credit card receivables, auto and other forms of loans
and other receivables, are packaged, underwritten, or otherwise trans-
formed into asset-backed securities (ABS) and sold in a more liquid form.
The originators of the assets are able to transfer some of the risks asso-
ciated with the assets, remove them together with the underlying debt
from their balance sheets to off balance sheets, add liquidity, and enable
them to further engage in expansion or reinvestment activities by gain-
ing broader funding sources by the improvement of their credit ratings
at more favorable rates.! Investors stand to gain by the attractive yields of
principal and interest on the debt offered by the transformed assets as well
as by the increased secondary market liquidity, especially when given high
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credit ratings. Borrowers from the originators benefit by the increased
ability of originators to fund additional requests for loans made available
to originators.

There are a variety of forms that securitization may take place depen-
dent on the nature of the ABS. Thus, the security’s structure is determined
often by the types of collateral backing the security. For example, with
respect to mortgage-backed securities (MBS), the underlying mortgage
may be for a fixed rate of interest for the entire term of the loan; an adjust-
able interest rate generally based annually on an index such as the rate of
US Treasury securities or the Cost of Funds Index; or a credit line mort-
gage that most often is also based on an adjustable rate of interest. It may
also involve installment loans for automobiles, boats, recreational vehicles,
and other consumer products. Theoretically, any type of asset that gener-
ates a cash flow may constitute the portfolio supporting the securitized
debt, and may include mortgage indebtedness, corporate and sovereign
loans, consumer credit, project finance, lease/trade receivables, home
equity loans, small business loans, and individualized lending agreements.?

The parties to securitization are: the lender (originator) which loans
money to a borrower who typically executes a promissory note and mort-
gage on the underlying asset; the originator, often a bank or finance com-
pany designates the pooled assets to be sold or assigned to a third party,
special purpose vebicle (trustee). The trustee is responsible for administering
the trust that holds the underlying asset and which usually disburses the
cash flow received from the borrower. The assets are held by the trustee
who, acting in a fiduciary capacity,® oversees the obligation and perfor-
mance of the parties and, when appropriate, declares a default if the mon-
eys due and owing are not paid. The servicer of the loan is usually the
originator itself, which bills and receives the sums from the borrower and
records and transmits them to and for the benefit of the trustee. The
trustee, upon receiving the receivables or other assets involved in the secu-
ritization, generally issues certificates to the investors, which may be sold
in public or private offerings.

The transaction may include:

e Credit enbancer, which backs the receipt of the cash flow from the
securities as well as aiding in improving the credit rating, pricing, and
marketing of the security.

e Credit enhancement may be provided by external parties such as a
bank by interest-only strips, subordinated securities, by means of a
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letter of credit that covers all or a part of the potential losses, or by
the internal structure of one or more subordinate security apparatus
and a capital account;

* Rating agencies, at least in prior years, were critical in evaluating
the credit quality of the underlying assets; their role was mandated
by certain investors such as insurance companies, pension funds,
and commercial banks. They evaluate the quality of the assets, the
originator of the assets, the soundness of the transaction, and quality
of credit support.

* Underwriter, who advises sellers of the security on how to struc-
ture, price, and market it. Investors are mainly pension funds, fund
managers, insurance companies, and commercial banks up to limited
capital requirements, provided the securities meet certain standards.

The credit risk of the underlying assets may be divided into a number
of tranches which are rated according to the degree of risk attributed to
the particular tranche. The tranches that have the normal expected rate of
portfolio losses have priority on the income derived from the underlying
assets, while other tranches are divided into increasing risk of losses and
lessening of claims on the underlying assets. The tranches with the high-
est risk ratio also provide the highest potential return on the investment.
Other risks that may arise are reputational risk from possible negative pub-
lic opinion of the originator, strategic risk to earnings and capital from the
exposure to the long-term consequences of securitization, and credit risk
from the obligors’ default as evidenced by the subprime mortgage crisis.

5.1.1  The Subprime Mortgage Fiasco

Perhaps the most significant cause of the financial crisis of 2007-2009 and
continuing to a lesser degree in subsequent years, particularly in Europe,
was the purchase of subprime mortgages. Mortgages, historically, were
among the most valued investments because the underlying security was
the homes of individuals who rarely defaulted on loans, particularly when
lenders required a minimum of 20 % cash by the borrower toward the pur-
chase thereof (if 10 % or less, lenders required insurance against default).
The lenders, often local savings and loan associations, utilized the model
of originate-to-hold mortgages, which incentivized them to originate and
hold mortgages that were highly secure and rarely led to foreclosures. In
the event that a foreclosure took place, it was likely that the lender would
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receive all or most of the sums loaned at the foreclosure sale. The banking
sector which issued mortgage loans was subject to relatively strict under-
writing standards as set forth by government agencies.

The originate-to-hold model was transformed at the turn of the new
century to one of originate-to-secure model. Originators of mortgage
loans became engaged in the practice of persuading borrowers to purchase
homes well beyond their financial means. Borrowers often received loans
that were not only 100 % of the value of their homes but also included
substantial closing costs. Unsophisticated borrowers were often induced
to purchase the homes by the initial offer of teaser rates (lower than market
rates), which, when they later rose substantially, were beyond the ability
of the borrowers to pay. A result of the heightened demand for ownership
by persons previously unqualified to purchase homes was the escalation of
house prices almost daily to an extraordinary degree, which appeared to
make the investment a no-lose proposition.

The problem arose when the financial crash of 2007 took place. The
value of the homes, which were often substantially and fraudulently over-
appraised at the behest of mortgage lenders, descended in value well
beyond the amount of the original mortgage loans. Borrowers, even those
who could afford the loans, often refused to pay the mortgage indebted-
ness and evaded their monetary obligations, thereby leading to a massive
volume of foreclosures. The mortgage lenders were previously incentiv-
ized to approve subprime loans as part of the securitization process by
expeditiously packaging the loans into tranches and selling them to ABS
investors. These tranches were ranked in accordance with the degree of
risks associated with them, so that the lowest returns for investors were
for tranches with the lowest degree of risk and returns increased when
the degree of risk rose. Owing to the complexity of the relatively new
financial instruments, even relatively sophisticated investors were induced
to purchase these securities.* The Dodd-Frank Act was enacted in part
to regulate the gross abuses perpetrated by mortgage lenders and other
malfeasants.®

5.1.2  Dodd-Frank Act and Secuvitization

As a result of the crisis brought about by the predatory lending practices of
mortgage lenders, the Dodd-Frank Act, particularly Title XIV, Mortgage
Reform and Anti-Predatory Lending Act, was the most comprehensive
legislative effort to curb the practices. Other Titles under the Act include
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Title IX, Investor Protections and Improvements to the Regulation of
Securities, and Title X, Burcau of Consumer Financial Protection. In
essence, the statute compelled mortgage lenders to have skin-in-the-game;
that is, they had to be subject to personal losses to the extent of holding
at least 5 % of the risk associated with the loan in the event of default
by borrowers.® The purpose of this provision in the Act was to incentiv-
ize mortgage lenders and securitizers to behave more cautiously in their
lending practices, whereas previously there was little or no incentive to
assure that borrowers were able to meet their obligations of monthly
mortgage payments.’

Qualified vesidentinl mortgages or servicing assets are exempt from the
5 % statutory rule. The requirements for the exemption are if: (1) all of the
assets that collateralize the asset-backed securities are qualified residen-
tial mortgages or servicing assets; (2) none of the assets that collateralize
the asset-backed securities are asset-backed securities; (3) each qualified
residential mortgage collateralizing the asset-backed securities is cur-
rently performing; and (4) the depositor with respect to the securitization
transaction certifies that it has evaluated the effectiveness of its internal
supervisory controls with respect to the process for ensuring all assets that
collateralize the asset-backed security are qualified residential mortgages
or servicing assets, and has concluded that its internal supervisory controls
are effective. To the dismay of many observers, the end result was that the
decision to impose the 5 % rule was left to government administrators,
who succumbed to the threat that few mortgage sums would be available
to potential homebuyers if the monetary retention was kept in force.®

Dodd-Frank Act Mortgage Requivements

Subtitle A of Title XIV is concerned with Residential Mortgage Loan
Origination Standards. A mortgage originator is one who for compensa-
tion takes a mortgage loan application, assists a customer to apply for a
residential mortgage loan, or otherwise holds him /herself out as providing
services in connection with such a loan. Recall how mortgage-backed loans
were made to unqualified individuals. The Act requires that each mortgage
originator be qualified, registered, and licensed as a mortgage originator in
accordance with applicable federal and state law and includes their unique
identifier on all loan documents. The Act provides exceptions for real estate
brokers who are not compensated for the service; or who perform only
clerical services; or are a creditor; or under circumstances where there is
modification of the mortgage when there is danger of default.’
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With respect to residential mortgage loans, mortgage originators and
other persons are prohibited from receiving or giving financial compensa-
tion that varies based on the terms of the loan other than the amount of
the principal. They are prohibited from steering any consumer to a resi-
dential mortgage loan if he or she lacks a reasonable ability to pay or where
there are excessive fees or abusive terms. They may not mischaracterize the
credit history of a consumer, the appraised value of the property, or dis-
courage a consumer from applying for a mortgage loan from another less
expensive originator. Also prohibited is the receipt of an additional origi-
nation fee by the originator who has been or will be paid by the consumer,
except for other bona fide expenses or charges.!® Mortgages with negative
amortization are prohibited.

Liability for violations of the Truth-in-Lending Act with respect to
a mortgage originator is three times the amount of direct or indirect
compensation received plus the costs to the consumer and a reasonable
attorney’s fee.!' Moreover, a consumer may raise a violation of the above
requirements as a defense and possible setoff in a foreclosure action.'? A
requirement that disputes concerning the residential mortgage loan or the
extension of credit under an open ended consumer credit plan be resolved
by arbitration is prohibited. Similarly, a statutory cause of action may be
not waived under a provision of either type of loan. Other violations of
the Truth-in-Lending Act are subject to substantially increased monetary
penalties. There is an exemption from liability where the obligor has been
convicted of obtaining a residential loan by means of actual fraud.

Minimum Standards for Mortgages

Title XIV, Subtitle B of the Dodd-Frank Act, provides that “no creditor
may make a residential mortgage loan unless the creditor makes a rea-
sonable and good faith determination based on verified and documented
information that, at the time the loan is consummated, the consumer
has a reasonable ability to repay the loan according to its terms, and all
applicable taxes, insurance (including mortgage guarantee insurance) and
assessments.” In order to make such a determination, the creditor is to
examine the consumer’s credit history, current income, income reasonably
assured of receipt, current obligations, and debt-to-income ratio, which
are all based on the use of a repayment schedule that fully amortizes the
loan over its stated term. Income verification is to be ascertained by a
review of the customer’s W-2 Form, tax returns, payroll receipts, financial
institution records, and other third-party verification. There are additional
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provisions for calculating the consumer’s ability to repay where the loan is
with a variable rate or interest-only loans.'?

There are provisions of required disclosures for variable and fixed rate
residential mortgage loans. For variable rate mortgages, where an escrow
account is established for the payment of taxes, insurance, and assessments,
the initial monthly payment due on the loan shall include the sums held
for the said expenses and, thereafter, all amounts due on the loan for prin-
cipal and interest and the said expenses. For residential mortgage loans, all
settlement charges in connection with the loan are to be disclosed, includ-
ing the aggregate amount of all fees paid to the mortgage originator and
the total amount of the interest to be paid over the life of the loan.™

The creditor or servicer of the residential mortgage loan shall furnish
the obligor, for each billing cycle, a statement that reflects the amount of
the principal due on the loan; the current interest rate; the date on which
the interest rate may next reset or adjust; the amount of prepayment fee
to be charged; a description of any late payment fees; a telephone number
and address for any inquiries; the names, addresses, telephone numbers,
and Internet addresses of counseling service providers or other programs
reasonably available; and other information the Board may prescribe.'®

Safe Harbor Provisions

Title XIV sought to minimize the approval of residential mortgage loans
to unqualified borrowers. It also provides for a “safe harbor” by permit-
ting the creditor a presumption of ability to repay if the loan is a “qualified
mortgage.” A qualified mortgage has the following characteristics:

e Regular periodic payments for the loan may not (1) result in an
increase of the principal balance, and (2) allows the consumer to
defer repayment of principal;

e [t does not result in a balloon payment (a scheduled payment more
than twice the average of earlier scheduled payments);

e The income and financial resources relied upon to qualify the con-
sumers for the loan are verified and documented;

e For a fixed rate loan the payment schedule fully amortizes the loan
over the loan terms and takes into account all applicable taxes, insur-
ance, and assessments;

e For adjustable rate mortgages (ARMs), the maximum rate permitted
under the loan for the first five years is stated, coupled with a pay-
ment schedule that fully amortizes the loan over the loan term plus
taxes, insurance, and assessments;
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e Fully complies with rules and regulations relating to total monthly
debt to monthly income or other measures of ability to pay regular
expenses above the monthly debt;

e Total points and fees do not exceed 3 % of the total loan amount
with exclusions for bona fide mortgage rate discount;

e Term of the loan does not exceed 30 years except for high-cost
areas; and

e Reverse mortgages meet the standards for a qualified mortgage as
set by the Board.!¢

A qualified mortgage is limited with respect to the prepayment penalty
it may charge for a consumer for paying all or part of the principal after the
loan is consummated. During the first year of the loan, the prepayment
penalty may not exceed 3 % of the outstanding balance of the loan; then 2
% if paid in the second year; 1 % for the third year; and no penalty thereaf-
ter. If the residential mortgage loan does not meet the above standards, it
may not charge a consumer a prepayment penalty.

High-Cost Mortgages

Subtitle C of the Dodd-Frank Act is concerned with high-cost mortgages,
which are defined as consumer transactions secured by the consumer’s
principal dwelling, other than a reverse mortgage, if:

1. In the case of a credit transaction secured;

¢ By the consumer’s principal dwelling, other than a reverse mortgage,
by a first mortgage having an annual percentage rate (APR) that
exceeds 6.5 % over the prime offer rate for a comparable transaction
(8.5 % if the dwelling is personal property for less than $50,000) or

e By a subordinate or junior mortgage where the APR is more than
8.5 % over prime; or

2. The total points and fees paid in connection with the transaction, other
than bona fide charges not retained by the mortgage originator, credi-
tor, or affiliate exceed:

e Where the transaction is $20,000 or more, 5 % of the total transac-

tion amount; or
e Ifless than $20,000, the lesser of 8 % or $1,000; or
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3. The credit transaction documents permit the creditor to charge or col-
lect prepayment fees or penalties more than 36 months after the clos-
ing of the transaction or where the fees or penalties exceed more than
2 % of the amount prepaid.!”

There are similar prohibitions on balloon payments; a prohibition
on late fees in excess of 4 % with certain qualifications; as well as a
prohibition of late fees for the sole failure to pay existing late fees. A
high-cost mortgage acceleration of debt may take place only if there is
a default in payment or pursuant to a due-on-sale provision, or some
other provision of the loan documents. If the same creditor is refinanc-
ing the loan, it may not charge a prepayment fee or penalty for the
pre-existing note. No charge may be made to modify, renew, extend, or
amend a high-cost mortgage or to defer payments thereunder. No fees
may be charged for informing or transmitting information concerning
the outstanding balance on a high-cost mortgage except for a process-
ing charge if it is done by fax.

Pre-loan counseling is required for a high-cost mortgage from a coun-
selor certified by the Secretary of Housing and Urban Development or by
a comparable state authority. The counselor must verify that the consumer
has received counseling concerning the advisability of a high-cost mort-
gage unless he or she can verify that the debtor has received the required
statement under the Real Estate Settlement Procedures Act (RESPA).

5.1.3  Asset-Backed Securities (ABS)

§941(a) of Title IX of the Dodd-Frank Act defines an asset-backed secu-
7ity as a fixed-income or other security collateralized by any type of self-
liquidating financial asset (including a loan, a lease, a mortgage, or a
secured or unsecured receivable) that allows the holder of the security
to receive payments that depend primarily on cash flow from the asset,
including (1) a collateralized mortgage obligation; (2) a collateralized debt
obligation; (3) a collateralized bond obligation; (4) a collateralized debt
obligation of asset-backed securities; (5) a collateralized debt obligation
of collateralized debt obligations; and (6) security that the US Securities
and Exchange Commission (SEC) determines by its regulation to be an
asset-backed security. In essence, they are bonds or notes other than real
estate or mortgage loans (MBS), backed by financial assets such as leases,
credit card receivables, student loans, auto loans, and home-equity loans.
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The final rule also sets forth underwriting standards for qualifying com-
mercial loans. They include that prior to the origination of the commercial
loan, the originator is to have:

® Received a verified and documented financial condition of the
borrower:

e Conducted an analysis of the borrower’s ability to service its over-
all debt obligations during the next two years, based on reasonable
projections; and

e Determined that, based on the previous two years’ actual perfor-
mance, the borrower had and projected to have a total liabilities ratio
of 50 % or less; a leverage ratio of 3.0 or less; and a debt service cov-
erage (DSC) ratio of 1.5 or greater. There were comparable provi-
sions for other asset types.!®

The SEC’s Division of Corporation Finance took note that ABS hold-
ers suffered significant losses during the financial crisis, causing a decline
in the level of securitization which previously had been a major source
of liquidity in the financial sector, particularly in the non-governmental
mortgage-backed securities market. Investors were not fully aware of the
risks in the underlying mortgages within the pools of securitized assets
and, therefore, were unable to properly evaluate and rate the securitization
structures. Furthermore, there was a lack of transparency in the securitized
pools, failure by senior management of issuers to properly supervise the
transactions, insufficient enforcement respecting the representations and
warranties in the underlying contracts, and a lack of time for investors to
properly evaluate their investment decisions.

§942(b)(1) of the Dodd-Frank Act stated that the SEC is to issue regu-
lation comparable to the mortgage-backed securities, to require any secu-
ritizer to retain an economic interest in a portion of the credit risk for any
asset that the securitizer, through the issuance of an asset-backed security,
transfers, sells, or conveys to a third party, of 5 % or more of standard risk
retention.’ The next subsection requires a multitude of federal agencies
to apply similar retention of an economic interest in a portion of the credit
risk by securitizers with respect to residential mortgages. Accordingly,
pursuant to §942(b) of the Dodd-Frank Act, the SEC issued a final rule to
require certain asset classes to provide asset-level information in standard-
ized, tagged data form.
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Issuers are required to provide standardized asset-level information
for ABS backed by residential mortgages, commercial mortgages, auto
loans, auto leases, and debt securities. The asset-level information is
to be provided in a standardized, tagged data format called eXtensi-
ble Mark-up Language (XML), which allows investors to more easily
analyze the data. The disclosure of the information is standardized by
defining each data point and delineating the scope of the information
required. Although specific data requirements vary by asset class, the
new asset-level disclosures generally will include information about the
credit quality of obligors; collateral related to each asset; cash flows
related to a particular asset, such as the terms and expected payment
amounts; and whether and how payment terms change over time. This
data is also to be included in the offering prospectus and in required
quarterly and annual reports?

The Final Rule permits investors additional time to analyze the struc-
ture, assets, and contractual rights in ABS transactions by mandating
that ABS issuers using a shelf registration statement file a preliminary
prospectus with the specific information concerning the ABS at least
three business days before the first sale. The requirement of investment
grade ratings for ABS shelf offerings was removed as part of the gov-
ernmental downplaying of the role of credit rating agencies, and it was
replaced by the requirement that the chief executive officers of the issuer
certify the accuracy of the information contained in the prospectus and
the structure of the securitization. In addition, the Final Rule replaced
the investment grade requirement with the requirement of a provision
in the transaction agreement for the review of the assets for compliance
with the representations and warranties upon the occurrence of certain
trigger events; a dispute resolution provision in the underlying transac-
tion documents; and the disclosure of investors’ requests to communi-
cate with other investors.

Other requirements for ABS include expanded disclosure about trans-
action parties, including disclosure about a sponsor’s retained economic
interest in an ABS transaction and financial information about parties obli-
gated to repurchase assets; a description of the provisions in the transac-
tion agreements about modification of the terms of the underlying assets;
and a filing of the transaction documents by the date of the final prospec-
tus, which is a clarification of the current rules.?!
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5.14  International Regulation

International Monetary Fund

The International Monetary Fund (IMF) recognizes that securitization
is essential for economic growth and financial stability by giving issuers
and investors the capability of diversification and management of risk by
the transformation of illiquid assets into tradable securities and freeing
up of capital. The negatives of securitization are the increase of lever-
age, misalignment of incentives in the financial intermediation chain, and
amplification of systemic risk. Accordingly, several staff authors suggested
a number of recommendations for ensuring that securitization, which had
suffered a precipitous decline from its height in 2006 to 2013, was made
available anew. Typically, as with most government papers written by staff
members, the views expressed were those of the authors and not officially
of the organization but, nevertheless, they were strongly suggestive of the
views that officially were disavowed.?

The authors noted that the deterioration of loan origination was a
major cause of the financial crisis that occurred in the latter part of the
first decade. Compensation was dependent on high loan volumes and high
commission mortgages rather than suitability of the borrowers or what
occurred respecting payment of the loans thereafter. Securitization of the
loans evolved through complex and opaque product issuance, resulting
in high fees and advanced financial engineering to accomplish the trans-
formation. The loans were rated by credit rating agencies, which often
resulted in credit rating agencies’ shopping for the best rating, these over-
stating the ratings for the underlying assets. Investors, taking advantage
of monetary policy, sought higher yields, and banks became exposed to
structured investment vehicles with high rollover risk. Therefore, the need
arose for a comprehensive regulatory and supervisory framework to aid in
ensuring robust origination standards. Accordingly, governments, particu-
larly in the USA with the passage of the Dodd-Frank Act, took steps to
improve supervision and practices in mortgage origination.??

Thus, the policy recommendations of the authors of the study were
that broad-based regulatory measures be taken to ensure the high quality
of underlying loan origination, such as Dodd-Frank’s recommendation
that loan officers rather than mortgage officers should select appraisers
and maintain records through a property value registry. Prudential policies
should include risk-based frameworks defining regulatory provisions and
capital requirements; regulations to ensure the collateral that forms the



SECURITIZATION AND REPOS 179

basis of additional borrowing emphasizes cash and income relative to capi-
tal gains in asset practices; a focus on borrowers” maximum-to-loan value
and debt-to-income ratios, with limits on second liens; and hypothecation
of unrealized capital gains.

With respect to securitization intermediaries, the authors noted that the
practices by securitization intermediaries from 2000 to 2007 amplified the
financial crisis. The problems included ambiguity and lack of enforcement
or representations and warranties; conflict of interest affecting quality
control; and deficient technological infrastructure. Accordingly, the rec-
ommendations included aligning incentives across the entire financial
intermediation chain; ensuring originators retain an economic interest
in securitization (“skin-in-the-game”); guidance by regulators regarding
timely disclosure of relative data underlying loan-level performance; devel-
opment and standardized plain vanilla (basic form) securitizations; and
timely information on changes in composition of the collateral pool be
provided to investors. Regulators were to ensure that efforts be made to
minimize legal ambiguities concerning the rights and obligations of par-
ties to the securitization process; enforce existing contracts and be mindful
of conflicts of interests; and provide adequate technical infrastructure and
resources by market participants.?*

Credit agencies’ ratings were assumed to be independent and accurate
gauges of underlying risks. The problem, however, was the use of the
issuer pays model, which could lead to bias in favor of the issuer by com-
peting ratings agencies. The USA and the Financial Stability Board (FSB)
have removed most references to credit ratings, including for securitiza-
tions, and have taken steps to improve corporate governance. Accordingly,
the recommendations include the removal of credit ratings for securitiza-
tions; finalize rules for the agencies to ensure transparency regarding their
relationship with issuers; and embrace standardized definitions underlying
securitizations.

Investors, including investment conduits and banks, experienced unex-
pected losses in securitization during the financial crisis, which regulators
are addressing to strengthen the regulatory environment. Incentives for
capital arbitrage have been reduced but not eliminated. Thus, the authors
recommend that regulators make efforts to improve the consistency of
capital charges applied to underlying risk characteristics of tranches and
that relevant features of cash flow characteristics and risk mitigation mech-
anism embedded in securitizations be recognized in the future works
of standard setters. Other recommendations are that securitizations be
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treated comparably to securities with broadly similar risk characteristics;
there should be harmonization of industry standards for risk and data
disclosure; and development of non-bank institutional investor bases for
securitization.?

European Union Regulation of Securitization

The European Union (EU) proposed a Regulation on reporting and
transparency of securities financing transactions (SFTs).?¢ SFTs consist of
any transaction that uses assets belonging to the counterparty to generate
financing means and are defined as (1) repurchase transactions; (2) securi-
ties or commodities lending and securities or commodities borrowing; and
(3) any transaction having an equivalent economic effect and posing sys-
temic risks in particular a buy-sell or sell-back transaction.?” As the title of
the Regulation states, its main elements are the provisions for the report-
ing and transparency of transactions of counterparties to SFTs. On the first
business day following the conclusion, modification, or termination of the
transaction, the counterparties are required to report the details thereof
to a registered trade repository (a legal person that centrally collects and
maintains the records of SFTs) or to the European Securities and Markets
Authority (ESMA) if a trade repository is not available. Registration of the
trade depository is to conform to the requirements of ESMA and is effec-
tive throughout the EU when granted. ESMA is to develop technical and
uniform standards respecting the application.?® Trade repositories in non-
EU countries may be granted recognition by ESMA provided they make
due application to ESMA and the application is approved.

Management companies of undertakings for collective investment in
transferable securities (UCITS), UCITS investment companies, and alter-
nated investment fund managers (AIFMs) must inform their investors
concerning the use of SFTs and other financing structures. Counterparties
have the 7ight of rebypothecation (use by a receiving counterparty of finan-
cial instruments received as collateral in its own name or for its own account
or for the account of another counterparty) when the providing counter-
party has been duly informed in writing by the receiving counterparty of
the risks involved in granting consent, especially of the potential risks in
the event of a default, and the providing counterparty has granted its prior
consent as evidenced by the signature of the providing counterparty to a
written agreement or equivalent thereof. There must also be transparency
with respect to pre-investment documents such as in prospectus and in
disclosure documents as directed.”
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The Directive mandates cooperation between the competent authori-
ties exercising powers granted under the respective directives. There are
additional provisions for administrative sanctions, the exercise of supervi-
sory powers and sanctions, reporting of breaches, exchange of informa-
tion with ESMA by competent authorities, and publication of decisions.?’

5.2 REPURCHASE AGREEMENTS (REPOS)

5.2.1 Repos Defined

The financial crisis of 2007-2009 has been attributed in part to runs of
short-term funding with repos as a key player in the crisis. A repurchase
agreement (repo) is an agreement to sell securities at a particular monetary
price with a commitment to repurchase the security at a later date, usually
at a higher price. It is a form of a collateralized loan with the difference
being that the seller of the security is required to repurchase the asset in
which the difference between the sale and purchase price reflects the inter-
est on the loan. An example is where a broker-dealer sells a security, for
example a money market mutual fund, and agrees to repurchase the said
security the following day in effect with interest. Repos act as a form of
short-term funding by financial institutions such as broker-dealers, banks,
or mortgage real estate investment trusts.’! The maturities of repos may
be open without a specified repurchase date or a term with a specified
repurchase date. A one-day loan is called an overnight repo.

The types of collateral that are generally used are treasuries, agencies,
mortgage-back securities, corporate bonds, equity, or other agreed-upon
collateral. Cash providers include money market mutual funds, insurance
companies, corporations, central and commercial banks, securities lenders,
and municipalities. Securities are provided by insurance companies, central
and commercial banks, securities firms, and hedge funds. The size of the
tri-party form of repurchase agreement was about $1.73 trillion for 2013.

5.2.2  Types of Repos
Repos come in a variety of forms. They include the following;:
e Due Bill Repo. In a due bill repo, the collateral is not held by the

lender but is placed in an internal (bank) account in the name of the
borrower for the duration of the trade. The use of a due bill repo is
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rarely used except by large, low-risk institutions because of the added
risk to the lender, which does not have control over the account, and
because of the increased use of centralized counterparties.

e Triparty Repo. In this popular form of repo, a third party acts as the
intermediary between the borrower and the lender. The borrower
conveys the collateral to the third party (in the USA the Bank of
New York Mellon or JP Morgan Chase is generally used as the third-
party), which commonly conveys a substitute collateral to the lender
such as an equal amount of stocks or bonds. The agreement among
the three parties ordinarily includes a management service agreement,
which defines the type of collateral the lender is willing to accept
such as highly liquid collateral or less liquid collateral. In a typical
tri-party repo transaction, the investor, for example a money market
fund, sends a cash balance that equals the market value of securities
less a haircut to a tri-party securities agent, who then releases the cash
to the repo dealer (counterparty) upon receipt of eligible securities.
On the settlement date, the dealer returns the cash and interest and
receives back the eligible securities from the tri-party securities agent.
The agent returns the cash and interest to the money market fund.??

® Whole Loan Repo. The collateral given by the borrower consists of a
loan or other form of obligation in place of a financial security.

e Equity Repo. Corporate stocks (equity securities) are used in place of
the safer government bonds as the underlying security of the repur-
chase agreement. There may be more risk and tax implications under
these circumstances.

o Sell/ Buy and Buy/ Sell Repos. Rather than a single transaction there
are two distinct trades under this repurchase agreement; there is a
spot sale and a forward repurchase of the security. The forward price
is in relation to the spot price to result in a market rate of return.

® Reverse Repo. The borrower takes the collateral security from the
lender and immediately sells it on the open and on the settlement
date; the borrower then repurchases the said security and delivers it
to the lender. The borrower is gambling that the said security will
decline in value between the lending and settlement dates. From the
lender’s viewpoint, the transaction is a repo; from the borrower’s
viewpoint, it is a reverse repo.

o Securities Lending. Securities are lent out usually to go short on the
particular security or for use in complex financial structures, and
thereafter returns the security to the lender.??
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Federal Reserve Boavd

According to the Task-Force on Tri-Party Repo Infrastructure of the
FED, the tri-party repo took on major importance during the crisis of
2007-2009, particularly after the failures or near failures of Lehman
Brothers, Countrywide Securities, and Bear Stearns. A key concern of
policymakers is the impact that the collapse of the triparty repo market
would have on securities firms, money market mutual funds, major banks
involved in payment and settlements globally, and also the liquidity of
Treasury securities. The triparty repo market in 2008 was about $2.8 tril-
lion, and shrank to $1.6 billion shortly thereafter. There are three types of
participants in the tri-party repo, namely securities dealers, cash investors,
and clearing banks, with the latter acting as intermediaries between the
dealers and investors. Securities dealers, the primary ones being banks and
securities broker-dealers with the top ten firms accounting for 80 % of the
market, sell securities with the promise to repurchase them at a later date.
Cash investors, the major ones being money market mutual funds and
securities lenders, buy the securities, taking them as collateral. Clearing
banks take custody of the securities, value them in their books, and pro-
vide services to assist dealers to optimize the use of the collateral.

There are two main types of settlement methods for repos involving
the FED according to the Federal Reserve Bank of New York (FRBNY),
namely tri-party and delivery versus payment. In the tri-party repo, the
FED and the primary dealers use a tri-party agent to manage the col-
lateral wherein both the Fed and primary dealers have cash and collateral
accounts. The tri-party agent ensures that the collateral pledged meets
eligibility requirements and is sufficient. The FED trading desk selects
winning propositions on a competitive basis from dealers who state the
rates they are willing to pay for the agreement versus the various types of
collateral. The three types of collateral the FED will accept are: marketable
US Treasury securities including STRIPS (separate trading of registered
interest and principal securities) and TIPS (Treasury Inflation-Protected
Securities); certain US agency obligations; and certain agency “pass-
through” for mortgage-backed securities, as well as securities that do not
have scarcity value, which in turn creates reserve balances.

The FRBNY makes its payment for the securities by crediting the reserve
account of the dealer’s tri-party agent, a commercial bank. Upon maturity
of the repo, the dealer returns the loan plus interest and the collateral
is then returned to the dealer. The credit reserves become extinguished.
The collateral posted by the dealer has a hasrcut applied, which refers to
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its valuation as slightly less than the market value. The haircut reflects the
risk to the FED in crediting the reserve account of the dealer, the amount
of which is dependent on the nature of the collateral exchanged for the
reserve balance credited to the dealer. When the FED uses a reverse repo, it
is settled on a delivery versus payment method, whereby the FED sends the
collateral to the dealers’ clearing bank which then simultaneously causes
the movement of money against the security and the reserve balances are
extinguished. Upon maturity, the dealer returns the collateral to the FED,
which then triggers a simultancous return of the dealer’s funds.?*

The agent banks for securities lenders use the repo market to reinvest
the cash collateral received when loaning the securities. The two major
clearing banks perform the services as described above. Settlement is made
daily returning the respective cash and collateral.® Issues concerning the
FED are: (1) the tri-party repo market’s dependence on intra-day credit
provided by the clearing banks that extend hundreds of billions of the
credit to the dealers until new repos are settled in the evening; (2) risk-
management practices that may increase stress in bad times; and (3) the
lack of effective and transparent plans to support orderly liquidation of a
defaulted dealer’s collateral .

The FED also utilizes repos to make collateralized loans to primary
dealers or borrows money from primary dealers by use of reverse repos.
The term may be overnight, rarely up to 14 days or, theoretically, as long
as 65 days. The repo is used by the FED to add balances to the banking
system, while the reverse repo has the opposite effect. The use of repos
is accomplished through auctions, whereby primary dealers bid on the
money to be borrowed using various types of general collateral, while in a
reverse repo the FED uses its general collateral (e.g. Treasury bills) to pay
the dealer-offered interest rate for money borrowed. The FED’s trading
desk uses repos to implement monetary policy at the behest of the Federal
Open Market Committee, which are useful to offset temporary swings in
the level of bank balances caused by volatile factors.?”

The FED indicated that “[a] stable and well-functioning tri-party repo
market is critical to the health and stability of the U.S. financial markets
and the U.S. economy” because (1) it creates market liquidity and price
transparency for both the US government and corporate securities that
foster stable financing costs for US companies and the US government;
(2) is interconnected with other payment clearing and settlement services
that are vital to financial markets and which are operated by major triparty
agent banks; and (3) acts as a critical source of funding for systemically
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important broker-dealers that are market makers for US government and
corporate obligations.

It appears that the FED is experimenting with reverse repos (exchang-
ing Treasury securities owned by the central bank for cash daily) in order
to improve central bank control over short-term interest rates. For the
first quarter of 2014, $242 billion in cash was exchanged with the FED
for Treasuries, making the FED’s exchange for bonds for cash the leading
lender of them. The presidents of the New York and Boston FED, how-
ever, have expressed concern that the exchange on too large a scale may be
a destabilizing influence by taking money out of the banking and private
markets’ sectors and transferring it to the FED.3®

5.2.3 Regulation of Repos

There is a paucity of regulation governing repos, as with the other major
elements of shadow banking. Nevertheless, various governmental agen-
cies have interposed their legal and regulatory requirements, statements
of policy, and/or suggestions for financial parties and institutions.*” The
Federal Deposit Insurance Corporation (FDIC), concerned with repos
that have incurred significant losses because of default or fraud by coun-
terparties to a repo transaction, inadequate risk management, and the
failure to exercise effective control over securities collateralizing the trans-
actions, issued guidelines for depository institutions that enter into repur-
chase agreements with securities dealers and others. Among the guidelines
which the FDIC indicated it would consider in reviewing performances of
depository institutions are the following:

e Securities sold under repo agreements collateralized by the US gov-
ernment and agency obligations are to comply with regulations
under 17 CFR Parts 403.5 and 450, which include requirements
concerning custody of repos; transactions to be transacted pursuant
to a written repo agreement which the bank must obtain and con-
firmation in writing of the specific securities that are the subject of
a repo; and disclosure to the customer that they are not insured by
the FDIC.

¢ Antifraud provisions of the Securities Act of 1933 and the Securities
Exchange Act of 1934 as they apply to repos;

® Resale transactions of national banks and thrift institutions are sub-
ject to the lending limitations of federal law;
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¢ All depository institutions that engage in securities repurchase agree-
ment transactions should establish written credit policies and proce-
dures governing these activities.

In a White Paper prepared by the FRBNY, the following weaknesses
were noted by the Bank’s task force:

e Operational Arrangements: It was noted that in order to obtain
operational efficiencies, the daily unwinding of all transactions
required massive amounts of intraday credit to be provided by the
two Clearing Banks. It thus recommended that specific actions was
needed to fundamentally strengthen the operational arrangements
at the heart of the tri-party repo market to reduce the market’s reli-
ance on intra-day credit provided by the Clearing Banks and clarify
the credit and liquidity risks borne by market participants. In place
of the current arrangement there should be auto-substitution, which
will allow for the automated substitution of securities collateral sup-
porting a tri-party repo transaction, while that transaction remains
in place.

e Dealer Liquidity Risk Management: The Task Force found that some
dealers did not properly anticipate the potential for secured financing
to be unavailable, even for high quality collateral. There was exces-
sive reliance on short-term repo financing, especially in regard to
collateral types that were or became illiquid and subject to valuation
uncertainty, contributing to greater leverage in the system. It recom-
mended that dealers reduce and/or eliminate funding as the credit
quality of the Dealer deteriorates; account for the loss of secured
funding within their liquidity risk management plans and liquidity
stress tests; liquidity buffers should be sized accordingly; lengthen
and stagger the maturity profile of their financing; seek to combine
short-term and long-term financing with the same counterparty;
and continue exploring alternative mechanisms that may be able to
achieve more durable financing of certain types of securities.

e Margining Practices: The Task Force noted that market partici-
pants in many cases did not anticipate the extent to which market
conditions could worsen and did not set margins accordingly, lead-
ing to procyclical increases in those margins when conditions did
worsen during the crisis. Thus, margining practices must be broadly
strengthened in the wake of the crisis. Accordingly, it recommended
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that market participants should undertake statistical analysis and
stress testing of collateral price movements to allow them to assess
the potential for losses at different levels of margins and to make
decisions based on their appetite and capacity to absorb losses. Cash
investors should seek information that allows them to assess the
potential concentration of repo counterparties with respect to a par-
ticular type of security; where such information is not forthcoming,
they should use aggregate market information and/or make conser-
vative inferences.

e Contingency Planning: The Task Force found that often cash inves-
tors were unprepared to cope with the consequences of a dealer
default, in particular the potential need to manage and liquidate
collateral securing a defaulted repo position. It recommended cash
investors should develop “liquidation plans” for the management
and liquidation of repo collateral in the event of a dealer default.
These plans were to cover both practical aspects such as custodial
arrangements, stress tests of potential losses due to collateral price
movements, and stress tests of possible liquidity needs.

e Transparency: There was insufficient transparency with respect to
many aspects of the tri-party market, including its aggregate size and
composition, the extent of concentrations, and typical levels of mar-
gin. It reccommended greater transparency; use of a template for reg-
ular publication of key information provided by the clearing banks
including the aggregate size of the tri-party market, broken down by
asset category, with associated measures of dealer concentration; and
margin haircut levels reported by the clearing banks for each asset
category.*’

524  Arguments Against Repo Regulation

Among the claims is that additional regulation discourages repo transactions,
“the oil that greases the wheels of the financial system,” by decreasing liquid-
ity, which in turn makes it difficult to source particular bonds for delivery
and discourages trading. Dealers allegedly are opting to pay the fail charge
of 3 % for Treasury bonds rather than pay for the going rate to retrieve the
bond needed to deliver back to the lender. In addition, the Dodd-Frank Act
makes it more difficult for the FED to backstop the repo market. This, in
turn, is causing volatility in the repo markets, raising the costs for short-term
financing, which thereby adds to the volatility that lessens bank margins.*!
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Although the FED continues to hold that regulation is needed, it
appears that in 2015 there was a shortage of high-quality bonds causing
difficulty in the $2.6 trillion US market for repos thereby creating liquid-
ity bottlenecks and stresses in the repo market. The concern is that the
scarcity of the high-quality bonds will put pressure on rates and cause
less liquidity in the bond and other markets. Factors cited for the short-
age include the FED’s increase in Treasury holdings after its multiyear
stimulus program; the demand for US government bonds due to lower
yields on European debt; and additional regulatory requirements forc-
ing big banks to reduce holdings of trading securities in compliance with
the Volcker Rule. Examples cited were Goldman Sachs Group Inc.’s repo
books which declined by 46 % and Morgan Stanley’s which declined by 47
% at the end of 2013. The demand for specific securities caused the rate on
overnight repo loans secured by US Treasury notes to minus 3 % in late
February 2013 so that financial institutions could have access to specific
securities.*? The FED has been testing overnight reverse repos with a lim-
ited set of counterparties to set a floor under short-term interest rates, in
order to raise its benchmark interest rate from near zero.*?

5.2.5 International Regulation

Financial Stability Board
With the Lehman Brothers Holdings Inc. collapse in 2008, the Financial
Stability Board issued guidelines “on discounts applied to collateral
handed over as part of repurchase-agreement trades and other securities-
financing transactions that aren’t processed through clearing houses.” It
also set minimum standards for some types of trades.

A summary of the recommendations by the Financial Stability Board
is as follows:

e Authorities should collect more data on securities lending and repo
exposures amongst large international financial institutions with
high urgency. Such efforts should to the maximum possible extent
leverage existing international initiatives such as the FSB Data Gaps
Initiative.

e Trade-level (flow) data and regular snapshots of outstanding bal-
ances (position/stock data) for repo markets should be collected.
Regular snapshots of outstanding balances should also be collected
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for securities lending markets and further work should be carried
out on the practicality and meaningfulness of collecting trade-level
data. Such data should be collected frequently and with a high level
of granularity, and should also capitalize on opportunities to leverage
existing data collection infrastructure that resides in clearing agents,
central securities depositories (CSDs), and /or central counterparties
(CCPDs).

The total national and regional data for both repos and securities
lending on a monthly basis should be aggregated by the FSB, which
will provide global trends of securities financing markets (e.g., mar-
ket size, collateral composition, haircuts, tenors). The FSB should
set standards and processes for data collection and aggregation at
the global level to ensure consistent data collection by national and
regional authorities and to minimize double-counting at the global
level.

The Enhanced Disclosure Task Force (EDTEF) should work to
improve public disclosure for financial institutions’ securities lend-
ing, repo, and wider collateral management activities, taking into
consideration the items noted above.

Authorities should review reporting requirements for fund managers
to end-investors against the FSB’s proposal, and consider whether
any gaps need to be addressed.

Regulatory authorities for non-bank entities that engage in securities
lending (including securities lenders and their agents) should imple-
ment regulatory regimes meeting the minimum standards for cash
collateral reinvestment in their jurisdictions to limit liquidity risks
arising from such activities.

Authorities should ensure that regulations governing rehypotheca-
tion of client assets address the following principles: financial inter-
mediaries should provide sufficient disclosure to clients in relation to
rehypothecation of assets so that clients can understand their expo-
sures in the event of a failure of the intermediary; in jurisdictions
where client assets may be rehypothecated for the purpose of financ-
ing client long positions and covering short positions, they should
not be rehypothecated for the purpose of financing the own-account
activities of the intermediary; only entities subject to adequate regu-
lation of liquidity risk should be allowed to engage in the rehypoth-
ecation of client assets.
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e Authorities should adopt minimum regulatory standards for collat-
eral valuation and management for all securities lending and repo
market participants.

e Authorities should evaluate, with a view to mitigating systemic
risks, the costs and benefits of proposals to introduce CCPs in their
interdealer repo markets where CCPs do not exist. Where CCPs exist,
authorities should consider the pros and cons of broadening participa-
tion, in particular of important funding providers in the repo market.

e Changes to bankruptcy law treatment and development of Repo
Resolution Authorities (RRAs) may be viable theoretical options,
but should not be prioritized for further work at this stage because
of significant difficulties in implementation.

e An appropriate expert group on client asset protection should exam-
ine possible harmonization of client asset rules with respect to rehy-
pothecation, taking account of the systemic risk implications of the
legal, operational, and economic character of rehypothecation.

e Authorities should adopt minimum regulatory standards for collat-
eral valuation and management for all securities lending and repo
market participants.

e Authorities should evaluate, with a view to mitigating systemic risks,
the costs and benefits of proposals to introduce CCPs in their inter-
dealer repo markets where CCPs do not exist. Financial interme-
diaries should provide sufficient disclosure to clients in relation to
rehypothecation of assets, so that clients can understand their expo-
sures in the event of a failure of the intermediary.**

EU European Market Infrastructure Requlation (EMIR)

To the extent that a repo is a derivative,*> EMIR substantially impacts the
repo market.*® The Regulation requires counterparties to clear all over-the-
counter (OTC) derivative contracts that pertain to a class of these contracts
declared by ESMA to be subject to clearing obligations if they have been
concluded between two financial counterparties, and by other financial
and non-financial counterparties as provided for in the Regulation. ESMA
shall establish, maintain, and keep up to date a public register in order to
identify the classes of OTC derivatives subject to the clearing obligation
taking place correctly and unequivocally. Counterparties and CCPs are to
ensure that the details of any derivative contract they have concluded and
of any modification or termination of the contract are reported to a trade
repository registered by or any other venue recognized by the Regulation.
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The details are to be reported no later than the working day following the
conclusion, modification, or termination of the contract.

Financial counterparties and non-financial counterparties that enter into
an OTC derivative contract not cleared by a CCP are to ensure, exercising
due diligence, that appropriate procedures and arrangements are in place;
monitor and mitigate operational risk and counterparty risk that includes
(1) the timely confirmation, where available, by electronic means, of the
terms of the OTC derivative contract, and 2) formalized processes which
are robust, resilient and auditable in order to reconcile portfolios; man-
age the associated risk; identify disputes between parties early and resolve
them; and monitor the value of outstanding contracts.

E.U. Dirvective on Markets in Financial Instruments as Amended

(MiFID II)¥

The 2014 Directive, which repealed the prior 2004 Directive and
Regulation, requires member states to promulgate new rules by January
2017, establishing a new framework to make financial markets more effi-
cient, resilient, and transparent. It established uniform requirements with
respect to (1) disclosure of trade data to the public; (2) reporting of trans-
actions to relevant competent authorities; (3) trading of derivatives on
organized venues; (4) non-discriminatory access to cleaning and to trading
in benchmarks; (5) product intervention powers of competent authorities;
and (6) provision of investment services by third-country firms following
an applicable decision by the EU Commission.

According to the EU, the new framework aims to make financial mar-
kets more efficient, resilient, and transparent. It initiates a market structure
which closes loopholes and ensures that trading, wherever appropriate,
takes place on regulated platforms. It introduces rules on high frequency
trading. It improves the transparency and oversight of financial mar-
kets—including derivatives markets—and addresses the issue of excessive
price volatility in commodity derivatives markets. A new framework will
improve conditions for competition in the trading and clearing of financial
instruments. Building on the rules already in place, the revised MiFID also
strengthens the protection of investors by introducing robust organiza-
tional and conduct requirements or by strengthening the role of manage-
ment bodies. The new framework also increases the role and supervisory
powers of regulators and establishes powers to prohibit or restrict the mar-
keting and distribution of certain products in well-defined circumstances.
A harmonized regime for granting access to EU professional markets for
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firms from third countries, based on an equivalence assessment of third
country jurisdictions by the Commission, is introduced.*®

In Chap. 6, we will continue this discussion by talking about hedge
funds and money market funds. The systemically important financial insti-
tution (SIFI) implications will be reviewed therein.
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CHAPTER 6

Hedge Funds and Mutual Funds as SIFIs

6.1 Hepce Funps

Hedge funds began historically in 1949 with the creation of an invest-
ment partnership that engaged a number of investment techniques such
as leverage, short-selling, and other financial devices which avoided the
restrictions of the Investment Company Act of 1940.! Until the finan-
cial crisis of 2007-2009, the basic theory of governmental regulation was
the protection of consumers, unsophisticated investors, and other persons
less able to comprehend or defend against the many attempts of those
who wished to defraud them or commit other violations. Securities legis-
lation was aimed essentially at compelling disclosure of facts so that aver-
age investors could make informed decisions about whether to invest in
particular securities. Hedge funds were virtually unregulated because the
investors in them were almost always highly sophisticated, either mutual
or other investment funds, or persons of substantial wealth. The question
arose whether hedge funds might constitute such economic importance
that they should be regulated as systemically important financial institu-
tions (SIFIs), especially in the light of the collapse of Long-Term Capital
Management LP. Long-Term Capital was a hedge fund management
company that collapsed in 1997, requiring a $3.6 billion recapitalization
bailout under the auspices of the FED after sustaining a $4.6 billion loss
in four months following the 1997 Asian financial crisis.
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6.1.1 Natuve and Structure of Hedge Funds

Hedge funds, in essence, are pools of moneys collected from investors that
invoke various investment strategies, often high-risk methods, with the
goal of achieving high capital gains. Investors ordinarily pay a small per-
centage of the invested funds as fees to management which then receives
a sizeable percentage, often as much as much as 20 %, of all gains realized
but do not share in any shortfalls. Many funds seek to achieve substantial
gains by using leverage (borrowing to increase investment exposure and
risk), investments in derivatives, short-selling, and other speculative invest-
ment strategies. Although gains may be substantial (Long-Term Capital
had net gains of 21 % in its first year and 43 % and 41 % respectively in the
following two years), the potential losses are also magnified.?

6.1.2  Legal Structuves of Hedge Funds: USA

The typical structure of a hedge fund organized in the USA is a limited part-
nership with a general partner at its apex with full liability and investors as
limited partners. As with limited partnerships generally, the general partner is
responsible for the daily operations of the fund with unlimited liability, unlike
limited partners who have little say except whether or not to invest therein
and possibly participate in major decisions of the fund. Their losses, however,
are limited to the sums invested. Generally, the said partnership is limited to
99 or fewer investors, to circumvent SEC registration requirements.

To avoid individual personal liability in a limited partnership, the gen-
eral partner is most often not an individual but usually a limited liability
company (LLC) with flow-through tax benefits (all taxable income includ-
ing distribution of appreciated property and liquidation are paid by the
partners and members of the LLC).? The hedge fund may be entirely
structured as a LLC with managers and controlling members. LLCs are
formed in accordance with state law where initiated, and differ from lim-
ited partnerships inasmuch as no member has unlimited liability. If an
LLC structure is used, it is generally formed in the state of the investment
manager; if' a limited partnership, then it is generally formed in the US
state of Delaware where most large business entities are formed thanks to
the pro-business and pro-management environment. The limited partner-
ship gives wide-ranging control to the general partner and defines the
control, operation, and fees of the partnership. The corporate form is not
used in the USA for hedge funds because of the possibility of double taxa-
tion (corporate tax on profits and tax to the investors receiving dividends).
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6.1.3  Non US Hedge Funds

For hedge funds formed offshore (almost always in low or no tax juris-
dictions) a corporate model is most often used. As with all other corpo-
rate models, a board of directors governs the fund. There are three major
structures commonly utilized:

o Single fund (stand-alone) structure. Non-US- and US-based non-
taxable investors, such as pensions and endowments, invest in a single
entity whose sponsor and management company is usually an oftshore
entity but may be US based. It is similar to the LLC general partner
with investors as limited partners. Generally, an offshore management
company is retained as a separate entity to operate the fund.

o Side by Side structure. This is a two-fund structure in which the man-
ager will operate two separate funds, one of which is a US fund and
the other an offshore fund. Both funds usually make the same or simi-
lar investments based on the requirements of the USA and offshore
investors. Administrative issues may arise because of the division
of the two funds. Its positive aspect is the separation of tax aspects
between the two funds but with added administrative and audit costs.

o Master-feeder structure. This structure is most commonly used, also
consisting of two funds, a US and offshore fund; but both funds
feed into a single portfolio, unlike the side-by-side structure, with
the fund manager making the investment decisions and apportioning
the results to the two funds. It is a pass-through entity for US tax
purposes. Among the positive aspects are efficiency and cost effec-
tiveness, but there is the specter of a conflict of interest.*

6.1.4  Risk Management

Hedge funds are inherently risky investments because managers of the fund
are under significant pressure to outperform common market and mutual
fund investments, thereby compelling high-risk but potentially high-profit
investments. Risks that may be incurred are dependent on the nature of the
fund and include /zquidity risk, in times of financial distress; tasl risk, which
are investments made in illiquid securities that occur generally (1) in compa-
nies in distress or (2) are newly emerging companies but thereafter become
problematical; tail risk, which concerns a significant change from the cur-
rent price of an asset; event risk, which is an unanticipated major event such
as natural disasters or the sudden shock of oil embargoes that occurred in
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the late 1970s; commodity risk, which entails the sudden lack or over-
abundance of commodities that may cause major price deviations; volatil-
ity shock, which is sudden major price fluctuations; and credit risk, where
hedge funds specializing in distressed securities or fixed-income arbitrage
may suddenly face default, especially when there are margin calls in trou-
bled economic periods.®

There are no government backstops to guarantee investments or come
to rescue hedge fund losses or their demise, unless in rare cases when such
funds are systemically important and may cause major financial damage to
the entire financial establishment.

Most of the larger hedge funds now have one or more persons whose
sole position in the firm is that of risk manager; they often occupy the
highest level, together with the chief counsel and chief financial officer.
Four-fifths of the firms separate the function of risk manager from fund
manager to assure independent oversight. Eighty-four % use oft-the-shelf
risk analytics (information derived from the systematic analysis of mean-
ingful patterns of data or statistics) as part of the portfolio management or
trading system.® In order to mitigate against sudden withdrawal of invest-
ments in times of stress or major crisis, there are hedge fund management
tools that may assist in order to help the fund avoid liquidity problems,
especially with respect to illiquid investments. They include:

e Lock-up, which is the time period in which investors of a hedge fund
may not withdraw their initial or later investment, often up to two
years and /or twice a year redemption period;

® Gate, which is the provision in the hedge fund-investor agreement
that limits the aggregate withdrawals during the redemption period
by one or even all investors, such as a proviso that withdrawals may
take place up to but not more than a given percentage;

e Key man, which may either concern a provision in the fund that per-
mits withdrawal from a fund if a key person suddenly departs from
the firm or bar asset owners from withdrawal from the fund for a
designated time frame owing to the said departure.”

The question arises, however, whether the redemption restrictions
make investments vulnerable to asset managers’ opportunistically using
the fund for their own benefit and thus imposing an agency cost on inves-
tors. Investors are prevented in the short run from disciplining the man-
ager for, for example, collecting additional management fees. Moreover,
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redemption restrictions may not be used solely for the benefit of fund
managers, for example by gaining additional management fees.®

6.1.5 Regulation of Hedge Funds

US Hedge Funds

A misconception is that hedge funds are not regulated by the US govern-
ment. The regulatory landscape in the USA evolved recently with the pas-
sage of the Dodd-Frank Act, which set forth new registration and other
requirements for hedge fund managers. All financial activities are subject
to certain civil and criminal federal and state statutes. The question is not
whether there is any regulation but rather whether hedge funds and other
financial institutions should be regulated to the same extent as banking
institutions. Among the statutory and regulatory provisions that hedge
funds are subject to are the following;:

e Securities Act of 1933:” Rule 506 of Regulation D provides a “safe
harbor” from the registration requirements of §4(a)(2) of the 1933
Act which otherwise requires the registration with a self-regulatory
organization (FINRA) of an intermediary in a transaction involving
the offer or sale of securities. Under the exemption, companies can
raise an unlimited amount of money in a private offering, provided
that the company does not use general solicitation or advertise to
market the securities and provided that the securities are restricted to
an unlimited number of accredited investors and up to 35 other pur-
chasers who have sufficient knowledge and experience to make them
capable of evaluating the merits and risks of the potential investment.
Companies must give non-accredited investors the same type of dis-
closure documents as those used in registered offerings. Thus, the
incentive is to make offerings only to accredited investors;

— An “accredited investor” includes the following:

e Anyone who ecarned income that exceeded $200,000 ($300,000
with a spouse) in each of the prior two years and reasonably expects
comparable sums for the current year, or an individual person who
has a net worth of over $1 million either alone or with a spouse, but
excluding the value of the person’s private residence (net worth is
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the person’s assets minus liabilities—mortgage is not counted as a
deduction from net worth);

Any organization with assets exceeding $5 million not formed for
the purpose of acquiring offered securities;

Banks, savings and loan associations, partnerships, corporations, bro-
kers, and dealers may be accredited investors;

Any trust with total assets of $5 million not formed specifically to
purchase securities whose purchase is directed by a sophisticated person
(a person who has sufficient knowledge and experience in finance and
business to evaluate the merits and risks of the prospective investment);
Any entity in which all the equity owners are accredited persons,
including officers, directors, and general partners of the issuer of
securities.

Securities Exchange Act of 1934:!°

§10(b) is the anti-fraud section of the statute that makes it unlawful
for any person, directly or indirectly, in connection with the purchase
or sale of any registered security on a national securities exchange or
any security not so registered, or any securities-based swap agree-
ment, to use any manipulative or deceptive device forbidden by law
or regulation for the protection of investors;

§10b-5 makes it unlawful to employ any device, scheme, or artifice
to defraud, to make any untrue statement of a material fact or to
omit to state a material fact necessary in order to make the state-
ments made, in the light of the circumstances under which they were
made, not misleading, or to engage in any act, practice, or course of
business which operates or would operate as a fraud or deceit upon
any person, in connection with the purchase or sale of any security.
Margin rules which limit use of leverage to purchase and carry pub-
licly traded securities and options;

FINRA “new issues” Rule 5130 (formerly Rule 2790) places restric-
tions on the purchase and sale of initial public equity holdings alloca-
tions. Under the Rule, a member or associate may not purchase, sell,
or continue to hold a new issue to any account in which a restricted
person has a beneficial interest. There are a number of exceptions,
such as sales or purchases from one member of the selling group to
another member of the selling group that are incidental to the distri-
bution of a new issue to a non-restricted person at the public offering
price; sales or purchases by a broker-dealer of a new issue at the pub-



HEDGE FUNDS AND MUTUAL FUNDS AS SIFIS 203

lic offering price as part of an accommodation to a non-restricted
person who is a customer of the broker-dealer; or purchases by a
broker-dealer organized as an investment partnership of a new issue
at the public offering price, provided such purchases are credited to
the capital accounts of its partners as provided in the Rule;

e Williams Act amendments to the 1934 Act concerning tender offers
and proxy contests that provides for mandatory disclosure of infor-
mation by persons making cash tender offers to shareholders; reg-
istration with the US Securities and Exchange Commission (SEC)
including source of funds and plans, such as intent to take over the
corporation disclosure; and filing with the SEC by any person acquir-
ing more that 5 % of the shares of a publicly traded corporation;

e FINRA Rule 2111 requires, in part, that a broker-dealer or associ-
ated person “have a reasonable basis to believe that a recommended
transaction or investment strategy involving a security or securities
is suitable for the customer, based on the information obtained
through the reasonable diligence of the [firm] or associated person
to ascertain the customer’s investment profile.” As stated by FINRA,
in general, a customer’s investment profile would include the cus-
tomer’s age, other investments, financial situation and needs, tax sta-
tus, investment objectives, investment experience, investment time
horizon, liquidity needs, and risk tolerance;,.

e SEC Rule 201 Regulation SHO on short sales. The Rule restricts the
price at which short sales may be effected when a stock has experi-
enced significant downward price pressure. Rule 201 is designed to
prevent short selling, including potentially manipulative or abusive
short selling; from driving down further the price of a security that
has already experienced a significant intra-day price decline; and to
facilitate the ability of long sellers to sell first upon such a decline.

There are four requirements for the Rule:

e Orders placed with the broker-dealer must be marked “long,”
“short,” or “short exempt.”

e Rule 201 requires trading centers to establish, maintain, and enforce
written policies and procedures that are reasonably designed to prevent
the execution or display of a short sale at an impermissible price when
a stock has triggered a circuit breaker by experiencing a price decline of
at least 10 % in one day. Once the circuit breaker in Rule 201 has been
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triggered, the price test restriction will apply to short sale orders in that
security for the remainder of the day and the following day unless an
exception applies.

A broker-dealer is required to have reasonable grounds to believe that
the security can be borrowed so that it can be delivered on the date
delivery is due before effecting a short sale order in any equity security.
Rule 204 Brokers and dealers that are participants of a registered
clearing agency are required to take action to close out failure to
deliver positions.

The Investment Advisers Act of 1940, as amended,!! requires most
investment advisers to register with the SEC. An investment adviser
is defined by §202(a)(11) of the Act as any person or firm that,
for compensation, is engaged in the business of providing advice
to others or issuing reports or analyses regarding securities. Hedge
fund managers would normally be included within the definition
of investment advisers, but §203(m) of the Act directs the SEC to
exempt from registration any investment adviser solely handling pri-
vate funds that have less than $150 million in assets under manage-
ment in the USA."?

The Investment Advisers Act, §205(a)(1) generally restricts an
investment adviser from entering into, extending, renewing, or per-
forming any investment advisory contract that provides for compen-
sation, other than a management fee, to the adviser based on a share
of capital gains on, or capital appreciation of, the funds of a client
(performance compensation or fees) unless the client is a gualified
client who is described as follows:

— A natural person who, or a company that, immediately after enter-
ing into the contract has at least $1 million under the manage-
ment of the investment adviser;

— A natural person who, or a company that, the investment adviser
entering into the contract (and any person acting on his behalf)
reasonably believes, immediately prior to entering into the con-
tract, either:

Has a net worth (together, in the case of a natural person, with assets
held jointly with a spouse) of more than $2 million. For purposes of
calculating a natural person’s net worth, the person’s primary resi-
dence must not be included as an asset;
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¢ Indebtedness secured by the person’s primary residence, up to the
estimated fair market value of the primary residence at the time the
investment advisory contract is entered into, may not be included
as a liability (except if the amount of such indebtedness outstand-
ing at the time of calculation exceeds the amount outstanding 60
days before such time, other than as a result of the acquisition of the
primary residence, the amount of such excess must be included as a
liability); and

— Indebtedness that is secured by the person’s primary residence
in excess of the estimated fair market value of the residence must
be included as a liability or is a qualified purchaser as defined in
section 2(a)(51)(A) of the Investment Company Act of 1940 (15
U.S.C. 80a-2(a)(51)(A)) at the time the contract is entered into;

— A natural person who immediately prior to entering into the con-
tract is:

e An executive officer, director, trustee, general partner, or person
serving in a similar capacity, of the investment adviser; or

¢ An employee of the investment adviser (other than an employee per-
forming solely clerical, secretarial, or administrative functions with
regard to the investment adviser) who, in connection with his or her
regular functions or duties, participates in the investment activities
of the investment adviser, provided that such employee has been per-
forming such functions and duties for or on behalf of the investment
adviser, or substantially similar functions or duties for or on behalf of
another company, for at least 12 months.

SEC Enforcement

SEC enforcement has been spotty, but it contains several units within the
agency devoted to specific types of unlawful activity by the hedge fund
industry as well as other financial entities. The Market Abuse Unit is
devoted to investigations involving large-scale market abuses and complex
manipulation schemes by institutional traders, market professionals, and
other participants particularly on highly sophisticated market structure
issues. Its Structured and New Products Unit focuses on complex deriva-
tives and financial products, which include credit default swaps, collateral-
ized debt obligations, and securitized products. The Asset Management
Unit, located nationally in some eleven offices, examines unlawful activities
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of investment advisers, investment companies, hedge funds, mutual funds,
and private equity funds. There are specialists within each of the Units,
such as hedge fund managers, private equity analysts, and due diligence
professionals, who assist in the investigations, train staff, and engage in
policymaking.!?

Unlawful activities by hedge funds are handled by the Asset Management
Unit, which examines violations of securities laws by the asset manage-
ment industry that increasingly encompasses a high percentage of wealth
and is more sophisticated and complex than other financial areas. A
major focus is on investment advisers, particularly hedge fund advisers,
in alternative investments and private finds. With trillions of dollars under
management, there is a need for enforcement of violations, even when
assisting the sophisticated class of investors who are better able to moni-
tor their investments. Alternative investment vehicles are often complex,
illiquid, or opaque instruments, and often lack transparency with respect
to their investment strategies. Moreover, less sophisticated investors have
entered the hedge fund market as retail orientation of hedge funds has
emerged, exposing them directly or indirectly through pensions, endow-
ments, foundations, and other retirement plans. In addition, retailization
of hedge funds has made entry by unsophisticated investors possible by
invitation through general solicitation and general advertising as a result
of the Jumpstart Our Business Startups Act (JOBS Act).'* Additional
problems have emerged because of risks posed by private funds advised
by unregistered advisers, who are exempt from registration with respect to
funds less than $150 million under management.

Some of the abuses by hedge fund managers identified by the SEC are
the following;:

e Temptation to overvalue assets to boost compensation, including lax
valuation committees and use of side pockets to conceal losing illig-
uid positions;

e With increasing competition among hedge funds, there is great pres-
sure placed upon managers to demonstrate and market consistently
positive performance, causing them to engage in unlawful activities
such as insider trading;

e Conflict of interest, whereby managers place their interests above
those of the investors;

e The grant of favorable treatment to certain investors through prefer-
ential redemptions or side letters; and
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e The lack of independent governance that makes the funds suscep-
tible to these abuses and other fraudulent practices.'®

Non-Governmental Oversight

The essential reason for lessening governmental oversight, according to
some commentators, is that investors in hedge funds are almost always
sophisticated or wealthy investors with access to knowledgeable financial
advisers, attorneys, and accountants. Investors may withdraw their invest-
ments at any time subject to the time restrictions stated above. Many major
investors are entities controlling money market funds” highly sophisticated
pension funds, such as the famed CalPERS (California Public Employees’
Retirement), which demands transparency, managerial co-investment, and
performance-based compensation in line with results accomplished by
the fund. It further requires due diligence by fund managers, including
effective internal controls to discourage fraud and the rigorous process of
determining which investments to pursue by many other institutional and
large investment entities.!¢

Non-US Hedge Funds

A majority of hedge funds are located outside the USA, usually in “off-
shore” jurisdictions that have favorable tax or no-tax policies, thereby
sheltering them from with some exceptions from US tax authorities.
Among the best-known foreign jurisdictions are the Cayman Islands,
a British Overseas Territory which has no direct tax on income, capital
gains, or corporations; the British Virgin Islands; Bermuda; the Bahamas;
Luxembourg; Netherlands Antilles; and Ireland; most of which directly or
indirectly aid international persons to evade taxation by their home states
and even to launder money, albeit in theory most have anti-laundering
statutes and allegedly cooperate with tax authorities in their respective
jurisdictions.!”

6.1.6  Hedge Funds as Shadow Banks

Hedge funds are considered to be among the designated non-bank finan-
cial institutions that may constitute SIFIs by the International Monetary
Fund (IMF), the Financial Stability Board (FSB), and the Federal Reserve
Board. Although the European Central Bank includes hedge funds in its
description of shadow banking in the European Union (EU), neverthe-
less it acknowledges that “Whether hedge funds are part of the shadow
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banking system is debatable.” It suggests that more granular data and
qualitative information is needed for an in-depth analysis of ascertaining
whether hedge funds are part of the shadow banking system.!®

Opposition to Designation of Hedge Funds as Shadow Banks

There are a number of persons, mainly from the hedge fund sector, who
oppose the designation of hedge funds as shadow or non-banks. Among
them is the Alternative Investment Management Association (AIMA),
which alleges that credit hedge funds are asset managers and not shadow
banks in its publication The Role of Credit Hedge Funds in the Financial
System: Asset Managers, Not Shadow Banks." Initially, AIMA distinguishes
shadow banks from non-banks by noting that the word “shadow” con-
jures up opaque or nefarious activity and implies that their activities are
out of the reach of regulators, thereby creating unmonitored risks to the
financial system. In addition, the definition of shadow banking as describ-
ing a large segment of financial intermediation derived outside the balance
sheets of regulated commercial banks and other depository institutions is
very broad, and ignores a key distinction between commercial banks and
non-banks such as hedge funds, namely multiple deposit creation.

Citing shadow banking scholars,® AIMA noted that hedge funds not
only are not banks because they are not depository institutions and also
do not fulfill shadow banking criteria, but also because they are part of the
asset management industry and do not undertake maturity transformation
or benefit from implicit or explicit taxpayer guarantees. They play only a
subordinated role in the shadow bank 6-chain as being “interconnected
along a long vertically integrated, long intermediation chain, which inter-
mediates credit through a range of securitization and secured funding
techniques, such as ABCP (asset-backed commercial paper), asset-backed
securities, collateralized debt obligations and repos.” Credit hedge funds
are active only with respect to asset-backed intermediation and are not
involved in credit transformation. Moreover, hedge funds are already regu-
lated, as stated above, as well as internationally under the EU’s Alternative
Investment Fund Managers Directive and the regime promulgated by the
International Organization of Securities Commissions (I0SCO).

Other considerations, beside being adequately regulated, are that they
are subject to extensive reporting requirements; are small in size in rela-
tion to the other components of the financial system; employ low levels of
leverage; do not engage significantly in credit, liquidity, or maturity trans-
formation; play only a small role in credit intermediation process; and do



HEDGE FUNDS AND MUTUAL FUNDS AS SIFIS 209

not need government support inasmuch as they are safe to fall and not too
big to fail.?! Hedge funds differ substantially from other financial instru-
ments inasmuch as redemption rights tend to be far more restricted; that
is, they provide less liquidity owing to restrictions on redemption rights
depending on the nature of the investments. If the fund invests heavily in
highly liquid instruments, investors are generally able to withdraw their
investments monthly or quarterly, but if the major investments are in less
liquid assets then withdrawal may be permitted either twice a year or even
annually. This permits the fund to avoid forced sales of assets in stress situ-
ations, albeit the ultimate outcome may eventually result in the demise of
the fund.

Hedge funds are subject to the same trading reporting and record-
keeping requirements as other investors in publicly traded securities. They
are also subject to a number of additional restrictions and regulations,
including a limit on the number and type of investors that each fund may
have, as stated above. Many hedge funds operating in the USA are also
regulated by the Commodity Futures Trading Commission (CFTC),
including advisers registered as Commodity Pool Operators (CPO) and
Commodity Trading Advisors (CTA). Hedge funds investing in markets
governed by the CFTC would also be regulated by it and be subject to the
requirements set forth in the Commodity Exchange Act.

6.2 INTERNATIONAL REGULATION

6.2.1 European Union Regulation

European lawmakers have also undertaken regulatory changes affecting
hedge funds in recent years. In 2010 the EU approved the Directive on
Alternative Investment Fund Managers (AIEMD), the first EU directive
focused specifically on alternative investment fund managers. AIFMD
requires hedge funds to register with national regulators and increases
disclosure requirements and frequency for fund managers operating in the
EU. Furthermore, the Directive increases capital requirements for hedge
funds and places further restrictions on leverage utilized by the funds. The
AIFMD required EU-based managers to comply with all provisions of the
AIFMD once it was adopted at member state level in 2013, while non-EU
managers marketing funds in the EU are subject to reporting require-
ments under an enhanced national private placement regime until they are
eligible to or required to market under an EU passport in the future, at
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which point those non-EU managers will be subject to all of the provisions
in the AIFMD. EU member countries were required to adopt the AIFMD
into their own national legislation by early 2013. The European Securities
and Markets Authority and the European Commission are developing
implementing rules and guidance to give effect to the AIFMD.

International regulators have been more aggressive than US regulators
in identifying financial institutions that they deem systematically impor-
tant. Thus, the FSB and IOSCO have suggested that investment funds
with more than $100 billion in assets could be labeled as “too-big-to-fail”
and thus subject to stricter regulation. Regulation should also be applied
to hedge funds that have trading activities of $400 billion to $600 bil-
lion. Previously, only banks and insurers were so designated but, accord-
ing to Mark Carney, Bank of England governor and FSB chairman, “They
[hedge funds] are integral to solving the problem of financial institutions
that are too big to fail.” The recommendations are controversial because,
in the view of Dan Walter, managing director of ICI Global, asset manag-
ers allegedly do not invest on a principal basis and do not take on balance-
sheet risk.?> Nevertheless, there are deep divisions, just as those in the
USA, concerning the sagacity of imposing bank-style regulation on money
market funds for the $1.2 trillion EU market; but European lawmakers
have blocked action of the EU Commission that sought to increase trans-
parency and stability for the funds.?

Fitch Ratings, one of the big three of credit ratings institutions globally,
agrees with the FSB and IOSCO assessment. It indicated that the focus
of too-big-to-fail should be based on leverage and a fund’s dominance
of a particular market. The problem is that “If one or more large, heav-
ily regulated funds represent ‘the market’ this could introduce illiquidity
in times of stress.” Excessive leverage and a large market footprint could
cause systemic risk in such times of stress. It urged regulators to ascertain
and understand off-balance-sheet activities of funds that heretofore have
been essentially unregulated.?

6.2.2  I0OSCO Principles on the Regulation of Hedge Funds

10SCO, in conjunction with the FSB, mandates that hedge funds be reg-
ulated and, accordingly, proposed for adoption by securities or appropri-
ate regulators six high level principles on the regulation of hedge funds.
They are as follows:
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e Hedge funds and/or hedge fund managers/advisers should be sub-
ject to mandatory registration.

e Hedge fund managers/advisers which are required to register
should also be subject to appropriate ongoing regulatory require-
ments relating to:

— Organizational and operational standards;

— Conlflicts of interest and other conduct of business rules;
— Disclosure to investors; and

Prudential regulation.

e Prime Brokers and banks which provide funding to hedge funds
should be subject to mandatory registration /regulation and super-
vision. They should have in place appropriate risk-management
systems and controls to monitor their counterparty credit risk expo-
sures to hedge funds.

e Hedge fund managers/advisers and prime brokers should provide to
the relevant regulator information for systemic risk purposes (includ-
ing the identification, analysis and mitigation of systemic risks).

e Regulators should encourage and take account of the development,
implementation and convergence of industry good practices, where
appropriate.

e Regulators should have the authority to co-operate and share infor-
mation, where appropriate, with each other, in order to facilitate
efficient and effective oversight of globally active managers/advisers
and/or funds and to help identify systemic risks, market integrity
and other risks arising from the activities or exposures of hedge funds
with a view to mitigating such risks across borders.?

6.3 MutuaL Funps

A mutual fund is a type of investment company that pools money from
many investors and invests the money in stocks, bonds, money-market
instruments, other securities, or even cash.?® Mutual funds are similar to
hedge funds in that both are portfolios of securities managed by profes-
sional managers. They differ, however, in that mutual funds are much
more regulated by governmental entities to protect mainly unsophisticated
investors who directly or indirectly hold their interest through pension
funds. Hedge funds attend to the needs of wealthy, sophisticated investors
who invest substantial sums in order to qualify as investors unlike mutual
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fund applicants who need only invest a small sum of money. Hedge funds
may increase leverage, engage in speculative positions and leveraging, and
short sell stocks.

Initially, mutual funds were created in the 1970s to avoid the restric-
tions placed on bank deposits concerning the amount of interest to be
paid to depositors. Thereafter, they provided additional sources of fund-
ing and cash management services. Unlike money market funds, hedge
funds need not conform to any standard methodology when calculat-
ing performance and are much freer to invest in high-risk investments,
including those which are relatively illiquid and difficult to value, and to
short sell stocks. Mutual funds come under the jurisdiction of the SEC,
which enforces statutory and regulatory provisions dictating how mutual
funds can advertise their performance by requiring specific ways to calcu-
late current yield, tax equivalent yield, average total return and after-tax
return, and detailed types of disclosure that must be given to investors.
The funds are invested in short-term debt and are an important source
of funding outside the traditional banking sector with purchases of cer-
tificates of deposits and commercial paper and as a source of funding in
repo transactions.

Mutual funds also differ substantially from hedge funds with respect
to the fees charged to investors, leveraging, pricing, and liquidity prac-
tices. Hedge funds generally need not register with the SEC because they
are usually limited partnerships deemed to be private offerings that have
restrictions concerning the number and type of investors who may pur-
chase them, their resale and withdrawal, and advertising, thus permitting
a minimal of disclosure subject only to fraud and fiduciary restrictions.
Financial advisers for both funds are required to register with the SEC and
conform to rules promulgated by FINRA and state requirements.?”

Fees are far more extensive for hedge fund managers, which some com-
mentators deride as meaning that if profitable the managers win and if not
the investor alone loses, inasmuch as the funds charge a small percentage
as management fees but also take a sizeable percentage of any profits as
incentive fees, but do not partake in any losses by the fund other than pos-
sible withdrawal of funds by the investor. Mutual funds have to be fully
disclosed in the offering prospectus in an easy to read format that enables
the investor to be fully knowledgeable as to whether the fund is a load
Sfund, whereby fees are paid to a broker or investment adviser, or a no-load
fund, where there are no commission or other sales charges.
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6.3.1 Types of Mutual Funds

The basic types of mutual funds are:

o Money market funds. A form of mutual funds registered under the
Investment Company Act of 1940 and regulated under Rule 2a-7
of the said Act. Developed in the 1970s to give investors the option
to purchase a pool of securities that provided higher returns than
interest-bearing bank accounts, they are relatively low-risk funds
compared to other mutual funds inasmuch as by law they can invest
in only certain high-quality, short-term investments issued by the
USA. They generally pay dividends reflecting short-term inter-
est rates but usually give lower returns. The risk is that the interest
paid on them may be less than that offered by US corporations, and
government, state, and local governments, such as by treasury bills,
bankers’ acceptances, commercial paper, and certificates of deposit.
With some $3 trillion in assets, the largest investors are institutional
funds.

o Fixed income funds (bond funds). Bond funds generally give investors
a higher return because they are not restricted to high-quality or
short-term investments. The funds generally purchase instruments
that give a fixed rate of return such as government bonds and high
yield corporate bonds. Risks are dependent on the many different
types of bonds in which the fund invests. They include credit visk,
where the bonds in the fund fail to pay their debts especially when
the investment is in high yield but lower rated bonds (unlikely for
government bonds such as US Treasury Bonds); interest rate visk,
which is the risk that the market value of the bonds will go down
when interest rates go up; and prepayment risk, which is that the
bond may be paid early.

o Equity funds (stock funds). Stock funds have historically performed
much better than investments in corporate bonds, government
bonds, and treasury securities. The risk is that of the market risk
because of the volatility of the stock market. There are a broad vari-
ety of equity funds, such as growth funds, which focus on stocks
that may not pay a regular dividend but have the potential for large
capital gains; income funds, which invest in stocks that pay regular
dividends; index funds, which aim to achieve the same return as a
particular market index, such as the S&P 500 Composite Stock Price
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Index, by investing in all—or perhaps a representative sample—of
the companies included in an index; sector funds, which may special-
ize in a particular industry segment, such as technology or consumer
products stocks; large-mid-and small cap funds, value stocks; or a
combination of the above; and fund-of-funds, which is a fund that
invests in other funds.”®

6.3.2  Regulation of Mutual Funds

US Regulation

The mutual fund industry, as stated previously, is heavily regulated and
is less susceptible to “runs” than other financial institutions. The major
statutory and regulatory enactment and rules stated hereinafter are based
on the primary statutory authority, the Investment Company Act of 1940
(Act of 1940) as amended.” The regulations applicable to the mutual
fund industry include the following:

* Daily valuation. Rule 22c-1 requires shares of mutual funds (any
registered investment company) issuing any redeemable security to
sell, redeem, or repurchase the security at a price based on the cur-
rent net asset value (NAV) of the security computed daily Monday
through Friday as of the close of trading. When market quotations
are not readily available, funds must value portfolio securities and all
other assets by using their fair value as determined in good faith by
the board of directors of the funds. (See below SEC Final Rule.) A
fund is not required to calculate its net asset value on days on which
changes in value will not materially affect current net asset value,
days on which no redemption, purchase, or sell orders for the fund’s
shares are received, and on holidays.

* Right of Redemption. §22(e) of the Act of 1940 states that open-end
funds may not suspend the right of redemption, and open-end funds
may not postpone the payment of redemption proceeds for more
than seven days following receipt of a redemption request.

e Liguidity. A mutual fund is required to maintain a high level of
liquidity. It is permitted, however, to invest 15 % of its assets in z//ig-
wid assets (10 % for money market funds), defined as an asset which
may not be sold or disposed of in the ordinary course of business
within seven days at approximately the value at which the mutual
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fund has valued the investment on its books. Nevertheless, the board
of directors of the fund is expected to monitor portfolio liquidity on
an ongoing basis to determine whether, in light of current circum-
stances, an adequate level of liquidity is being maintained.

Leverage. §18(f)(1) prohibits a mutual company from issuing any
class of senior security, or selling any class of senior security of which
it is the issuer, except that the investment company may borrow from
a bank provided that immediately after any such borrowing there is
asset coverage of at least 300 % for all of its borrowings.
Diversification. Mutual fund companies are required to have their
investments diversified, that is, §5(b)(1) of the 1940 Act provides
that at least 75 % of the value of its total assets is represented by cash
and cash items (including receivables), government securities, securi-
ties of other investment companies, and other securities be limited
in respect of any one issuer to an amount not greater in value than 5
% of the value of the total assets of such management company and
to not more than 10 % of the outstanding voting securities of such
issuer.

Investment of Securities of Other Investment Companies. §12(d) (d)
(1)(A) makes it unlawful for a mutual fund to (1) purchase or acquire
any security issued by a registered investment company that is more
than 3 % of the total outstanding voting stock of the acquired com-
pany; (2) purchase securities issued by the acquired company having
an aggregate value in excess of 5 % of the value of the total assets of
the mutual company; or (3) to purchase securities issued by invest-
ment companies other than treasury stock with an aggregate value in
excess of 10 % of the total value of the mutual company. There are
a number of exceptions for exchange traded funds and for shares of
money market funds.

Transactions with Affiliates. §17(a) of the 1940 Act prohibits certain
transactions, including the purchase of securities and borrowing or
loaning money between mutual funds and their affiliated persons
(investment advisers; companies the fund controls or 5 % or more
of whose securities are held by the fund; persons who control the
fund; and persons who are under common control of the fund). The
prohibition is also applicable to a company controlled by the mutual
fund or is a joint or several participant with such person, principal
underwriter, or affiliated person, The fund may apply for exemptions
of proposed transactions, which will be granted by the SEC if it is
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satisfied that the terms are reasonable and fair, are not overreach-
ing, and are consistent with policy as provided in the statute and
regulations.

Custody of Securities. §17(f) of the 1940 Act provides that the fund is
obligated to place and maintain its securities and other investments
in the custody of a qualified bank which is to act as a trustee for said
securities or a company which is a member of a national securities
exchange, subject to such rules and regulations as the SEC may from
time to time prescribe for the protection of investors. The cash pro-
ceeds from the sale of securities and similar investments and other
cash assets of the company shall also be kept in the custody of the
trustee bank or approved trustee, except that the fund may maintain
a checking account in the said institutions.

Provisions Concerning Conduct of Officers and Directors. §17 (g) pro-
vides that any officer or employee with access to securities or funds
of the fund must be bonded to protect investors from theft or other
malfeasance. §17(h) prohibits the fund’s charter, certificate of incor-
poration, articles of association, indenture of trust, or by-laws from
containing any provision which protects or purports to protect any
director or officer of such company against any liability to the com-
pany or to its security holders to which he would otherwise be sub-
ject by reason of willful misfeasance, bad faith, gross negligence, or
reckless disregard of the duties involved in the conduct of his office.
Similarly, §17(i) prohibits contracts or agreements that purport to
exempt them from their wrongful conduct.

Rule 38a-1 requires each investment company and investment adviser
registered with the SEC to adopt and implement written policies and
procedures reasonably designed to prevent violation of the federal
securities laws, review those policies and procedures annually for
their adequacy and the effectiveness of their implementation, and
designate a chief compliance officer to be responsible for administer-
ing the policies and procedures. The chief compliance officer of a
fund is to report directly to the fund board to ensure that all funds
and advisers have internal programs to enhance compliance with the
federal securities laws.

SEC CER Part 270 provides that for a fund to rely on exemptive
rules under the Act, it must satisfy the fund governance standards
as follows: (1) at least 75 % of the directors of the fund must be
independent directors or, if the fund board has only three directors,
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all but one of the directors must be independent directors; (2) the
chairman of the board must be an independent director; (3) the
board must perform a self-assessment at least once annually; (4) the
independent directors must meet separately at least once a quarter;
and (5) the independent directors must be affirmatively authorized
to hire their own staff. Moreover, a fund is to retain copies of writ-
ten materials that the board considers when approving the fund’s
advisory contract.

* Dodd-Frank Act Application. The Dodd-Frank Act, §939A, requires
agencies, including the SEC, to ascertain whether their regulations
require the use of an assessment of creditworthiness of a security or
money market instrument and any references regarding credit ratings,
and to remove such references or requirements of reliance on credit
ratings. They are to substitute such standard of creditworthiness as
they deem appropriate for their regulations and to establish feasible,
uniform standards of creditworthiness applicable to their agencies and
the purposes for which reliance is made on the said standards.

There are numerous other rules that provide for audit committees and
their approval of the retention of independent accounts; requirements that
audited statements be sent to shareholders twice a year and within 60
days of the close of the fiscal year; implementation of anti-laundering pro-
grams; SEC review of books and records of the fund; ineligibility of cer-
tain persons convicted of particular crimes from serving as an employee,
officer or director; and other provisions. Thus, it is beyond dispute that
mutual funds are given extensive regulation unlike some other shadow
banking entities.

Mutual Funds’ Use of Derivatives

An unregulated area of concern to the SEC is the use of derivatives by
mutual funds. A derivativeis a contract between two or more parties whose
value is determined by fluctuations in the underlying asset.®® A derivative
transaction includes any transaction that is a contract, agreement, swap,
warrant, note, or option that is based, in whole or in part, on the value
of, any interest in, or any quantitative measure or the occurrence of any
event relating to, one or more commodities, securities, currencies, inter-
est or other rates, indices, or other assets. It has also been used to refer
to instruments that are created by separating other financial instruments
into constituent pieces, for example, mortgage derivatives. They may be
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standard or customized, traded on an exchange or over the counter, liquid
or illiquid, novel or familiar, leveraged or unleveraged. Derivatives may
increase or reduce portfolio risk. Mutual funds use derivative products for
a number of reasons, including hedging interest rate, currency, and other
market risks. Their use by mutual funds varies from limited use to signifi-
cant investments. Long-term municipal bond funds use derivatives to seek
increased tax-exempt returns. Funds that invest internationally may use
derivative investments to lessen currency risks.?!

Mutual funds use currency derivatives to increase or decrease exposure
to specific currencies, to hedge against adverse impacts on their portfolio
caused by currency fluctuations, and to seek additional returns; znterest
rate derivatives to modify their exposure to the gains or losses arising from
changes in interest rates and to seek enhanced returns; credit devivatives to
allow a fund to assume an investment position concerning the likelihood
that a particular bond, or a group of bonds, will be repaid in full upon
maturity; and equity derivatives to enhance investment opportunities (e.g.,
by using foreign index futures to obtain exposure to a foreign equity mar-
ket). Equity derivatives can also be used by funds as an income-producing
strategy by, for example, selling equity call options on a particular security
owned by a fund. A fund also may use equity derivatives (usually stock
index futures) to “equitize” cash.??

For decades the SEC has indicated a desire to impose regulatory
authority on the said use of derivatives by mutual funds. On August 31,
2011, in a Concept Release,* it sought comments on possible propos-
als that include: derivatives under the senior securities restrictions of the
Investment Company Act; derivatives under the Act’s diversification
requirements; exposure to securities-related issuers through derivatives;
portfolio concentrations; and valuation of derivatives. The SEC is con-
cerned with exploring the benefits, risks, and costs associated with funds’
use of derivatives. It has also been exploring issues relating to the use of
derivatives by funds such as:

e Whether current market practices involving derivatives are consistent
with the leverage, concentration, and diversification provisions of the
Investment Company Act;

e Whether funds that rely substantially upon derivatives, particularly
those that seek to provide leveraged returns, maintain and imple-
ment adequate risk management and other procedures in light of the
nature and volume of their derivatives investments;



HEDGE FUNDS AND MUTUAL FUNDS AS SIFIS 219

e Whether funds’ boards of directors are providing appropriate over-
sight of the use of derivatives by the funds;

e Whether existing rules sufficiently address matters such as the proper
procedures for a fund’s pricing and liquidity determinations regard-
ing its derivatives holdings; and

e Whether existing prospectus disclosures adequately address the par-
ticular risks created by derivatives; and whether funds’ derivative
activities should be subject to any special reporting requirements.

The issues raised by the SEC have been a cause for concern to mutual
funds which fear a bank-like regulation regime is in the offering. The then
US Senator Carl Levin of Michigan alleged that the use of derivatives
by mutual funds diverted investment dollars from stocks and bonds and
caused volatility in the financial marketplace. His comments were attacked
as a misconception of the use of derivatives, which facilitate the transfer of
risks to other parties and thus achieve an efficient allocation of risks. Their
proper uses include that of an international equity fund manager who
wants to transfer risk of foreign stock holdings particularly with respect
to currency volatility, or the use of Treasury futures to adjust duration
risk, or credit-default swaps being used to manage credit risk. Derivatives
are, according to the naysayers of regulation, a cost efficient way to gain,
hedge, or short exposures with respect to certain assets.**

Money Market Final Rule

Money market mutual funds (MMFs) arose in 1971 because banks were
restricted in the amount they could pay in interest for funds deposited
with them. Depositors, seeking higher rates of interest, looked for other
sources such as corporate bonds and treasury bills, and mainly settled on
the purchase of MMFs which offered higher rates for the pooled funds.
These funds began to emulate banking services, such as offering checking
accounts and other bank-like services. Moreover, until later changes in
the law by virtue of the Riegel-Neal Interstate and Branching Efficiency
Act of 1994 (discussed in Chap. 2) that permitted interstate banking,
MMFs were able to market their financial products without jurisdictional
restraints. They became popular because they were able to maintain a
stable $1 NAV (net asset value) with only rare instances of falling slightly
below the $1 value and generally paid more interest than banks. Because
of the decline of deposits in the traditional banking sector, they were able
later to compete with MMFs as a result of the Depository Institutions
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Deregulation and Monetary Control Act of 1980,% and the Garn-St.
Germain Depository Institutions Act of 1982, which permitted banks
to offer their own money market deposit accounts with no limitations on
interest payable.

Regulatory Changes

Although MMFs are relatively safe financial vehicles because most of their
assets are short term, high quality, and high liquidity, the financial crisis
that commenced in 2007 and the bankruptcy of Lehman Brothers in par-
ticular brought about changes in the regulatory environment for MMFs.
To maintain the $1 NAV, sponsors are often compelled to make inves-
tors whole by additional capital injections. The Council, in November
2012, initially proposed three alternatives for reform of MMFs after not-
ing the distress of the industry following the 2007-2009 crisis: (1) requir-
ing MMFs to alter the fixed $1 NAV with a floating NAV; (2) requiring
MMFs to have a 1 % capital buffer with a minimum balance at risk; and
(3) requiring MMFs to have a 3 % subordinated capital buffer. Some com-
mentators believed that changing the NAV from a fixed 1 % to a floating
buffer would accomplish little in the alleviation of possible risk, but sug-
gested that management of the funds should have tools to prevent a sud-
den run on the funds in times of crisis, to enable them to overcome the
immediate need for capital to cover withdrawals on a large scale.?”

The SEC adopted a final rule under the Investment Company Act of
1940 governing Money Market Fund Reform and Amendments to Form
PF on May 1, 2014 (effective October 14, 2014),%® designed to address
the funds’ susceptibility to heavy redemptions in times of stress; improve
their ability to manage and mitigate potential contagion from such
redemptions; and increase the transparency of their risks, while preserv-
ing, as much as possible, their benefits. Among the changes is the removal
of the valuation exemption that permitted institutional non-government
MMFs to maintain a stable NAV and replace it with a floating NAV, with
the requirement that these funds sell and redeem shares based on the
current market-based value of the securities in their underlying portfolios
rounded to the fourth decimal point.®*

The Final Rule also amends its prior rules to give boards of directors of
MMFs new tools to curtail heavy redemptions. They include the discre-
tion to impose a liquidity fee if a fund’s weekly liquidity level falls below
the required regulatory threshold and discretion to suspend redemp-
tions temporarily (to “gate” funds) under comparable circumstances.
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Moreover, the said funds will be required to impose a liquidity fee if the
weekly liquidity level falls below a designated threshold unless the board
of directors determines that such imposition is not in the best interests of
the fund. Other mandates under the rule are to increase the diversifica-
tion of a MMF portfolio to make the funds more resilient, enhance stress
testing, and improve transparency by requiring the MMF to report addi-
tional information both to the SEC and to investors. Investment advisers
of certain large unregistered liquidity funds that are similar to MMFs will
be required to provide information to the SEC concerning the said funds.

6.3.3  Designation of Mutual Funds as SIFIs

Arguments for Inclusion of Mutual Funds as SIFIs

The Office of Financial Research (OFR) issued its report on Asset
Management and Financial Stability in September 2013; this discussed the
vulnerabilities of asset management activities. The report indicated that the
factors that make the industry vulnerable to financial shocks include (1)
“reaching for yield” and herding behaviors; (2) redemption risk in collective
investment vehicles; (3) leverage, which can amplify asset price movements
and increase the potential for fire sales; and (4) firms as sources of risk.*

* “Reaching for yield” and hevding bebaviors. In an era of low interest
rates, low market volatility, and competitive pressure from the sig-
nificant increase of hedge funds, there may be a tendency of portfolio
managers to “reach for yield” by seeking higher returns by investing
in riskier assets or by engaging in “herding” behaviors by investing
in assets classes that are popular regardless of their liquidity. Such
behavior may contribute to increases in asset prices not justified by
their size or liquidity, which may lead to increased market volatility
and sudden shock in times of distress.

® Redemption risk. Mutual funds offer unrestricted redemption rights,
which could face the risk of large redemption requests in a stressed
market if investors believe it to be advantageous by being the first
to redeem the securities, especially when there is a need for cash
to cover redemption requests. Investors with less liquid portfolios
after the initial withdrawal by earlier investors may cause a percep-
tion that the asset management firm is at risk in the future. The SEC
does require mutual funds to hold at least 85 % of their investments
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in assets that could be sold within seven days. The problem is that
mutual funds have little ability, unlike hedge funds, to impose restric-
tions to prevent heavy redemptions in times of stress.

o Leverage. The OFR noted that during the financial crisis, the use
of derivatives to boost leverage resulted in significant losses for
some registered funds. Examples included the loss of 80 % and 36
% respectively of its NAV by the Oppenheimer Champion Income
Fund and Oppenheimer Core Bond Fund, two fixed-income retail
mutual funds. The losses were primarily due to their exposure to
total veturn swaps, a type of derivative whereby investors exchange
the total gains or losses from a reference asset without owning it — on
AAA-rated tranched commercial mortgage-backed securities.

o Firms as sources of visk. In the event of the failure of a large asset man-
agement firm, the market may undergo significant distress based on
its size, complexity, and interaction with other firms.

Arguments Against Designation of Mutual Funds as SIFIs

There are many commentators, both governmental and non-governmental,
opposed to the designation of mutual funds as SIFIs. Included are two
of five SEC commissioners, Luis A. Aguilar, a Democrat, and Daniel
M. Gallagher, a Republican. Aguilar stated that the study by the Office
of Financial Research, which suggested to the Council that large asset
management companies be designated as SIFIs, was flawed. Gallagher
indicated that: “Assets owned on an agency basis do not pose the same
threats as we saw in the financial crisis.” Both stated at a Mutual Fund
Directors Forum on April 2, 2014 that the SEC had no input regard-
ing the SIFI designation and that there was a real danger that omitting
its input compromised the validity of the report. The study by the OFR
concluded that the asset management industry may pose vulnerabilities to
the financial system because of its reaching for yields through alternative
investments that are subject to large redemption requests and use of high-
risk leverage through derivatives. The SIFI designation would allegedly
substantially increase the costs to shareholders in mutual funds through
added fees, assessments, and capital requirements.*!

On the other hand, SEC Commissioner Kara M. Stein appears to agree
with the OFR, stating that mutual funds and exchange-traded funds that
use complex, risky investment strategies often operate in a gray area of
mutual fund regulation. Some investors like alternative mutual funds
because they tend to outperform more conservative mutual funds, but



HEDGE FUNDS AND MUTUAL FUNDS AS SIFIS 223

they also may pose systemic risks. The alternative find market has risen
from $46 billion in 2008 to $311 billion by the end of 2014.*

Mutual funds, as might be expected, are vehemently against SIFI des-
ignation. Vanguard, in its commentary, The SIFI search: Some dangerous
misconceptions about mutual funds,* noted that the Investment Company
Act of 1940 has regulated successfully the mutual fund industry for the
past 75 years. The Act severely limits the types of investments that mutual
funds and their managers may invest that could cause major investment
losses or even bankruptcy. The Act limits leverage transactions (short sales,
purchase of securities on margin, derivative transactions) that mutual
funds may engage in; compels mutual funds to hold a minimum of 85
% of their assets in liquid securities (saleable within seven days) and daily
mark-to-market the valuation of fund securities based on market values.
Additionally, there is a legal separation between mutual funds and their
managers. Mutual funds and the management companies that manage
them are separate legal entities so that the bankruptcy of one is not attrib-
utable to the other. Transactions between a mutual fund and its manage-
ment firm are prohibited. The assets of a mutual fund must be maintained
with a qualified custodian, ordinarily, a US bank. The fund’s assets are to
be segregated from other bank assets.**

The isolated instances of fraud and mismanagement have resulted in pros-
ecutions but did not affect other funds. Unlike banks that have short-term
liabilities and long-term mortgage-type assets that are subject to a “run
on funds,” a run on mutual funds may be impossible for structural rea-
sons. Banks take deposits which are part of their indebtedness but mutual
funds are investments giving the investor equity in the fund which result
in gains or losses according to their pro rata participation. A mutual fund
satisfies redemptions from the assets of the fund itself. Former Secretary of
the Treasury Ben Bernanke has been quoted as stating that equity mutual
funds are “not runnable.” During the financial crisis in which the S&P
Index dropped by 50.9 %, the redemption of mutual funds by investors was
only 4.1 %. Forbes magazine is in agreement. It noted that unlike BHCs,
mutual funds do not go bankrupt. They cannot borrow moneys that they
cannot repay. Losses are fully absorbed by the shareholders. The asset man-
agement subsidiary of Lehman Brothers survived and continues to operate
as a separate company. Moreover, if a mutual company were to fall, the
Security Investor Protection Corporation rules would shield investors from
its demise. At worst, if large investor redemptions were to cause illiquidity
costs, the fund investors would bear the costs.*
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Additional arguments are also made. The largest US systemically
important bank has assets of at least $2.4 trillion while the largest regu-
lated investment fund averaged $159 billion. Banks are interconnected
while mutual funds are freestanding in the financial system. The Council
differs from the SEC because the latter is expert at regulating capital
markets and the risks attendant thereto. The FED, on the other hand,
functions as a prudential regulator assuring the safety and soundness
of the banking and extended financial system. The FED’s focus is on
the participants in US capital markets but the SEC is concerned with
the liquidity of risk-taking entities rather than capitalization. The SEC’s
interest in mutual funds is to maintain free and fair capital markets while
the FED’s concern is to ensure the safety and soundness of the bank-
ing system. There is no proof that the FED’s application of prudential
standards to capital markets would be a benefit.*® Surprisingly, given the
organization’s stance in coordination with the FSB, the Chairman of
10SCO, Greg Medcraft, is in agreement that mutual funds do not pose
a systemic risk, noting, for example, that when the famed investor Bill
Gross departed from the Pacific Management Investment Co. fund, the
company was able to withstand a large surge in redemption demand. He
indicated that the focus should be on the activities of funds rather than
the imposition of bank-like rules upon them.*”

6.4  INTERNATIONAL REGULATION

6.4.1 European Union’s Money Market Proposed Regulations

On April 29,2015, the EU Parliament adopted a report by the Committee
on Economic and Monetary Affairs (ECON) that amended the money
market regulations to provide as follows:

Types of MMFs

The Report stated that there are two kinds of MMFs, namely those that
offer a constant net asset value (CNAV) per unit or share, for example at
$1, €1, or £1, when they distribute income to investors and those that
offer a variable net asset value (VNAV). The draft law would limit CNAV
MMFs to two types: (1) Retail CNAV, which would be available for sub-
scription only for charities, non-profit organizations, public authorities,
and public foundations; and (2) Public Debt CNAV, which would invest
99.5 % of its assets in public debt instruments.
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Proposal of New Type of MMF

There would be a new type of MMEF: Low Volatility Net Asset Value MMF
(LVNAV MMF) that might display a constant net asset value but under
strict conditions. Authorizations granted to LVNAVs would lapse after
five years; but in undertaking its review, the EU Commission examined
the possibility of allowing authorizations for LVNAVs to continue beyond
the five year period.

Diversification and Assessment

The draft law should also require MMFs to diversify their asset portfolios,
investing in higher quality assets, follow strict liquidity and concentra-
tion requirements, and have in place sound stress-testing processes, MMFs
would have to have in place a rigorous internal assessment procedure to
determine the credit quality of money market instruments. The assets of
a MMF would have to be valued at least once a day and the result should
be published daily on the website of the MMEFE. Owing to the discretionary
nature of external support, which contributes to uncertainty in times of
instability, a MMF should not receive external support from a third party
including from its sponsor, if any.

Transparency

Under the draft law, the EU Parliament also tightened the transparency
rules. MMFs would have to report weekly all of the following informa-
tion to their investors: the liquidity profile; the credit profile and portfolio
composition; the weighted average maturity (WAM) of the portfolio; the
weighted average life (WAL) of the portfolio; and the concentration of the
top five investors in the MMF.

Liquidity Fees and Redemption Gates

The Public Debt and Retail CNAVs and LVNAVs should apply “liquid-
ity fees” and “redemption gates” in circumstances to help stem sudden
outflows.*®

6.42 IMF Report

The IMF is concerned about the potential risks attendant on the signifi-
cant growth of the mutual funds industry. In its Global Financial Stability
Report of April 2015,* it rendered an empirical analysis of the potential
risks of the MMF industry flows. With respect to their effect on asset
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price dynamics, it determined that they affect asset returns in smaller, less
liquid markets. Larger MMF holdings and greater concentration adversely
affect bond spreads in periods of distress. These effects, however, can be
cushioned by liquidity risk management. The IMF found that systemic
risk, as noted by US findings above, is contributed by herding (following
the behavior of other funds) and interconnectedness, particularly by virtue
of the ownership of asset management companies by banks and insurance
companies.®’

The IMF found that MMFs’ contributions to systemic risk depends
less on size than on their investment focus. It called therefore for a revised
oversight framework for publicly offered funds whereby investors are
given sufficient information to understand the investment products they
purchase as well as protection from fraud and other risks. There should
be investment restrictions, caps on leverage, liquidity risk management,
price and redemption policies, and separation of clients’ assets from those
of the asset management companies. There should also be greater regu-
latory oversight of privately offered products to protect against fraud or
negligence.®!

The IMF noted that the limitations of the current oversight include
lack of specificity, insufficient supervision of individual, and systemic risks.
Suggested improvements included enhanced regulation by providing
more specifics for funds’ liquidity requirements; strengthening the micro-
prudential supervision of risks related to individual institutions; ensuring
that funds do not take excessive leverage; adoption of approaches based
on products, activities, or both; and raising the quality of supervisory prac-
tices across jurisdictions by introducing global standards.*

In Chap. 7, we will explore a more controversial non-bank designation
as SIFIs, namely that of insurance companies, which allege that their busi-
ness model is far different from other financial institutions, that they lack
a history of failures in times of distress, and that the designation is both
inappropriate and likely to create systemic problems.
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CHAPTER 7

Insurance Companies as SIFIs: The MetLife
Inc. Litigation

This chapter discusses whether insurance companies should be regulated
as systemically important financial institutions like other non-bank finan-
cial entities. A pending lawsuit commenced by MetLife Inc. when it was
designated as a systemically important financial institution (SIFI) is an
excellent example that highlights the arguments on both sides of the led-
ger. The litigation also exemplifies how a determination is made by the
Council; the issues initiated by the findings; and the consequences of the
designation. Both the Final Determination and the Complaint filed by
MetLife illuminate the types of questions that have to be addressed by the
Council irrespective of the ultimate outcome of the litigation.

7.1 INSURANCE COMPANIES

7.1.1  US Regulation of Insuvance Companies

Within the USA, although almost all insurance policies and other
insurance-related activities are interstate by their very nature, nevertheless,
they are governed by state law. The reason why insurance is state regu-
lated rather than exclusively federal in nature is due to the passage of the
McCarran-Ferguson Act.! This, in part, provides that state statutes, regu-
lations, interpretations, orders, and other actions shall not be preempted
by the federal government as they relate to the regulation of the business
of insurance. The State Insurance Department of each state makes the
rules and regulations concerning the registration of insurance companies,
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and types of insurance, as well as setting forth the familiar standard forms
for such policies. Since 1945, states have had virtually exclusive jurisdic-
tion and governance of insurance.

The pros and cons of state regulation of insurance continue to be
debated today. Those favoring state regulation generally believe in greater
powers being given to the states vis-a-vis the federal government, and vice
versa. Advocates for state control point out that during the financial crisis
of 2007-2009 insurance companies under state regulation fared much
better than banks. Having the federal government replace or share author-
ity with states over insurance would unnecessarily add another layer of
bureaucracy, create high transition costs, and be contrary to the espoused
market system. Those favoring federal regulation argue that the multi-
plicity of states’ regulation creates unnecessary confusion concerning the
many different forms of regulatory enactments and interpretations, and is
more costly to the insurance industry.?

7.1.2  AIG Ripple Effect

The American International Group (AIG) debacle, wherein some
$140 billion of public funds from the Troubled Assets Relief Program
(TARP) was used to rescue the insurance giant, changed the debate.
AIG was the world’s largest insurance company, with a market value
of $239 billion. The problem arose to a great degree when it insured
credit-default swaps, which were a form of guarantee to banks and
other financial institutions, of over $441 billion, $58 billion of which
concerned subprime securities, and $307 billion contracts written on
instruments owned by banks in America and Europe. The coverage was
used to assure regulators of the banks’ asset quality, thereby helping
their regulatory capital levels.? The collapse of AIG, which would have
been forced into bankruptcy with enormous ripple effects upon banks
and other financial institutions, was avoided by the TARP rescue, but
events illustrated the failure of state regulators to question and prevent
the possible collapse of the insurance giant because of over exposure to
very questionable assets.

There was also a failure of the Office of Thrift Supervision of the US
government to oversee the derivatives operation and the AIG holding
company. Federal regulators, especially the FED, stated that a single regu-
latory authority was needed to perform the task of supervising complex
organizations, which move beyond simple issuances of insurance policies
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to multiple insurance products. Companies of such complexity may be
beyond the abilities and authority of individual state regulators. The AIG
near-collapse illustrated how such an event may profoundly affect the
overall stability of the entire financial system, not only in the USA but
also globally. Thus, the passage of the Dodd-Frank Act in part sought to
address the problem relating to banking’s “too big to fail,” which man-
dated extensive federal governmental financial intervention to prevent a
domestic and global financial catastrophe.

Another concern of Congress was that the insurance market has
expanded exponentially beyond the borders of individual states to the
entire nation and, more importantly, to other nations. The existing leg-
islation of 1945, which allowed states to develop the expertise to serve
their constituents, was adequate in that era to serve the needs of the
public, but in the new century and for a number of years before, there
was an immense growth in globalization, which included the expan-
sion of insurance companies worldwide. This expansion appeared to
require national coordination, which was not within the capabilities of
individual states.

7.1.3  Financial Stability Oversight Council (Council)

Although the emphasis of the Dodd-Frank Act was on banks and
the securities industry, it nevertheless had a number of important
provisions which impact the insurance industry. These are scattered
throughout the Act, but are mainly set forth in “Title V. Insurance.”
We previously discussed in Chap. 3 Title I, § 111, of the Dodd-Frank
Act that created the Financial Stability Oversight Council in Chap. 3.
This is particularly relevant with respect to its application to the insur-
ance industry. Recall that among the voting members of the Council
is an independent member with insurance expertise. The non-voting
members include a state insurance commissioner to be designated by
a selection process determined by the state insurance commissioners.
The Council’s main authority is to identify risks to the financial stabil-
ity of the USA that could arise from the material financial distress or
failure, or ongoing activities, of large, interconnected bank holding
companies or non-bank financial companies, or that could arise outside
the financial services marketplace. It also has the duty to respond to
emerging threats to the stability of the US financial system.
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7.14  Fedeval Insuvance Office

In addition to Title I that created the Financial Stability Oversight Council,
Title V of the Dodd-Frank Act, Subtitle A, entitled “Federal Insurance Office
Act of 2010.” appears to herald the gradual assumption of federal jurisdic-
tion over the states-dominated insurance industry. Although state insurance
departments continue to possess regulatory jurisdiction over the insurance
industry, as provided for in the McCarran-Ferguson Act of 1945, never-
theless Congress created federal oversight of the industry which now has
national and global implications. The newly created Federal Insurance Office
(FIO) is under the jurisdiction and control of the Treasury Department. It
is headed by a Director who is appointed by the Secretary of the Treasury.
The Director is granted the authority to:

e Monitor all aspects of the insurance industry, including gaps in the
regulatory process that could contribute to a systemic crisis in the
insurance industry or the US financial system;

e Monitor the extent to which traditionally underserved communities
and consumers, minorities and low- and moderate-income persons
have access to affordable insurance products regarding all lines of
insurance, except health insurance;

e Recommend to the Financial Stability Oversight Council the desig-
nation of an insurer to serve as a non-voting member of the Council;

e Assist the Secretary in administering the Terrorism Insurance
Program established in the Department;

e Coordinate federal efforts and develop federal policy on interna-
tional insurance matters, in negotiating covered agreements

e Determine whether state insurance measures are preempted by cov-
ered agreements;

e Consult with the states (including state insurance regulators) regard-
ing insurance matters of national importance and prudential insur-
ance matters of international importance; and

e Perform such other related duties and authorities as may be assigned
to the Office by the Secretary.

7.1.5  Preemption of State Laws

States will continue to be the regulators of insurance companies within
their domains, but the Act provides for preemption over state regulation in
specifically defined areas. The Director of the FIO has preemptive authority
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if he or she determines that a state insurance measure results in inconsistent
treatment of a non-US insurer domiciled abroad in a country that has a cov-
ered agreement with the USA, and that such treatment violates the covered
agreement. A covered agreement is defined as a written bilateral or multilat-
eral agreement regarding prudential measures with respect to the business
of insurance or reinsurance that is entered into between the USA and a for-
eign government and/or regulatory agencies. The agreement relates to the
recognition of measures concerning the business of insurance or reinsurance
that achieves a level of protection for insurance or reinsurance consumers
that is substantially equivalent to the level of protection achieved under state
insurance or reinsurance regulation.

Before making a preemption determination, the Director must notify
both the appropriate US state concerning the alleged violation of the
international agreement and the US trade representative and publish the
inconsistency or preemption in the Federal Register. The state representa-
tive has the opportunity to file opposition or suggested comments and
seek a determination from the Director.

The preemption authority is limited. It can only apply when the state
measure (1) results in less favorable treatment of a non-US insurer com-
pared with a US insurer, and (2) is inconsistent with a written international
agreement regarding prudential measures. The agreement must achieve a
level of consumer protection that is “substantially equivalent” to the level
afforded under state law. The FIO’s preemption authority does not apply
or extend to state measures governing rates, premiums, underwriting, or
sales practices, nor does it apply to state coverage requirements or state
antitrust laws. The FIO’s preemption decisions are also subject to de novo
judicial review under the Administrative Procedures Act.

7.2  THE CoUNCIL’S REGULATION OF INSURANCE
COMPANIES As SIFIs

The Council, in each of'its final determinations, employs the same format
as for other financial companies. It commences with an introduction citing
its jurisdiction pursuant to §113 of the Dodd-Frank Act; a summary of its
findings; the determination that the company is predominantly engaged
in financial activities; the statutory standard and legal framework for the
final determination; an analysis of the potential effects of material financial
distress at the company by its consideration of the transmission, exposure,
asset liquidation, and critical function or service channels; the company’s
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existing supervision; resolvability; the evaluation of statutory consider-
ations; and its conclusions.

7.2.1  Council’s Final Determination Regarding American
International Group Inc. (AIG)

The collapse of AIG, which was viewed as a systemically important finan-
cial company, required US government intervention and a bailout of some
$140 billion to prevent alleged material financial distress with possible
global ramifications to other major financial institutions. Among the obli-
gations that almost brought about its downfall was its credit protection of
credit default swaps and collateralized debt obligations. With the overall
downturn of the economy reminiscent of the 1930s Depression Era, AIG
was not able to meet pending obligations, thereby creating a company
downward death spiral which would have led to bankruptcy but for US
government intervention. Interestingly, the former CEO of AIG, in what
appears to many commentators to be one of the most egregious lawsuits
ever commenced, alleged the government exacted excessively punitive
measures for its rescue of AIG in violation of the law. The court agreed,
but concluded that the plaintiff was not entitled to a damage award.*

The Council, with the bailout clearly in mind, determined on June 3,
2013 that AIG could pose a threat to the financial stability of the USA
and thus it should be subject to enhanced prudential standards. The deter-
mination was not contested. Using its analysis of applicable transmission
channels, it opined that a large number of corporate and financial entities
had significant exposures to AIG in its capacity as a leading multi-line
insurer, including group annuities for private pension funds and stable
value wrap products. In the event of financial distress, its 18 million life
insurance customers and retirement product customers in the USA could
suffer significant losses, leading to large withdrawals of cash surrender
value of their policies. Pension plan parties to wrap contracts could be
forced to write down their assets from book to market value, resulting in
costs for pension plan sponsors.

The Council concluded further that the overall effect of any significant
portion of AIG’s assets on the financial markets might lead to stress in the
entire financial services industry. It was the leading commercial insurance
underwriter in the USA and in the event of a withdrawal of its cover-
ages, it would be difficult for competitors to rapidly replace those poli-
cies. Operating in 130 countries, its complicated organization structure
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significantly increased the obstacles of a rapid and orderly resolution
should it become necessary. Numerous other factors were considered in
the Council’s determination, including the extent of AIG’s leverage; its
transactions and relationships with other significant non-bank financial
companies and significant bank holding companies; its off-balance-sheet
exposures; its importance as a source of credit for households, businesses,
and state and local governments; the extent to which assets are managed
rather than owned by AIG and the extent to which ownership of assets
under management is diffuse; and the nature, scope, size, concentration,
interconnectedness, and mix of activities.®

7.2.2  Council’s Final Determination Regarding Prudential
Financial Inc. (Prudential)

A much more controversial Council determination concerned Prudential
Financial Inc. On September 19,2013, the Council approved by a 7-2 vote
(US Securities and Exchange Commission (SEC) Chairperson recused)
that Prudential is a non-bank financial company that comes within the
jurisdiction of the Council; that material financial distress at Prudential
could pose a threat to the financial stability of the USA; and, consequently,
it should be supervised by the Federal Reserve and be subject to pruden-
tial standards.

The reasons cited for the decision were, in essence, based on Prudential’s
size and interconnectedness with other financial institutions. It is one of
the largest insurance companies in the USA and through its subsidiaries
is a market leader in a vast array of financial services including group and
individual life insurance, annuities, retirement-related products and ser-
vices, and asset management. As of the end of 2012, it had $3.6 billion
in total in-force life insurance and $709 billion in total on-balance-sheet
assets. It is interconnected with globally systemically important banks,
non-bank financial companies, large insurance companies, and other com-
panies through a broad mix of institutional customers, debtholders, and
other counterparties. Corporations, banks, and pension plans have broad
exposure to Prudential through retirement and pension products, corpo-
rate and bank-owned life insurance, and other group insurance products.

Under the analyses of the Exposure Channel (see Chap. 4 for discus-
sion of applicable channels), it determined that Prudential provided a wide
mix of financial services including individual and group life insurance,
annuities, asset management, commercial lending, mortgage servicing,
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trust, and other retirement-related services. As of the end of 2012, it had
$424 billion of assets in its general account investment portfolio and $253
billion in separate accounts. Many of its activities had a high degree of
interconnectedness, thereby exposing the financial system to Prudential
through its capital markets, including derivatives counterparties, creditors,
debt, and equity investors, and securities lending and repurchase agree-
ments. It had significant off-balance-sheet exposures owing to derivatives
counterparty and credit facilities commitments with large global banks.

With respect to the Asset Liquidation Channel, although Prudential’s
life insurance and annuity products were long term, nevertheless a sub-
stantial portion of them could be subject to immediate withdrawal with
little or no penalty. Should a large number of withdrawal and surrender
requests take place, the company would have to sell off assets expeditiously
to meet its obligations and thus be subject to the company’s derivative and
short-term funding counterparties, which could require Prudential to post
additional collateral or raise cash to close out funding transactions. With
respect to its Critical Function or Service Channel, the potential threat of
material financial distress could seriously affect the company as a source of
credit for households, businesses, and state and local governments.

The Council acknowledged that the company was state regulated as
well as in the many countries wherein it conducts business, but neverthe-
less it concluded that state insurance regulators do not possess the same
authority to which non-bank financial companies would be subject if a
SIFI determination took place.®

Dissenting Views

The resolution was opposed by the Acting Director of the Federal Housing
Finance Agency (HFC) and by the Council’s independent member with
insurance expertise. In addition, there was opposition from the non-vot-
ing member, the State Insurance Commissioner Representative. The FHC
Director’s dissent was based on his opinion that greater weight should have
been given to the “mitigants” to the potential threat to the financial stability
of the USA; an alternative view of the significance of certain factors; the avail-
ability of other tools to address identified risks; and his concerns about the
consequences of the designation, including market impacts. He stated that
he would have voted to retain the company in Stage 2 and thus be subject
to ongoing analysis of the company. Having oftered to undertake additional
actions to assist the Council in its ongoing analysis, he felt that Prudential
should have been given the opportunity to submit a resolution plan.”
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The Director additionally based his views on the fact that no large
financial company had more than a de minimus amount of equity capital
exposed to Prudential; the company had limited market-based funding; its
assets were generally of high-quality government debt and senior corpo-
rate securities; and it lacked the intangible assets that had been a key com-
ponent of past failures of the financial services industry. Further, although
the risk to the company’s derivatives counterparties could be stronger, the
analysis by the majority failed to account for Prudential’s unique risks and
character of its derivatives activities. Insurance products and liabilities are
not the same as bank deposit liabilities- Prudential could delay payment of
early withdrawals while still making regularly scheduled distributions. In
addition, during the financial crisis of 2007-2009, industry withdrawals
were contained.

The Council’s dissenting independent member discussed the three
transmission channels. The Council had cited two of the three channels
that could pose a risk to US financial stability, namely exposure and asset
liquidation. With respect to the exposure transmission channel, the dis-
senting member stated that there was no basis or administrative record to
conclude that Prudential’s counterparties, creditors, investors, and other
market participants were significant enough to pose a threat to US finan-
cial stability. It had not been established that an individual counterparty
would be materially impaired because of losses to Prudential, nor were
any other exposures significant enough to cause instability to the broader
financial markets. The asset liquidation transmission channel analysis was
also flawed, because it was based on the assumption that variable annu-
ity holders and other contract holders would run ez masse, causing asset
liquidation. This assumed massive liquidation of millions of life insurance
policyholders and a significant number of other contract holders, without
any basis for the assumption.

Other alleged flawed analyses included the consideration that as a par-
ent holding company Prudential could suffer material distress, but the
distress would not include all of its insurance subsidiaries. There was fail-
ure to consider mitigants (as stated above by the FHA Director), a lack of
precedent for failures of an insurance company such as Prudential, the lack
of evidence that state regulators could not resolve insurance issues, and
any evidence that the company’s material distress would lead to a threat
imperiling the broader economy. The non-voting state insurance member
also reiterated most of the arguments of the two voting dissenting views.®
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7.3  METLIFE LiTiGATION

The Council designated MetLife Inc. (MetLife) as a non-bank
SIFI. According to the Council, the designation does not imply that the
company is experiencing or is likely to experience financial distress but
rather is a determination that in the event of material financial distress,
if it were to occur, could pose a threat to the financial stability of the
USA.? MetLife was the fourth non-bank to receive the designation of
systemically important on December 18, 2014, and thus became subject
to Council overview. The other non-banks to receive the designation,
as stated above, were Prudential Financial Inc. (September 19, 2013);
General Electric Capital Corporation Inc. (July 8, 2013); and American
International Group Inc. (July 8, 2013).1° Prudential appealed its desig-
nation, but lost the appeal and did not litigate the determination. AIG
took the approach that such determination was beneficial to the company
because it illustrated its financial strength. Thus, MetLife was the first des-
ignated SIFI to oppose the designation by commencing litigation.!! This
litigation is discussed here in some detail because it exemplifies the factors
that Council considers in determining that a company is a SIFI.

Under §102(a) (6) of the Dodd-Frank Act, a company is predomi-
nantly engaged in financial activities if:

(A) the annual gross revenues derived by the company and all of its subsidiaries
from activities that are financial in nature...and, if applicable, from the owner-
ship or control of one or more insured depository institutions, represents 85
percent or more of the consolidated annual gross revenues of the company; or
(B) the consolidated assets of the company and all of its subsidiaries related to
activities that are financial in nature ... and, if applicable, related to the owner-
ship or control of one or more insured depository institutions, represents 85
percent or more of the consolidated assets of the company.

7.3.1  Background to the Detevmination

MetLife was advised on July 16, 2013 that it was under consideration as a
SIFI and was requested to furnish specific information for the Council to
evaluate. Accordingly, the company submitted some 21,000 pages of data
and met the Council representatives on 12 occasions between September
2013 and September 2014. On September 4, 2014, the Council voted affir-
matively in a proposed determination to designate MetLife as a SIFI and
advised the company of its right to request a hearing before the Council.
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Prior to the determination, the CEO of MetLife, accompanied by his attor-
ney, Eugene Scalia, and other persons, appeared at a hearing before the
Council on November 3, 2014 to challenge this proposed designation.!?
After the required 60-day period for determination of the proposal, the
designation was confirmed. On December 18, 2014, the Council deter-
mined that if there was material financial distress at MetLife it could pose a
threat to the financial stability of the USA. As a result the company would
be subject to the Council’s enhanced prudential standards.!?

7.3.2  Regulatory Basis for the SIFI Detevmination

The Council alleged that it examined information that included the types
and amounts of counterparty exposures arising from its issuance of company
securities; guaranteed investment contracts and derivatives activities; the size,
collateralization, and liquidity of its securities lending program; the impact
on capital of the company’s use of captive reinsurance; the terms of interaf-
filiate transactions; and the scale of its insurance liabilities with discretionary
withdrawal features. The Council also evaluated the transmission channels
for material financial distress. Among the channels are: (1) exposure, that is,
whether the non-bank financial company’s creditors’, counterparties inves-
tors’, and other market participants’ connections to the company are signifi-
cant enough to impair them and pose a threat to US financial stability; (2)
asset liquidation, that is, whether the company holds assets that if liquidated
quickly would cause a fall in assets prices and disrupt trading or funding in
key markets or cause significant losses; (3) critical function or service, being
the potential effects if the company is no longer able or willing to provide
critical functions or services relied upon by other market participants; and
(4) other threats, such as whether the company’s bankruptcy would disrupt
key markets or have an adverse impact on other financial firms or markets.
In addition, the Dodd-Frank Act states that a company is predominantly
engaged in financial activities if at least 85 % of the company and all of its
subsidiaries’ gross revenues are derived from financial activities.'*

7.3.3  Application of Regulatory Factors to MetLife

The Council decided that MetLife is a global entity that provides insur-
ance and many other insurance-related and financial products to some
100 million customers in over 50 countries. As of 2014, it possessed some
$909 billion in total assets and its assets and activities allegedly met the 85
% threshold of Dodd-Frank. The assets consisted of approximately $516
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billion of general account invested assets including cash and cash equiv-
alents; $319 billion of separate account assets; and $71 billion of total
equity. It provides through subsidiaries a vast array of services, includ-
ing life insurance, annuity products, and retirement-related products
and services. It operates in over 50 countries through 358 subsidiaries.
Three-quarters of its revenues are from the USA and Latin America. It
is regulated and supervised in the USA by the insurance departments of
various states.!®

The Council placed emphasis on MetLife’s issuances of funding
agreement-backed notes and securities lending activities, which allegedly
expose other market participants to the company and create on- and oft-
balance-sheet liabilities. By hedging these risks through derivative and
other financial activities, they increase the potential for asset liquidations
in the event of material financial distress. Its interconnectedness with other
financial institutions may therefore jeopardize the US financial system and
that of the world. Among the specific findings were:

e MetLife issued approximately % percent of all funding agreement-
backed notes for the first six months of 2013 with a total obligation
of $52.3 billion;

e MetLife’s securities lending program makes it liable for cash collat-
eral under its control of about $30 billion;

e MetLife’s guaranteed investment certificates are general account
and separate account liabilities of its subsidiaries that are offered to
defined contribution plans of $6 billion of traditional outstanding
plus $42 billion of separate account liabilities with guarantees;

e MetLife’s involvement with captive reinsurance (insurance company
reinsures a block existing business through the captive, which is
subject to lower reserve and capital requirements than the ceding
insurance company) and its reliance on internal and external financ-
ing arrangements, including internal receivable assets and letters of
credit issued by unaffiliated financial institutions to provide equity
and capital funding to affiliated reinsurance captives, make it vulner-
able to asset liquidation risk;

e MetLife’s invested assets are held in two separate accounts: (1) the
“general account,” in which the a