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Summary of President’s Working Group Proposal on Financial Services

On Monday, March 31 Treasury Secretary Paulson is scheduled to release the US Treasury Department’s blue print (circulated over the weekend) for a new financial services regulatory framework. 

The PWG study group recommendations in outline are as follows:

Short term goals

· expand PWG mandate to cover financial sector not just financial markets

· create a mortgage origination commission/regulator

· clarify and enhance enforcement authority

· supplement Federal Reserve powers over financial institutions of all types since the Federal Reserve is now providing liquidity/discount window financing to nondepository institutions

Intermediate-term goals

-  eliminate the thrift charter

-  rationalize direct federal supervision of state chartered banks

-  create a federal charter for payment and settlement systems and give the Federal Reserve oversight

-  create an optional federal charter for insurers

-  create an office of national insurance within the treasury department to regulate federally chartered insurers

-  create an office of insurance oversight within the treasury department to focus on issues of interest

-  merge the CFTC and SEC

Long Term Goals

- Create 5 new different regulatory agencies

1. Market Stability Regulator—the Fed

2. Prudential Financial Regulator—to address issues of limited market discipline caused by government guarantees

3. Business conduct regulator—to focus on consumer protection

4. Federal insurance guarantor-like the FDIC and would oversee federally guaranteed insurers as well.

5. Corporate Finance Regulator

-  Create 3 new types of financial institutions


1. Federal Insured Depository Institution-FIDI


2. Federal Insurance Institution-FII-retail insurance with some form of federal guarantee


3. Federal Financial Services Provider-FFSP—all other financial institution

Short Term Recommendations

1. President’s Working Group Function

The PWG should continue to serve as an ongoing inter-agency body to promote coordination and communication for financial policy. But the PWG's focus should be broadened to include the entire financial sector, rather than solely financial markets. 

2. Mortgage Origination
To address gaps in mortgage origination oversight, Treasury's recommends that a new federal commission, the Mortgage Origination Commission ("MOC"), should be created. The Federal Reserve should retain control over mortgage lending laws Federal Reserve as in the Truth in Lending Act ("TILA") regulations affecting mortgage transactions.

3. Enforcement Authority

Enforcement authority for federal laws should be clarified and enhanced. 

4.  Liquidity Provisioning by the Federal Reserve 

Given the increased importance of non-depository institutions to overall market stability, Treasury recommends that (1) the current temporary liquidity provisioning process during those rare circumstances when market stability is threatened should be enhanced to ensure that the process is calibrated and transparent; appropriate conditions are attached to lending; and information flows to the Federal Reserve through on-site examination or other means as determined by the Federal Reserve are adequate and (2) the PWG should consider broader regulatory issues associated with providing discount window access to non-depository institutions.

 

Intermediate-Term Recommendations

 

1. Thrift Charter 

Treasury recommends phasing out and transitioning the federal thrift charter to the national bank charter and closing the OTS. 

2.  Federal Supervision of State-Chartered Banks 

The direct federal supervision of state-chartered banks should be rationalized.  

3. Payment and Settlement Systems Oversight
The United States has large-value and retail payment and settlement systems and settlement systems for securities and other financial instruments. To address the issue of payment and settlement system oversight, a federal charter for systemically important payment and settlement systems should be created. The Federal Reserve should have primary oversight responsibilities for such payment and settlement systems, should have discretion to designate a payment and settlement system as systemically important, and should have a full range of authority to establish regulatory standards. 

4. Insurance 

Treasury recommends establishing an optional federal charter ("OFC") for insurers within the current structure to provide for a system of federal chartering, licensing, regulation, and supervision for insurers, reinsurers, and insurance producers (i.e., agents and brokers). It would also provide that the current state-based regulation of insurance would continue for those not electing to be regulated at the national level. States would not have jurisdiction over those electing to be federally regulated. However, insurers holding an OFC could still be subject to some continued compliance with other state laws relevant to any business, as well as the requirements to participate in state mandatory residual risk mechanisms and guarantee funds.  

An OFC would be issued to specify the lines of insurance that each national insurer would be permitted to sell, solicit, negotiate, and underwrite. For example, an OFC for life insurance could also include annuities, disability income insurance, long-term care insurance, and funding agreements. On the other hand, an OFC for property and casualty insurance could include liability insurance, surety bonds, automobile insurance, homeowners, and other specified lines of business. However, since the nature of the business of life insurers is very different from that of property and casualty insurers, no OFC would authorize an insurer to hold a license as both a life insurer and a property and casualty insurer. 

 

Treasury also recommends the establishment of the Office of National Insurance ("ONI") within Treasury to regulate those engaged in the business of insurance pursuant to an OFC. The Commissioner of National Insurance would head ONI and would have specified regulatory, supervisory, enforcement, and rehabilitative powers to oversee the organization, incorporation, operation, regulation, and supervision of national insurers and national agencies. 

Treasury recommends that Congress immediately establish an Office of Insurance Oversight ("OIO") within Treasury. The OIO through its insurance oversight would be able to focus immediately on key areas of federal interest in the insurance sector. 

The OIO should be established to address international regulatory issues, such as reinsurance collateral (in consultation with the NAIC). The OIO should have the authority to recognize international regulatory bodies for specific insurance purposes and to ensure that the NAIC and state insurance regulators achieved the uniform implementation of the declared U.S. international insurance policy goals. Second, the OIO would serve as an advisor to the Secretary of Treasury on major domestic and international policy issues. Once Congress passes significant insurance regulatory reform, the OIO could be incorporated into the OFC framework. 

5. Futures and Securities 

The CFTC and the SEC should be merged to provide unified oversight and regulation of the futures and securities industries.  

• The SEC should adopt core principles to apply to securities clearing agencies and exchanges modeled after the core principles adopted for futures exchanges and clearing organizations under the Commodity Futures Modernization Act ("CFMA").  

• The SEC should issue a rule to update and streamline the self-regulatory organization ("SRO") rulemaking process to recognize the market and product innovations of the past two decades. 

• The SEC should undertake a general exemptive rulemaking under the Investment Company Act of 1940 ("Investment Company Act"), consistent with investor protection, to permit the trading of those products already actively trading in the U.S. or foreign jurisdictions. Treasury also recommends that the SEC propose to Congress legislation that would expand the Investment Company Act by permitting registration of a new "global" investment company. 

A merger plan should include the following: 

• Concurrent with the merger, the new agency should adopt overarching regulatory principles focusing on investor protection, market integrity, and overall financial system risk reduction. 

• Consistent with structure of the CFMA, all clearing agency and market (nonretail) SROs should be permitted by statute to self-certify all rulemakings (except those involving corporate listing and market conduct standards), which then become effective upon filing. The SEC would retain its right to abrogate the rulemakings at any time.  

• A joint SEC-CFTC task force should harmonize futures regulation and federal securities regulation. These include rules involving margin, segregation, insider trading, insurance coverage for broker-dealer insolvency, customer suitability, short sales, SRO mergers, implied private rights of action, the SRO rulemaking approval process, and the agency's funding mechanism.  

In the context of broker dealer and investment advisors offering services to retail customers, Treasury recommends the establishment of a self-regulatory framework for the investment advisory industry to enhance investor protection instead of direct SEC regulation, similar to that of broker-dealers. 

Long-Term Optimal Regulatory Structure 

Finally, Treasury recommends that the United States move to an objectives-based regulatory approach focusing on the goals of regulation. The three goals would be market stability, prudential regulation, and business conduct. Treasury proposes a structure with 5 regulators, the first three to meet these three goals: 

1. Market stability regulator to address overall conditions of financial market stability that could impact the real economy. The market stability regulator would have various authorities over all three types of federally chartered institutions. 

2. Prudential Financial Regulatory Agency to address issues of limited market discipline caused by government guarantees. The PFRA would be responsible for the financial regulation of FIDIs and FIIs.  

3. Conduct of Business Regulator (linked to consumer protection regulation) to address standards for business practices. The CBRA would be responsible for business conduct regulation, including consumer protection issues, across all types of firms, including the three types of federally chartered institutions. 

4. Federal insurance guarantor. 

5. Corporate finance regulator. 

The other element of the Treasury long term recommendation is to establish a federal insured depository institution ("FIDI") charter for all depository institutions with federal deposit insurance; a federal insurance institution ("FII") charter for insurers offering retail products where some type of government guarantee is present; and a federal financial services provider ("FFSP") charter for all other types of financial services providers. 

5 Proposed New Regulators

1. Market Stability Regulator – The Federal Reserve
The Federal Reserve should assume full responsibility for market stability consistent with its central bank role of promoting overall macroeconomic stability. In addition, the Federal Reserve should be provided with a regulatory role and broad powers focusing on the overall financial system,  the three types of federally chartered institutions (i.e., FIIs, FIDIs, or FFSPs), and the payment and settlement system and have the responsibility and authority to gather appropriate information, disclose information, collaborate with the other regulators on rule writing, and take corrective actions when necessary in the interest of overall financial market stability.  

The Federal Reserve should also have the authority to develop information-reporting requirements for FFSPs and for holding companies with federally chartered financial institution affiliates, including a requirement to consolidate financial institutions onto the balance sheet of the overall holding company and at the segmented level of combined federally chartered financial institutions. Such information-reporting requirements could also include detailed reports on overall risk management practices. 

The Federal Reserve should publish broad aggregates or peer group information about financial exposures that are important to overall market stability and to highlight areas of risk exposure that market participants should be monitoring. The Federal Reserve should also be able to mandate additional public disclosures for  publicly traded federally chartered financial institutions or for the publicly traded holding company of such an institution.  

For regulatory actions, PFRA and CBRA should be required to consult with the Federal Reserve prior to adopting or modifying regulations affecting market stability, including capital requirements for PFRA-regulated institutions, chartering requirements for CBRA-regulated institutions, and supervisory guidance regarding areas important to market stability (e.g., liquidity risk management, contingency funding plans, and counterparty risk management).  

With regard to corrective actions, if the Federal Reserve concludes the existence of market stability risk, the Federal Reserve should have authority to require corrective actions to address current risks or to constrain future risk-taking. For example, the Federal Reserve could use this corrective action authority to require financial institutions to limit or more carefully monitor risk exposures to certain asset classes or to certain types of counterparties or address liquidity and funding issues. 

As a complementary tool to monetary policy, the Federal Reserve's should continue to lend through the discount window to insured depository institutions to address liquidity issues. Treasury recommends distinguishing between  "normal" discount window lending and "market stability" discount window lending. All FIDIs would have access to normal discount window funding by providing a mechanism to smooth out short-term volatility in reserves, and providing some degree of liquidity to FIDIs. 

The Federal Reserve's lender of last resort function would extend to include market stability discount window lending to nonFIDIs and the focus should be on broad types of institutions as opposed to individual institutions. Market stability discount window lending would have to be supported by Federal Reserve authority to collect information from and conduct examinations of borrowing firms in order to protect the Federal Reserve. 

2. Prudential Financial Regulator 

The PFRA should focus on financial institutions as an individual new firm with some type of explicit government guarantees associated with their business operations. Prudential regulation should operate like the current regulation of insured depository institutions, with capital adequacy requirements, investment limits, activity limits, and direct on-site risk management supervision. PFRA would assume the roles of current federal prudential regulators, such as the OCC and the OTS. 

 In addition, to obtain federal deposit insurance a financial institution would have to obtain a FIDI charter. PFRA's prudential regulation and oversight should accompany the provision of federal deposit insurance.  

Activity limits should be imposed on FIDIs to limit risk to the deposit insurance fund, like those activities that are currently permissible for national banks.

PFRA's regulation regarding affiliates should be based primarily at the individual FIDI level and  direct oversight authority of the holding company should be limited as long as PFRA has an appropriate set of tools to protect a FIDI from affiliate relationships.  

PFRA will focus on the original intent of holding company supervision, protecting the assets of the insured depository institution; and a new market stability regulator will focus on broader systemic risk issues.  

Treasury also recommends establishing a new FII charter regulated by PFRA. A FII charter would be used by insurers offering retail products where some type of government guarantee is present. In terms of a government guarantee, a uniform and consistent federally established guarantee structure, the Federal Insurance Guarantee Fund ("FIGF"), could accompany a system of federal oversight, although the existing state-level guarantee system could remain in place. 

To avoid the market misperception that the federal government stands behind Government Sponsored Entities (the “GSE”), the PSRA should not regulate the GSEs. Nonetheless, some type of prudential regulation would be necessary to ensure that they can accomplish their government mandated mission mission. In the near term, a separate regulator should conduct prudential oversight of the GSEs and the market stability regulator should have the same ability to evaluate the GSEs as it has for other federally chartered institutions. 

3. Conduct of Business Regulator 

CBRA should monitor business conduct regulation of all financial institutions, including FIIs, FIDIs, and FFSPs, and be responsible for all financial products. CBRA’s chartering and licensing function should establish standards for firms to be able to enter the financial services industry and sell their products and services to customers. 

Treasury recommends that CBRA establish a new FFSP charter for all financial services providers that are not FIDIs or FIIs but that would include a wide range of financial services providers, such as broker-dealers, hedge funds, private equity funds, venture capital funds, and mutual funds. CBRA would oversee and regulate the business conduct of FIDI's, FFSPs, and FIIs .  

Given the breadth and scope of CBRA's responsibilities, some aspect of self-regulation should form an important component of implementation.  

Finally, the proper role of state authorities should be established.  States would still retain clear authority to enact laws and take enforcement actions against state-chartered financial service providers. In considering the future role of the states vis-à-vis federally chartered institutions, the optimal structure seeks to acknowledge the existing national market for financial products, while at the same time preserving an appropriate role for state authorities to respond to local conditions. Two options should be considered to accomplish that goal. First, state authorities could be given a formalized role in CBRA's rulemaking process as a means of utilizing their extensive local experience. Second, states could also play a role in monitoring compliance and enforcement.  

4. Federal Insurance Guarantee Corporation 

The FDIC should be reconstituted as the Federal Insurance Guarantee Corporation ("FIGC") to administer not only deposit insurance, but also the FIGF (if one is created and valid reasons to leave this at the state level exist as discussed in the report).  

5. Corporate Finance Regulator 

The corporate finance regulator should have responsibility for general issues related to corporate oversight in public securities markets. These responsibilities should include the SEC's current responsibilities over corporate disclosures, corporate governance, accounting oversight, and other similar issues.  CBRA would assume the SEC's current business conduct regulatory and enforcement authority over financial institutions.

