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l. Executive Summary

The mission of the Department of the Treasury (“Treasury”) focuses on promoting
economic growth and stability in the United States. Critical to this mission is a sound
and competitive financial services industry grounded in robust consumer protection and
stable and innovative markets.

Financial institutions play an essential role in the U.S. economy by providing a means for
consumers and businesses to save for the future, to protect and hedge against risks, and to
access funding for consumption or organize capital for new investment opportunities. A
number of different types of financial institutions provide financial services in the United
States: commercial banks and other insured depository institutions, insurers, companies
engaged in securities and futures transactions, finance companies, and specialized
companies established by the government. Together, these institutions and the markets in
which they act underpin economic activity through the intermediation of funds between
providers and users of capital.

This intermediation function is accomplished in a number of ways. For example, insured
depository institutions provide a vehicle to allocate the savings of individuals. Similarly,
securities companies facilitate the transfer of capital among all types of investors and
investment opportunities. Insurers assist in the financial intermediation process by
providing a means for individuals, companies, and other financial institutions to protect
assets from various types of losses. Overall, financial institutions serve a vitally
important function in the U.S. economy by allowing capital to seek out its most
productive uses in an efficient matter.  Given the economic significance of the U.S.
financial services sector, Treasury considers the structure of its regulation worthy of
examination and reexamination.

Treasury began this current study of regulatory structure after convening a conference on
capital markets competitiveness in March 2007. Conference participants, including
current and former policymakers and industry leaders, noted that while functioning well,
the U.S. regulatory structure is not optimal for promoting a competitive financial services
sector leading the world and supporting continued economic innovation at home and
abroad. Following this conference, Treasury launched a major effort to collect views on
how to improve the financial services regulatory structure.

In this report, Treasury presents a series of “short-term” and “intermediate-term”
recommendations that could immediately improve and reform the U.S. regulatory
structure. The short-term recommendations focus on taking action now to improve
regulatory coordination and oversight in the wake of recent events in the credit and
mortgage markets. The intermediate recommendations focus on eliminating some of the
duplication of the U.S. regulatory system, but more importantly try to modernize the
regulatory structure applicable to certain sectors in the financial services industry
(banking, insurance, securities, and futures) within the current framework.



Treasury also presents a conceptual model for an optimal regulatory framework. This
structure, an objectives-based regulatory approach, with a distinct regulator focused on
one of three objectives—market stability regulation, safety and soundness regulation
associated with government guarantees, and business conduct regulation—can better
react to the pace of market developments and encourage innovation and
entrepreneurialism within a context of enhanced regulation. This model is intended to
begin a discussion about rethinking the current regulatory structure and its goals. It is not
intended to be viewed as altering regulatory authorities within the current regulatory
framework. Treasury views the presentation of a tangible model for an optimal structure
as essential to its mission to promote economic growth and stability and fully recognizes
that this is a first step on a long path to reforming financial services regulation.

The current regulatory framework for financial institutions is based on a structure that
developed many years ago. The regulatory basis for depository institutions evolved
gradually in response to a series of financial crises and other important social, economic,
and political events: Congress established the national bank charter in 1863 during the
Civil War, the Federal Reserve System in 1913 in response to various episodes of
financial instability, and the federal deposit insurance system and specialized insured
depository charters (e.g., thrifts and credit unions) during the Great Depression. Changes
were made to the regulatory system for insured depository institutions in the intervening
years in response to other financial crises (e.g., the thrift crises of the 1980s) or as
enhancements (e.g., the Gramm-Leach-Bliley Act of 1999 (“GLB Act”)); but, for the
most part the underlying structure resembles what existed in the 1930s. Similarly, the
bifurcation between securities and futures regulation, was largely established over
seventy years ago when the two industries were clearly distinct.

In addition to the federal role for financial institution regulation, the tradition of
federalism preserved a role for state authorities in certain markets. This is especially true
in the insurance market, which states have regulated with limited federal involvement for
over 135 years. However, state authority over depository institutions and securities
companies has diminished over the years. In some cases there is a cooperative
arrangement between federal and state officials, while in other cases tensions remain as to
the level of state authority. In contrast, futures are regulated solely at the federal level.

Historically, the regulatory structure for financial institutions has served the United States
well. Financial markets in the United States have developed into world class centers of
capital and have led financial innovation. Due to its sheer dominance in the global
capital markets, the U.S. financial services industry for decades has been able to manage
the inefficiencies in its regulatory structure and still maintain its leadership position.
Now, however, maturing foreign financial markets and their ability to provide alternate
sources of capital and financial innovation in a more efficient and modern regulatory
system are pressuring the U.S. financial services industry and its regulatory structure.
The United States can no longer rely on the strength of its historical position to retain its
preeminence in the global markets. Treasury believes it must ensure that the U.S.
regulatory structure does not inhibit the continued growth and stability of the U.S.



financial services industry and the economy as a whole. Accordingly, Treasury has
undertaken an analysis to improve this regulatory structure.

Over the past forty years, a number of Administrations have presented important
recommendations for financial services regulatory reforms.* Most previous studies have
focused almost exclusively on the regulation of depository institutions as opposed to a
broader scope of financial institutions. These studies served important functions, helping
shape the legislative landscape in the wake of their release. For example, two reports,
Blueprint for Reform: The Report of the Task Group on Regulation of Financial Services
(1984) and Modernizing the Financial System: Recommendations for Safer, More
Competitive Banks (1991), laid the foundation for many of the changes adopted in the
GLB Act.

In addition to these prior studies, similar efforts abroad inform this Treasury report. For
example, more than a decade ago, the United Kingdom conducted an analysis of its
financial services regulatory structure, and as a result made fundamental changes creating
a tri-partite system composed of the central bank (i.e., Bank of England), the finance
ministry (i.e., H.M. Treasury), and the national financial regulatory agency for all
financial services (i.e., Financial Services Authority). Each institution has well-defined,
complementary roles, and many have judged this structure as having enhanced the
competitiveness of the U.K. economy.

Australia and the Netherlands adopted another regulatory approach, the “Twin Peaks”
model, emphasizing regulation by objective: One financial regulatory agency is
responsible for prudential regulation of relevant financial institutions, and a separate and
distinct regulatory agency is responsible for business conduct and consumer protection
issues. These international efforts reinforce the importance of revisiting the U.S.
regulatory structure.

The Need for Review

Market conditions today provide a pertinent backdrop for this report’s release, reinforcing
the direct relationship between strong consumer protection and market stability on the
one hand and capital markets competitiveness on the other and highlighting the need for
examining the U.S. regulatory structure.

Prompting this Treasury report is the recognition that the capital markets and the
financial services industry have evolved significantly over the past decade. These
developments, while providing benefits to both domestic and global economic growth,
have also exposed the financial markets to new challenges.

Globalization of the capital markets is a significant development. Foreign economies are
maturing into market-based economies, contributing to global economic growth and
stability and providing a deep and liquid source of capital outside the United States.

! See Appendix B for background on prior Executive Branch studies.



Unlike the United States, these markets often benefit from recently created or newly
developing regulatory structures, more adaptive to the complexity and increasing pace of
innovation. At the same time, the increasing interconnectedness of the global capital
markets poses new challenges: an event in one jurisdiction may ripple through to other
jurisdictions.

In addition, improvements in information technology and information flows have led to
innovative, risk-diversifying, and often sophisticated financial products and trading
strategies. However, the complexity intrinsic to some of these innovations may inhibit
investors and other market participants from properly evaluating their risks. For instance,
securitization allows the holders of the assets being securitized better risk management
opportunities and a new source of capital funding; investors can purchase products with
reduced transactions costs and at targeted risk levels. Yet, market participants may not
fully understand the risks these products pose.

The growing institutionalization of the capital markets has provided markets with
liquidity, pricing efficiency, and risk dispersion and encouraged product innovation and
complexity. At the same time, these institutions can employ significant degrees of
leverage and more correlated trading strategies with the potential for broad market
disruptions.  Finally, the convergence of financial services providers and financial
products has increased over the past decade. Financial intermediaries and trading
platforms are converging. Financial products may have insurance, banking, securities,
and futures components.

These developments are pressuring the U.S. regulatory structure, exposing regulatory
gaps as well as redundancies, and compelling market participants to do business in other
jurisdictions with more efficient regulation. The U.S. regulatory structure reflects a
system, much of it created over seventy years ago, grappling to keep pace with market
evolutions and, facing increasing difficulties, at times, in preventing and anticipating
financial crises.

Largely incompatible with these market developments is the current system of functional
regulation, which maintains separate regulatory agencies across segregated functional
lines of financial services, such as banking, insurance, securities, and futures. A
functional approach to regulation exhibits several inadequacies, the most significant
being the fact that no single regulator possesses all of the information and authority
necessary to monitor systemic risk, or the potential that events associated with financial
institutions may trigger broad dislocation or a series of defaults that affect the financial
system so significantly that the real economy is adversely affected. In addition, the
inability of any regulator to take coordinated action throughout the financial system
makes it more difficult to address problems related to financial market stability.

Second, in the face of increasing convergence of financial services providers and their
products, jurisdictional disputes arise between and among the functional regulators, often
hindering the introduction of new products, slowing innovation, and compelling
migration of financial services and products to more adaptive foreign markets. Examples



of recent inter-agency disputes include: the prolonged process surrounding the
development of U.S. Basel 1l capital rules, the characterization of a financial product as a
security or a futures contract, and the scope of banks’ insurance sales.

Finally, a functional system also results in duplication of certain common activities
across regulators. While some degree of specialization might be important for the
regulation of financial institutions, many aspects of financial regulation and consumer
protection regulation have common themes. For example, although key measures of
financial health have different terminology in banking and insurance—capital and surplus
respectively—they both serve a similar function of ensuring the financial strength and
ability of financial institutions to meet their obligations. Similarly, while there are
specific differences across institutions, the goal of most consumer protection regulation is
to ensure consumers receive adequate information regarding the terms of financial
transactions and industry complies with appropriate sales practices.

Recommendations

Treasury has developed each and every recommendation in this report in the spirit of
promoting market stability and consumer protection. Following is a brief summary of
these recommendations.

Short-Term Recommendations

This section describes recommendations designed to be implemented immediately in the
wake of recent events in the credit and mortgage markets to strengthen and enhance
market stability and business conduct regulation. Treasury views these recommendations
as a useful transition to the intermediate-term recommendations and the proposed optimal
regulatory structure model. However, each recommendation stands on its own merits.

President’s Working Group on Financial Markets

In the aftermath of the 1987 stock market decline an Executive Order established the
President’s Working Group on Financial Markets (“PWG”). The PWG includes the
heads of Treasury, the Federal Reserve, the Securities and Exchange Commission
(“SEC™), and the Commaodity Futures Trading Commission (“CFTC”) and is chaired by
the Secretary of the Treasury. The PWG was instructed to report on the major issues
raised by that stock market decline and on other recommendations that should be
implemented to enhance market integrity and maintain investor confidence. Since its
creation in 1988, the PWG has remained an effective and useful inter-agency coordinator
for financial market regulation and policy issues.

Treasury recommends the modernization of the current PWG Executive Order in four
different respects to enhance the PWG’s effectiveness as a coordinator of financial
regulatory policy.



First, 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.

Second, the PWG should facilitate better inter-agency coordination and communication
in four distinct areas: mitigating systemic risk to the financial system, enhancing financial
market integrity, promoting consumer and investor protection, and supporting capital
markets efficiency and competitiveness.

Third, the PWG’s membership should be expanded to include the heads of the Office of
the Comptroller of the Currency (“OCC”), the Federal Deposit Insurance Corporation
(“FDIC™), and the Office of Thrift Supervision (*OTS”). Similarly, the PWG should
have the ability to engage in consultation efforts, as might be appropriate, with other
domestic or international regulatory and supervisory bodies.

Finally, it should be made clear that the PWG should have the ability to issue reports or
other documents to the President and others, as appropriate, through its role as the
coordinator for financial regulatory policy.

Mortgage Origination

The high levels of delinquencies, defaults, and foreclosures among subprime borrowers
in 2007 and 2008 have highlighted gaps in the U.S. oversight system for mortgage
origination. In recent years mortgage brokers and lenders with no federal supervision
originated a substantial portion of all mortgages and over 50 percent of subprime
mortgages in the United States. These mortgage originators are subject to uneven
degrees of state level oversight (and in some cases limited or no oversight).

However, the weaknesses in mortgage origination are not entirely at the state level.
Federally insured depository institutions and their affiliates originated, purchased, or
distributed some problematic subprime loans. There has also been some debate as to
whether the OTS, the Federal Reserve, the Federal Trade Commission (“FTC”), state
regulators, or some combination of all four oversees the affiliates of federally insured
depository institutions.

To address gaps in mortgage origination oversight, Treasury’s recommendation
has three components.

First, a new federal commission, the Mortgage Origination Commission (“MOC”),
should be created. The President should appoint a Director for the MOC for a four to six-
year term. The Director would chair a seven-person board comprised of the principals
(or their designees) of the Federal Reserve, the OCC, the OTS, the FDIC, the National
Credit Union Administration, and the Conference of State Bank Supervisors. Federal
legislation should set forth (or provide authority to the MOC to develop) uniform
minimum licensing qualification standards for state mortgage market participants. These
should include personal conduct and disciplinary history, minimum educational



requirements, testing criteria and procedures, and appropriate license revocation
standards. The MOC would also evaluate, rate, and report on the adequacy of each
state’s system for licensing and regulation of participants in the mortgage origination
process. These evaluations would grade the overall adequacy of a state system by
descriptive categories indicative of a system’s strength or weakness. These evaluations
could provide further information regarding whether mortgages originated in a state
should be viewed cautiously before being securitized. The public nature of these
evaluations should provide strong incentives for states to address weaknesses and
strengthen their own systems.

Second, the authority to draft regulations for national mortgage lending laws should
continue to be the sole responsibility of the Federal Reserve. Given its existing role,
experience, and expertise in implementing the Truth in Lending Act (“TILA”) provisions
affecting mortgage transactions, the Federal Reserve should retain the sole authority to
write regulations implementing TILA in this area.

Finally, enforcement authority for federal laws should be clarified and enhanced. For
mortgage originators that are affiliates of depository institutions within a federally
regulated holding company, mortgage lending compliance and enforcement must be
clarified. Any lingering issues concerning the authority of the Federal Reserve (as bank
holding company regulator), the OTS (as thrift holding company regulator), or state
supervisory agencies in conjunction with the holding company regulator to examine and
enforce federal mortgage laws with respect to those affiliates must be addressed. For
independent mortgage originators, the sector of the industry responsible for origination of
the majority of subprime loans in recent years, it is essential that states have clear
authority to enforce federal mortgage laws including the TILA provisions governing
mortgage transactions.

Liquidity Provisioning by the Federal Reserve

The disruptions in credit markets in 2007 and 2008 have required the Federal Reserve to
address some of the fundamental issues associated with the discount window and the
overall provision of liquidity to the financial system. The Federal Reserve has considered
alternative ways to provide liquidity to the financial system, including overall liquidity
issues associated with non-depository institutions. The Federal Reserve has used its
authority for the first time since the 1930s to provide access to the discount window to
non-depository institutions.

The Federal Reserve’s recent actions reflect the fundamentally different nature of the
market stability function in today’s financial markets compared to those of the past. The
Federal Reserve has balanced the difficult tradeoffs associated with preserving market
stability and considering issues associated with expanding the safety net.

Given the increased importance of non-depository institutions to overall market stability,
Treasury is recommending the consideration of two issues. First, 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. Key to this information flow is a focus on liquidity and funding
issues. Second, the PWG should consider broader regulatory issues associated with
providing discount window access to non-depository institutions.

Intermediate-Term Recommendations

This section describes additional recommendations designed to be implemented in the
intermediate term to increase the efficiency of financial regulation. Some of these
recommendations can be accomplished relatively soon; consensus on others will be
difficult to obtain in the near term.

Thrift Charter

In 1933 Congress established the federal savings association charter (often referred to as
the federal thrift charter) in response to the Great Depression. The federal thrift charter
originally focused on providing a stable source of funding for residential mortgage
lending. Over time federal thrift lending authority has expanded beyond residential
mortgages. For example, Congress broadened federal thrifts’ investment authority in the
1980s and permitted the inclusion of non-mortgage assets to meet the qualified-thrift
lender test in 1996.

In addition, the role of federal thrifts as a dominant source of mortgage funding has
diminished greatly in recent years. The increased residential mortgage activity of
government-sponsored enterprises (“GSEs”) and commercial banks, as well as the
general development of the mortgage-backed securities market, has driven this shift.

Treasury recommends phasing out and transitioning the federal thrift charter to the
national bank charter as the thrift charter is no longer necessary to ensure sufficient
residential mortgage loans are made available to U.S. consumers. With the elimination of
the federal thrift charter the OTS would be closed and its operations would be assumed
by the OCC. This transition should take place over a two-year period.

Federal Supervision of State-Chartered Banks

State-chartered banks with federal deposit insurance are currently subject to both state
and federal supervision. If the state-chartered bank is a member of the Federal Reserve
System, the Federal Reserve administers federal oversight. Otherwise, the FDIC
oversees state-chartered banks.

The direct federal supervision of state-chartered banks should be rationalized. One
approach would be to place all such banking examination responsibilities for state-
chartered banks with federal deposit insurance with the Federal Reserve.



Another approach would be to place all such bank examination responsibilities for state-
chartered banks with federal deposit insurance with the FDIC.

Any such shift of supervisory authority for state-chartered banks with federal deposit
insurance from the Federal Reserve to the FDIC or vice versa raises a number of issues
regarding the overall structure of the Federal Reserve System. To further consider this
issue, Treasury recommends a study, one that examines the evolving role of Federal
Reserve Banks, to make a definitive proposal regarding the appropriate federal supervisor
of state-chartered banks.

Payment and Settlement Systems Oversight

Payment and settlement systems are the mechanisms used to transfer funds and financial
instruments between financial institutions and between financial institutions and their
customers. Payment and settlement systems play a fundamental and important role in the
economy by providing a range of mechanisms through which financial institutions can
easily settle transactions. The United States has various payment and settlement systems,
including large-value and retail payment and settlement systems, as well as settlement
systems for securities and other financial instruments.

In the United States major payment and settlement systems are generally not subject to
any uniform, specifically designed, and overarching regulatory system. Moreover, there
is no defined category within financial regulation focused on payment and settlement
systems. As a result, regulation of major payment and settlement systems is
idiosyncratic, reflecting choices made by payment and settlement systems based on
options available at some previous time.

To address the issue of payment and settlement system oversight, a federal charter for
systemically important payment and settlement systems should be created and should
incorporate federal preemption. 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.

Insurance

For over 135 years, states have primarily regulated insurance with little direct federal
involvement. While a state-based regulatory system for insurance may have been
appropriate over some portion of U.S. history, changes in the insurance marketplace have
increasingly put strains on the system.

Much like other financial services, over time the business of providing insurance has
moved to a more national focus even within the state-based regulatory structure. The
inherent nature of a state-based regulatory system makes the process of developing
national products cumbersome and more costly, directly impacting the competitiveness of
U.S. insurers.



There are a number of potential inefficiencies associated with the state-based insurance
regulatory system. Even with the efforts of the National Association of Insurance
Commissioners (“NAIC”) to foster greater uniformity through the development of model
laws and other coordination efforts, the ultimate authority still rests with individual states.
For insurers operating on a national basis, this means not only being subject to licensing
requirements and regulatory examinations in all states where the insurer operates, but
also operating under different laws in each state.

In addition to a more national focus today, the insurance marketplace operates globally
with many significant foreign participants. A state-based regulatory system creates
increasing tensions in such a global marketplace, both in the ability of U.S.-based firms
to compete abroad and in allowing greater participation of foreign firms in U.S. markets.

To address these issues in the near term, Treasury recommends establishing an optional
federal charter (“OFC”) for insurers within the current structure. An OFC structure
should 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, such as state tax laws,
compulsory coverage for workers’ compensation and individual auto insurance, 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.

The establishment of an OFC should incorporate a number of fundamental regulatory
concepts. For example, the OFC should ensure safety and soundness, enhance
competition in national and international markets, increase efficiency in a number of
ways, including the elimination of price controls, promote more rapid technological
change, encourage product innovation, reduce regulatory costs, and provide consumer
protection.

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
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specified regulatory, supervisory, enforcement, and rehabilitative powers to oversee the
organization, incorporation, operation, regulation, and supervision of national insurers
and national agencies.

While an OFC offers the best opportunity to develop a modern and comprehensive
system of insurance regulation in the short term, Treasury acknowledges that the OFC
debate in Congress is difficult and ongoing. At the same time, Treasury believes that
some aspects of the insurance segment and its regulatory regime require immediate
attention. In particular, Treasury recommends that Congress establish an Office of
Insurance Oversight (“Ol10”) 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 accomplish two main purposes. First, the OIO should
exercise newly granted statutory authority to address international regulatory issues, such
as reinsurance collateral. Therefore, the OIO would become the lead regulatory voice in
the promotion of international insurance regulatory policy for the United States (in
consultation with the NAIC), and it would be granted the authority to recognize
international regulatory bodies for specific insurance purposes. The OIO would also
have authority 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 the Treasury on major
domestic and international policy issues. Once Congress passes significant insurance
regulatory reform, the OIO could be incorporated into the OFC framework.

Futures and Securities

The realities of the current marketplace have significantly diminished, if not entirely
eliminated, the original reason for the regulatory bifurcation between the futures and
securities markets. These markets were truly distinct in the 1930s at the time of the
enactment of the Commodity Exchange Act and the federal securities laws. This
bifurcation operated effectively until the 1970s when futures trading soon expanded
beyond agricultural commodities to encompass the rise and eventual dominance on non-
agricultural commodities.

Product and market participant convergence, market linkages, and globalization have
rendered regulatory bifurcation of the futures and securities markets untenable,
potentially harmful, and inefficient. To address this issue, the CFTC and the SEC should
be merged to provide unified oversight and regulation of the futures and securities
industries.

An oft-cited argument against the merger of the CFTC and the SEC is the potential loss
of the CFTC’s principles-based regulatory philosophy. Treasury would like to preserve
the market benefits achieved in the futures area. Accordingly, Treasury recommends that
the SEC undertake a number of specific actions, within its current regulatory structure
and under its current authority, to modernize the SEC’s regulatory approach to
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accomplish a more seamless merger of the agencies. These recommendations would
reflect rapidly evolving market dynamics. These steps include the following:

The SEC should use its exemptive authority to adopt core principles to apply to
securities clearing agencies and exchanges. These core principles should be modeled
after the core principles adopted for futures exchanges and clearing organizations
under the Commodity Futures Modernization Act (“CFMA”). By imbuing the SEC
with a regulatory regime more conducive to the modern marketplace, a merger
between the agencies will proceed more smoothly.

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 consider streamlining and expediting the SRO
rule approval process, including a firm time limit for the SEC to publish SRO rule
filings and more clearly defining and expanding the type of rules deemed effective
upon filing, including trading rules and administrative rules. The SEC should also
consider streamlining the approval for any securities products common to the
marketplace as the agency did in a 1998 rulemaking vis-a-vis certain derivatives
securities products. An updated, streamlined, and expedited approval process will
allow U.S. securities firms to remain competitive with the over-the-counter markets
and international institutions and increase product innovation and investor choice.

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.

These steps should help modernize the SEC’s regulation prior to the merger of the CFTC
and the SEC. Legislation merging the CFTC and the SEC should not only call for a
structural merger, but also a process to merge regulatory philosophies and to harmonize
securities and futures regulations and statutes. The merger plan should also address
certain key aspects:

Concurrent with the merger, the new agency should adopt overarching regulatory
principles focusing on investor protection, market integrity, and overall financial
system risk reduction. This will help meld the regulatory philosophies of the
agencies. Legislation calling for a merger should task the PWG with drafting these
principles.

Consistent with structure of the CFMA, all clearing agency and market 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. By
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limiting self-certified SRO rule changes to non-retail investor related rules, investor
protection will be preserved.

e Several differences between futures regulation and federal securities regulation would
need to be harmonized. 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. Due to the complexities and nuances
of the differences in futures and securities regulation, legislation should establish a
joint CFTC-SEC staff task force with equal agency representation with the mandate
to harmonize these differences. In addition, the task force should be charged with
recommending the structure of the merged agency, including its offices and divisions.

Finally, there has also been a continued convergence of the services provided by broker-
dealers and investment advisers within the securities industry. These entities operate
under a statutory regime reflecting the brokerage and investment advisory industries as
they existed decades ago. Accordingly, Treasury recommends statutory changes to
harmonize the regulation and oversight of broker-dealers and investment advisers
offering similar services to retail investors. In that vein, the establishment of a self-
regulatory framework for the investment advisory industry would enhance investor
protection and be more cost-effective than direct SEC regulation. Thus, to effectuate this
statutory harmonization, Treasury recommends that investment advisers be subject to a
self-regulatory regime similar to that of broker-dealers.

Long-Term Optimal Regulatory Structure

While there are many possible options to reform and strengthen the regulation of
financial institutions in the United States, Treasury considered four broad conceptual
options in this review. First, the United States could maintain the current approach of the
GLB Act that is broadly based on functional regulation divided by historical industry
segments of banking, insurance, securities, and futures. Second, the United States could
move to a more functional-based system regulating the activities of financial services
firms as opposed to industry segments. Third, the United States could move to a single
regulator for all financial services as adopted in the United Kingdom. Finally, the United
States could move to an objectives-based regulatory approach focusing on the goals of
regulation as adopted in Australia and the Netherlands.

After evaluating these options, Treasury believes that an objectives-based regulatory
approach would represent the optimal regulatory structure for the future. An objectives-
based approach is designed to focus on the goals of regulation in terms of addressing
particular market failures. Such an evaluation leads to a regulatory structure focusing on
three key goals:

e Market stability regulation to address overall conditions of financial market
stability that could impact the real economy;
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e Prudential financial regulation to address issues of limited market discipline
caused by government guarantees; and

e Business conduct regulation (linked to consumer protection regulation) to address
standards for business practices.

More closely linking the regulatory objectives of market stability regulation, prudential
financial regulation, and business conduct regulation to regulatory structure greatly
improves regulatory efficiency. In particular, a major advantage of objectives-based
regulation is that regulatory responsibilities are consolidated in areas where natural
synergies take place, as opposed to the current approach of dividing these responsibilities
among individual regulators. For example, a dedicated market stability regulator with the
appropriate mandate and authority can focus broadly on issues that can impact market
stability across all types of financial institutions. Prudential financial regulation housed
within one regulatory body can focus on common elements of risk management across
financial institutions. A dedicated business conduct regulator leads to greater consistency
in the treatment of products, eliminates disputes among regulatory agencies, and reduces
gaps in regulation and supervision.

In comparison to other regulatory structures, an objectives-based approach is better able
to adjust to changes in the financial landscape than a structure like the current U.S.
system focused on industry segments. An objectives-based approach also allows for a
clearer focus on particular goals in comparison to a structure that consolidates all types of
regulation in one regulatory body. Finally, clear regulatory dividing lines by objective
also have the most potential for establishing the greatest levels of market discipline
because financial regulation can be more clearly targeted at the types of institutions for
which prudential regulation is most appropriate.

In the optimal structure three distinct regulators would focus exclusively on financial
institutions: a market stability regulator, a prudential financial regulator, and a business
conduct regulator. The optimal structure also describes the roles of two other key
authorities, the federal insurance guarantor and the corporate finance regulator.

The optimal structure also sets forth a structure rationalizing the chartering of financial
institutions. The optimal structure would establish a federal insured depository institution
(“FIDI”) charter for all depository institutions with federal deposit insurance; a federal
insurance institution (“FI1”) 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. The market stability regulator
would have various authorities over all three types of federally chartered institutions. A
new prudential regulator, the Prudential Financial Regulatory Agency (“PFRA”), would
be responsible for the financial regulation of FIDIs and Flls. A new business conduct
regulator, the Conduct of Business Regulatory Agency (“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. More detail regarding
the responsibilities of these regulators follows.

14



Market Stability Requlator — The Federal Reserve

The market stability regulator should be responsible for overall issues of financial market
stability. The Federal Reserve should assume this role in the optimal framework given its
traditional central bank role of promoting overall macroeconomic stability. As is the case
today, important elements of the Federal Reserve’s market stability role would be
conducted through the implementation of monetary policy and the provision of liquidity
to the financial system. In addition, the Federal Reserve should be provided with a
different, yet critically important regulatory role and broad powers focusing on the
overall financial system and the three types of federally chartered institutions (i.e., Flls,
FIDIs, or FFSPs). Finally, the Federal Reserve should oversee the payment and
settlement system.

In terms of its recast regulatory role focusing on systemic risk, the Federal Reserve
should 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. This new role
would replace its traditional role as a supervisor of certain banks and all bank holding
companies.

Treasury recognizes the need for enhanced regulatory authority to deal with systemic
risk. The Federal Reserve’s responsibilities would be broad, important, and difficult to
undertake. In a dynamic market economy it is impossible to fully eliminate instability
through regulation. At a fundamental level, the root causes of market instability are
difficult to predict, and past history may be a poor predictor of future episodes of
instability. However, the Federal Reserve’s enhanced regulatory authority along with
clear regulatory responsibilities would complement and attempt to focus market
discipline to limit systemic risk.

A number of key long-term issues should be considered in establishing this new
framework. First, in order to perform this critical role, the Federal Reserve must have
detailed information about the business operations of PFRA- and CBRA-regulated
financial institutions and their respective holding companies. Such information will be
important in evaluating issues that can have an impact on overall financial market
stability.

The other regulators should be required to share all financial reports and examination
reports with the Federal Reserve as requested. Working jointly with PFRA, the Federal

2 Treasury notes that the PWG, the Federal Reserve Bank of New York, and the OCC have previously
stated that market discipline is the most effective tool to limit systemic risk. See Agreement among PWG
and U.S. Agency Principals on Principles and Guidelines Regarding Private Pools of Capital (Feb. 2007).
See also PWG, HEDGE FUNDS, LEVERAGE, AND THE LESSONS OF LONG-TERM CAPITAL MANAGEMENT 24-
25, 30 (Apr. 1999); PWG, OVER-THE-COUNTER DERIVATIVES MARKETS AND THE COMMODITY EXCHANGE
ACT 34-35 (Nov. 1999).
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Reserve should also have the ability to develop additional information-reporting
requirements on issues important to overall 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. In terms of holding company reporting requirements, such reporting
should include 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.

As an additional information-gathering tool, the Federal Reserve should also have the
authority to participate in PFRA and CBRA examinations of federally chartered entities,
and to initiate such examinations targeted on practices important to market stability.
Targeted examinations of a PFRA- or CBRA-supervised entity should occur only if the
information the Federal Reserve needs is not available from PFRA or CBRA and should
be coordinated with PFRA and CBRA.

Based on the information-gathering tools described above, the Federal Reserve should
publish broad aggregates or peer group information about financial exposures that are
important to overall market stability. Disseminating such information to the public could
highlight areas of risk exposure that market participants should be monitoring. The
Federal Reserve should also be able to mandate additional public disclosures for federally
chartered financial institutions that are publicly traded or for a publicly traded company
controlling such an institution.

Second, the type of information described above will be vitally important in performing
the market stability role and in better harnessing market forces. However, the Federal
Reserve should also have authority to provide input into the development of regulatory
policy and to undertake corrective actions related to enhancing market stability. With
respect to regulatory policy, 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 and 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 after analyzing the information described above the
Federal Reserve determines that certain risk exposures pose an overall risk to the
financial system or the broader economy, 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.
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The Federal Reserve’s authority to require corrective actions should be limited to
instances where overall financial market stability was threatened. The focus of the
market stability regulator’s corrective actions should wherever possible be broadly based
across particular institutions or across asset classes. Such actions should be coordinated
and implemented with the appropriate regulatory agency to the fullest extent possible.
But the Federal Reserve would have residual authority to enforce compliance with its
requirements under this authority.

Third, the Federal Reserve’s current lender of last resort function should continue
through the discount window. A primary function of the discount window is to serve as a
complementary tool of monetary policy by making short-term credit available to insured
depository institutions to address liquidity issues. The historic focus of Federal Reserve
discount window lending reflects the relative importance of banks as financial
intermediaries and a desire to limit the spread of the federal safety net. However, banks’
somewhat diminished role and the increased role of other types of financial institutions in
overall financial intermediation may have reduced the effectiveness of this traditional
tool in achieving market stability.

To address the limited effectiveness of discount window lending over time, a distinction
could be made between *“normal” discount window lending and “market stability”
discount window lending. Access to normal discount window funding for FIDIs—
including borrowing under the primary, secondary, and seasonal credit programs—could
continue to operate much as it does today. All FIDIs would have access to normal
discount window funding, which would continue to serve as a complementary tool of
monetary policy by providing a mechanism to smooth out short-term volatility in
reserves, and providing some degree of liquidity to FIDIs. Current Federal Reserve
discount window policies regarding collateral, above market pricing, and maturity should
remain in place. With such policies in place, normal discount window funding would
likely be used infrequently.

In addition, the Federal Reserve should have the ability to undertake market stability
discount window lending. Such lending would expand the Federal Reserve’s lender of
last resort function to include non-FIDIs. A sufficiently high threshold for invoking
market stability discount window lending (i.e., overall threat to financial system stability)
should be established. Market stability discount window lending should be focused
wherever possible on broad types of institutions as opposed to individual institutions. In
addition, 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 (and thereby the taxpayer).

Prudential Financial Requlator

The optimal structure should establish a new prudential financial regulator, PFRA.
PFRA should focus on financial institutions with some type of explicit government
guarantees associated with their business operations. Most prominent examples of this
type of government guarantee in the United States would include federal deposit
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insurance and state-established insurance guarantee funds. Although protecting
consumers and helping to maintain confidence in the financial system, explicit
government guarantees often erode market discipline, creating the potential for moral
hazard and a clear need for prudential regulation. Prudential regulation in this context
should be applied to individual firms, and it 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.

A number of key long-term issues should be considered in establishing the new
prudential regulatory framework. First, the optimal structure should establish a new FIDI
charter. The FIDI charter would consolidate the national bank, federal savings
association, and federal credit union charters and should be available to all corporate
forms, including stock, mutual, and cooperative ownership structures. A FIDI charter
should provide field preemption over state laws to reflect the national nature of financial
services. 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. The goal of establishing a FIDI
charter is to create a level playing field among all types of depository institutions where
competition can take place on an economic basis rather than on the basis of regulatory
differences.

Activity limits should be imposed on FIDIs to serve the traditional prudential function of
limiting risk to the deposit insurance fund. A starting place could be the activities that
are currently permissible for national banks.

PFRA'’s regulation regarding affiliates should be based primarily at the individual FIDI
level. Extending PFRA’s direct oversight authority to the holding company should be
limited as long as PFRA has an appropriate set of tools to protect a FIDI from affiliate
relationships. At a minimum, PFRA should be provided the same set of tools that exists
today at the individual bank level to protect a FIDI from potential risks associated with
affiliate relationships. In addition, consideration should be given to strengthen further
PFRA’s authority in terms of limiting transactions with affiliates or requiring financial
support from affiliates. PFRA should be able to monitor and examine the holding
company and the FIDI’s affiliates in order to ensure the effective implementation of these
protections. With these added protections in place, from the perspective of protecting a
FIDI, activity restrictions on affiliate relationships are much less important.

Holding company regulation was designed to protect the assets of the insured depository
institution and to prevent the affiliate structure from threatening the assets of the insured
institution. However, some market participants view holding company supervision as
intended to protect non-bank entities within a holding company structure. In the optimal
structure, 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.
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Second, to address the inefficiencies in the state-based insurance regulatory system, the
optimal structure should establish a new FII charter. Similar to the FIDI charter, a FlI
charter should apply to insurers offering retail products where some type of government
guarantee is present. In terms of a government guarantee, in the long run 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. PFRA would be responsible for the
financial regulation of Flls under the same structure as FIDIs.

Finally, some consideration should focus on including GSEs within the traditional
prudential regulatory framework. Given the market misperception that the federal
government stands behind the GSEs’ obligations, one implication of the optimal structure
is that PFRA should not regulate the GSEs. Nonetheless, given that the federal
government has charged the GSEs with a specific mission, some type of prudential
regulation would be necessary to ensure that they can accomplish that mission. To
address these challenging issues, 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.

Business Conduct Regqulator

The optimal structure should establish a new business conduct regulator, CBRA. CBRA
should monitor business conduct regulation across all types of financial firms, including
Flls, FIDIs, and FFSPs. Business conduct regulation in this context includes key aspects
of consumer protection such as disclosures, business practices, and chartering and
licensing of certain types of financial firms. One agency responsible for all financial
products should bring greater consistency to areas of business conduct regulation where
overlapping requirements currently exist. The business conduct regulator’s chartering
and licensing function should be different than the prudential regulator’s financial
oversight responsibilities. More specifically, the focus of the business conduct regulator
should be on providing appropriate standards for firms to be able to enter the financial
services industry and sell their products and services to customers.

A number of key long-term issues should be considered in establishing the new business
conduct regulatory framework.

First, as part of CBRA’s regulatory function, CBRA would be responsible for the
chartering and licensing of a wide range of financial firms. To implement the chartering
function, the optimal structure should establish a new FFSP charter for all financial
services providers that are not FIDIs or Flls. The FFSP charter should be flexible enough
to incorporate a wide range of financial services providers, such as broker-dealers, hedge
funds, private equity funds, venture capital funds, and mutual funds. The establishment
of a FFSP charter would result in the creation of appropriate national standards, in terms
of financial capacity, expertise, and other requirements, that must be satisfied to enter the
business of providing financial services. For example, these standards would resemble
the net capital requirements for broker-dealers for that type of FFSP charter. In addition
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to meeting appropriate financial requirements to obtain a FFSP charter, these firms would
also have to remain in compliance with appropriate standards and provide regular updates
on financial conditions to CBRA, the Federal Reserve, and the public as part of their
standard public disclosures. CBRA would also oversee and regulate the business conduct
of FIDIs and Flls.

Second, the optimal structure should clearly specify the types of business conduct issues
where CBRA would have oversight authority. In terms of FIDIs’ banking and lending,
CBRA should have oversight responsibilities in three broad categories: disclosure, sales
and marketing practices (including laws and regulations addressing unfair and deceptive
practices), and anti-discrimination laws. Similar to banking and lending, CBRA should
have the authority to regulate FIIs’ insurance business conduct issues associated with
disclosures, business practices, and discrimination. CBRA’s main areas of authority
would include disclosure issues related to policy forms, unfair trade practices, and claims
handling procedures.

In term of business conduct issues for FFSPs, such as securities and futures firms and
their markets, CBRA’s focus would include operational ability, professional conduct,
testing and training, fraud and manipulation, and duties to customers (e.g., best execution
and investor suitability).

Third, CBRA’s responsibilities for business conduct regulation in the optimal structure
would be very broad. CBRA’s responsibilities would take the place of those of the
Federal Reserve and other insured depository institution regulators, state insurance
regulators, most aspects of the SEC’s and the CFTC’s responsibilities, and some aspect
of the FTC’s role.

Given the breadth and scope of CBRA’s responsibilities, some aspect of self-
regulation should form an important component of implementation. Given its
significance and effectiveness in the futures and securities industry, the SRO model
should be preserved. That model could be considered for other areas, or the structure
could allow for certain modifications, such as maintaining rule writing authority with
CRBA, while relying on an SRO model for compliance and enforcement.

Finally, the proper role of state authorities should be established in the optimal structure.
CBRA would be responsible for setting national standards for a wide range of business
conduct laws across all types of financial services providers. CBRA’s national standards
would apply to all financial services firms, whether federally or state-chartered. In
addition, field preemption would be provided to FIDIs, Flls, and FFSPs, preempting state
business conduct laws directly relating to the provision of financial services.

In the optimal structure, 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-a-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
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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.

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). The
FIGC should function primarily as an insurer in the optimal structure. Much as the FDIC
operates today, the FIGC would have the authority to set risk-based premiums, charge ex-
post assessments, act as a receiver for failed FIDIs or Flls, and maintain some back-up
examination authority over those institutions. The FIGC will not possess any additional
direct regulatory authority.

Corporate Finance Requlator

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.  As discussed above, CBRA would
assume the SEC’s current business conduct regulatory and enforcement authority over
financial institutions.

Conclusion

The United States has the strongest and most liquid capital markets in the world. This
strength is due in no small part to the U.S. financial services industry regulatory structure,
which promotes consumer protection and market stability. However, recent market
developments have pressured this regulatory structure, revealing regulatory gaps and
redundancies. These regulatory inefficiencies may serve to detract from U.S. capital
markets competitiveness.

In order to ensure the United States maintains its preeminence in the global capital
markets, Treasury sets forth the aforementioned recommendations to improve the
regulatory structure governing financial institutions. Treasury has designed a path to
move from the current functional regulatory approach to an objectives-based regulatory
regime through a series of specific recommendations. The short-term recommendations
focus on immediate reforms responding to the current events in the mortgage and credit
markets. The intermediate recommendations focus on modernizing the current regulatory
structure within the current functional system.

The short-term and intermediate recommendations will drive the evolution of the U.S.
regulatory structure towards the optimal regulatory framework, an objectives-based
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regime directly linking the regulatory objectives of market stability regulation, prudential
financial regulation, and business conduct regulation to the regulatory structure. Such a
framework best promotes consumer protection and stable and innovative markets.
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I1. Introduction

The mission of the Department of the Treasury (“Treasury”) focuses on promoting
economic growth and stability in the United States. Critical to this mission is a sound
and competitive financial services industry grounded in robust consumer protection and
stable and innovative markets.

Financial institutions play an essential role in the U.S. economy by providing a means for
consumers and businesses to save for the future, to protect and hedge against risks, and to
access funding for consumption or organize capital for new investment opportunities. A
number of different types of financial institutions provide financial services in the United
States: commercial banks and other insured depository institutions, insurers, companies
engaged in futures and securities transactions, finance companies, and specialized
companies established by the government. Together, these institutions and the markets in
which they act underpin economic activity through the intermediation of funds between
providers and users of capital.

This intermediation function is accomplished in a number of ways. For example, insured
depository institutions provide a vehicle to allocate the savings of individuals. Similarly,
securities companies facilitate the transfer of capital among all types of investors and
investment opportunities. Insurers assist in the financial intermediation process by
providing a means for individuals, companies, and other financial institutions to protect
assets from various types of losses. Overall, financial institutions serve a vitally
important function in the U.S. economy by allowing capital to seek out its most
productive uses in an efficient matter.  Given the economic significance of the U.S.
financial services sector, Treasury considers the structure of its regulation worthy of
examination and reexamination.

Treasury began this current study of regulatory structure after convening a conference on
capital markets competitiveness in March 2007. Conference participants, including
current and former policymakers and industry leaders, noted that while functioning well,
the U.S. regulatory structure is not optimal for promoting a competitive financial services
sector leading the world and supporting continued economic innovation at home and
abroad. Following this conference, Treasury launched a major effort to collect views on
how to improve the financial services regulatory structure.

Over the past forty years, a number of Administrations have presented important
recommendations for financial services regulatory reforms.® Most previous studies have
focused almost exclusively on the regulation of depository institutions as opposed to a
broader scope of financial institutions. These studies served important functions, helping
shape the legislative landscape in the wake of their release. For example, two reports,
Blueprint for Reform: The Report of the Task Group on Regulation of Financial Services
(1984) and Modernizing the Financial System: Recommendations for Safer, More

¥ See Appendix B for background on prior Executive Branch studies.
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Competitive Banks (1991), laid the foundation for many of the changes adopted in the
Gramm-Leach-Bliley Act of 1999 (“GLB Act”).

In addition to these prior studies, similar efforts abroad inform this Treasury report. For
example, more than a decade ago, the United Kingdom (“U.K.”) conducted an analysis of
its financial services regulatory structure, and as a result made fundamental changes
creating a tri-partite system composed of the central bank (i.e., Bank of England), the
finance ministry (i.e., H.M. Treasury), and the national financial regulatory agency for all
financial services (i.e., Financial Services Authority). Each institution has well-defined,
complementary roles, and many have judged this structure as having enhanced the
competitiveness of the U.K. economy.

Australia and the Netherlands adopted another regulatory approach, the “Twin Peaks”
model, emphasizing regulation by objective: One financial regulatory agency is
responsible for prudential regulation of relevant financial institutions, and a separate and
distinct regulatory agency is responsible for business conduct and consumer protection
issues. These international efforts reinforce the importance of revisiting the U.S.
regulatory structure.

Market conditions today provide a pertinent backdrop for this report’s release, reinforcing
the direct relationship between strong consumer protection and market stability on the
one hand and capital markets competitiveness on the other and highlighting the need for
examining the U.S. regulatory structure.

Prompting this Treasury report is the recognition that the capital markets and the
financial services industry have evolved significantly over the past decade. These
developments, while providing benefits to both domestic and global economic growth,
have also exposed the financial markets to new challenges.

Globalization of the capital markets is a significant development. Foreign economies are
maturing into market-based economies, contributing to global economic growth and
stability and providing a deep and liquid source of capital outside the United States.
Unlike the United States, these markets often benefit from recently created or newly
developing regulatory structures, more adaptive to the complexity and increasing pace of
innovation. At the same time, the increasing interconnectedness of the global capital
markets poses new challenges: an event in one jurisdiction may ripple through to other
jurisdictions.

In addition, improvements in information technology and information flows have led to
innovative, risk-diversifying, and often sophisticated financial products and trading
strategies. However, the complexity intrinsic to some of these innovations may inhibit
investors and other market participants from properly evaluating their risks. For instance,
securitization allows the holders of the assets being securitized better risk management
opportunities and a new source of capital funding; investors can purchase products with
reduced transactions costs and at targeted risk levels. Yet, market participants may not
fully understand the risks these products pose.
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The growing institutionalization of the capital markets has provided markets with
liquidity, pricing efficiency, and risk dispersion and has encouraged product innovation
and complexity. At the same time, these institutions can employ significant degrees of
leverage and more correlated trading strategies with the potential for broad market
disruptions.  Finally, the convergence of financial services providers and financial
products has increased over the past decade. Financial intermediaries and trading
platforms are converging. Financial products may have insurance, banking, securities,
and futures components.

These developments are pressuring the U.S. regulatory structure, exposing regulatory
gaps as well as redundancies, and compelling market participants to do business in other
jurisdictions with more efficient regulation. The U.S. regulatory structure reflects a
system, much of it created over seventy years ago, grappling to keep pace with market
evolutions and, facing increasing difficulties, at times, in preventing and anticipating
financial crises.*

Largely incompatible with these market developments is the current system of functional
regulation, which maintains separate regulatory agencies across segregated functional
lines of financial services, such as banking, insurance, securities, and futures. A
functional approach to regulation exhibits several inadequacies, the most significant
being the fact that no single regulator has all of the information and authority necessary
to monitor systemic risk, or the potential that events associated with financial institutions
may trigger broad dislocation or a series of defaults that affect the financial system so
significantly that the real economy is adversely affected. In addition, the inability of any
regulator to take coordinated action throughout the financial system makes it more
difficult to address problems related to financial market stability.

Second, in the face of increasing convergence of financial services providers and their
products, jurisdictional disputes arise between and among the functional regulators, often
hindering the introduction of new products, slowing innovation, and compelling
migration of financial services and products to more adaptive foreign markets. Examples
of recent inter-agency disputes include: the prolonged process surrounding the
development of U.S. Basel Il capital rules, the characterization of a financial product as a
futures or a security contract, and the scope of banks’ insurance sales.

Finally, a functional system also results in duplication of certain common activities
across regulators. While some degree of specialization might be important for the
regulation of financial institutions, many aspects of financial regulation and consumer
protection regulation have common themes. For example, although key measures of
financial health have different terminology in banking and insurance (i.e., capital and
surplus, respectively) they both serve a similar function of ensuring the financial strength
and ability of financial institutions to meet their obligations. Similarly, while there are
specific differences across institutions, the goal of most consumer protection regulation is

* The existing regulatory structure for subprime mortgage origination demonstrates this point. See
Appendix C.
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to ensure consumers receive adequate information regarding the terms of financial
transactions and industry complies with appropriate sales practices.

In this report, Treasury presents a series of “short-term” and “intermediate-term”
recommendations that could immediately improve and reform the U.S. regulatory
structure. The short-term recommendations focus on taking action now to improve
regulatory coordination and oversight in the wake of recent events in the credit and
mortgage markets. The intermediate recommendations focus on eliminating some of the
duplication of the U.S. regulatory system, but more importantly try to modernize the
regulatory structure applicable to certain sectors in the financial services industry (i.e.,
banking, insurance, securities, and futures) within the current framework.

Treasury also presents a conceptual model for an optimal regulatory structure. This
structure, an objectives-based regulatory approach, with a distinct regulator focused on
one of three objectives (i.e., market stability regulation, safety and soundness regulation
associated with government guarantees, and business conduct regulation) can better react
to the pace of market developments and encourage innovation and entrepreneurialism
within a context of enhanced regulation. This model is intended to begin a discussion
about rethinking the current regulatory structure and its goals. It is not intended to be
viewed as altering regulatory authorities within the current regulatory framework.
Treasury views the presentation of a tangible model for an optimal structure as essential
to its mission to promote economic growth and stability and fully recognizes that this is a
first step on a long path to reforming financial services regulation.

In preparing this report, Treasury requested public comment on a variety of issues
relating to financial services regulation. In October 2007, Treasury published a request
for public comment in the Federal Register on both general issues related to financial
regulation as well as specific issues related to depository institutions, futures and
securities markets, and insurance. The notice is attached hereto at Appendix A. The
more than 200 responses received are publicly available.”

The amount and variety of comments are testimony to the importance and broad interest
that these issues provoke. Investors, domestic and global financial institutions, trade
associations, regulators, academics, and other market participants have provided
comments.  Submissions generally included thoughtful and detailed suggestions
addressing both the issues raised by Treasury in the request and additional topics which
the respondents believed merited attention. The wide variety of views also highlights the
diversity of thought regarding financial regulation. The high quality of the comments
engendered a healthy discussion among all those involved in the development of this
report. Treasury reviewed every comment letter submitted for this study.

> See http://www.treas.gov/offices/domestic-finance/regulatory-blueprint.
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I11.  History of the Current Regulatory Framework

Broad Overview of the U.S. Financial Services Sector

Broadly speaking, the U.S. financial services sector provides four major types of
financial services. Each of these services can be delivered by different types of financial
services providers, and their financial products can and generally do include features
from more than one type of financial service. It is also important to note that non-
financial services firms also generally provide financial services, although in a manner
that is incidental to the function of their non-financial business.

The first major type of financial service that is widely utilized is payment and liquidity
products. While these products range from consumer checking accounts to large-value
aggregate payment systems between major institutions, they all share the basic function
of providing and pervasively dispersing funds throughout the economy so as to facilitate
the many purchase and sale transactions within the economy. These payment and
liquidity products generally are expected to accomplish their functions within a short
period of time with a maximum duration of a few days, and to provide readily usable
money to the intended recipient.

A second major form of financial services is the many types of credit products, all of
which generally have in common the transfer of funds subject to repayment between two
or more parties. Credit products are extremely diverse in nature, and are provided by a
very wide array of financial services firms including but not limited to depository
institutions, insurers, and securities firms. Credit products can be intended for end-users
or be in the form of wholesale products intended for further distribution through financial
intermediaries. Historically, credit products are closely related to payment products,
given the fact that banknotes originated as a debt obligation issued by the monetary
authority for which repayment, typically in specie, could be demanded. Credit products
exist with a diversity of tenors, or periods for repayment, and while many exist in forms
that are readily negotiable for sale to third-parties, others exist in forms that are only
readily usable by the original parties to the indebtedness.

Investment products are a third major form of financial services product and exist to
provide a hoped-for level of economic return for one party, while often providing a
different purpose to the counterparty (e.g., additional of capital, an extension of credit,
etc.). Investment products are provided by a variety of financial firms and are
characterized by their readily negotiable nature and the functions that they perform.
Investment products include a wide variety of securities, as well as certain banking
products like time deposits, insurance company products, and investment products from
other types of financial services.

Finally, the fourth major form of financial services are products that transfer financial

risk. Examples of these include insurance products, futures products, some securities, as
well as other types of financial services products. These products all serve to transfer
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financial risk between and among different parties and can be provided by a variety of
different financial services firms, including insurers and futures firms. It is important to
note that these products generally only transfer financial risks, with other forms of risk
not transferred through this process.

Depository Institution Requlation and History

Introduction

The depository institution regulatory system in the United States is complex and layered:
a product of history and tradition rather than a product of any coherent institutional
design. This regulatory system developed to ensure the financial soundness and safety of
the regulated institutions and of the banking system as a whole, thus affording protections
to depositors and to the public.

The basic license allowing depository institutions to operate is called a charter.
Depository institutions can generally obtain charters at the federal or state level under the
U.S. “dual banking system,” which is a dual chartering system. Depending on their
intended focus, depository institutions also possess some flexibility in selecting among
several types of charters, including a basic commercial charter, a thrift charter, a credit
union charter, or an industrial loan company charter (“ILC”). The existence of the dual
federal and state chartering system and alternative charter types provides a depository
institution some flexibility in selecting its primary regulator and the regulatory regime
governing its operations.

At the federal level, five agencies simultaneously divide and share regulatory and
examination authority:

e The Office of the Comptroller of the Currency (“OCC”);

e The Board of Governors of the Federal Reserve System (“Federal Reserve”);
e The Federal Deposit Insurance Corporation (“FDIC”);

e The Office of Thrift Supervision (“OTS”); and

e The National Credit Union Administration (“NCUA”).

The jurisdictional boundaries among these federal depository institution regulators often
blur and their responsibilities significantly overlap, with the exception of the NCUA.

In this highly fragmented system, a complicated web of multiple federal and state

banking and other statutes, as well as various agency regulations, govern depository
institutions.
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Overview of Key Developments and Legislation in the Regulation of
Depository Institutions in a Historical Context

The history of depository institutions in the United States and their regulation is closely
tied to the history of the nation as a whole. In addition to reflecting the United States’
rich history and tradition of federalism, depository institution regulation reflects the
competing priorities and personalities that shaped American history, rather than any
overarching rationale in its design.

The early struggles between the first federally chartered banks and state-chartered banks
were important to American history. The first Secretary of the Treasury, Alexander
Hamilton, strove to establish a federally chartered bank, and that bank disappeared when
Congress declined to renew its charter. President Andrew Jackson later attacked the
second bank chartered by Congress and ultimately succeeded in eliminating the bank.
While the federally chartered bank with its regional branches was the premier bank
during portions of its existence in the early nineteenth century, hundreds of state-
authorized or state-chartered banks also sprang up during this period. The states
specifically chartered some of these banks, but many incorporated under state law
without any special charter from the state legislature. As the second federally chartered
bank approached its demise in the 1830s, these state-chartered banks flourished from
1829 to 1837. When these banks, often lacking even rudimentary internal governance or
any form of governmental regulation, contributed to a financial panic in 1837, states like
New York began to expand their banking oversight through more formal banking
commissions and reserve requirements. The individual states remained the sole source of
depository bank charters until the Civil War.

The National Bank Act of 1863 and the Creation of the “Dual Banking
System”

The dual banking system emerged when Congress, seeking to finance its Civil War debt
and ensure financial stability, passed the National Bank Act of 1863. This law created a
federal bank charter and established the OCC as the office in charge of chartering and
overseeing the newly created national banks. The national bank system, instrumental in
the emergence of a single national currency, was expected to replace the state bank
system. In 1866, Congress attempted to force state banks to convert to federal charters
by imposing a punitive tax on bank notes issued by state-chartered banks, but the greater
usage of checking accounts as payment instruments allowed state-chartered banks to
continue to exist, although the loss of seigniorage income was significant.

The Federal Reserve Act of 1913

In the post-Civil War period, the national bank system suffered from periods of severe
illiquidity, runs on deposits, and panics, the worst of which hit the U.S. economy in 1907.
In response, Congress passed the Federal Reserve Act of 1913, which created the Federal
Reserve System, and was designed to prevent bank runs and panics by providing liquidity
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support to commercial banks. In the early 1930s, during the Great Depression, Congress
authorized the Federal Reserve to begin to formulate and implement national monetary
policy. The Federal Reserve System is made up of the Board of Governors, the twelve
regional Federal Reserve Banks, and the Federal Open Market Committee.

The Federal Reserve Act also gave the Federal Reserve regulatory and supervisory
authority with respect to commercial banks that are members of the Federal Reserve
System. Thus, this statute applied directly to both national banks and state member
banks, although states continued to charter banks with all corporate powers granted by
the state.

The Great Depression Legislation

Following a temporary contraction during World War | and post-war inflation, the U.S.
economy rebounded in the 1920s, which led cash-rich U.S. banks to expand their lending
and securities activities. However, after the stock market crash of 1929 and the
subsequent Great Depression, massive bank failures prompted Congress to enact a series
of legislative acts which strongly shaped the current U.S. depository institution regulatory
system.

The key statute, focused on the commercial banks, was the Banking Act of 1933. Four
sections of that statute, known as the Glass-Steagall Act, mandated the strict separation of
commercial and investment banking. The Glass-Steagall Act generally prohibited
national banks from directly underwriting and dealing in securities other than certain
government debt securities, prohibited any entity engaged in investment banking from
receiving deposits, and prohibited Federal Reserve member banks from affiliating or
having interlocking management with any entity “engaged principally” in the securities
business.

During this same period, Congress also took action in the mortgage finance arena by
passing legislation designed to support and regulate the thrift (or savings and loan)
industry, which focused principally on taking deposits and making residential mortgage
loans. Up to that time, only states chartered and oversaw thrifts. The Federal Home
Loan Bank Act of 1932 (“FHLB Act”) created the Federal Home Loan Bank (“FHLB”)
System, twelve cooperatively owned regional banks that borrowed funds on behalf of
state-chartered members and were overseen by the Federal Home Loan Bank Board
(“FHLBB”). The following year, the Home Owners’ Loan Act of 1933 (“HOLA”)
granted the FHLBB the authority to charter and regulate federal thrifts.

Congress also moved to establish a federal charter for credit unions, passing the Federal
Credit Union Act in 1934, making it possible to charter a credit union anywhere in the
United States. Credit unions, a relatively recent development, first appeared in the
United States in the early 1900s as state-chartered entities; unique in that they were
required to focus on depositors (called “members™) in a certain group or geography, and
to be cooperatively owned by those depositors.
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In both the commercial banking and thrift arenas, Congress created systems of deposit
insurance, overseen by separate regulators to ensure that banks and thrifts participating in
their respective deposit insurance systems met certain minimum standards for
institutional safety and soundness. The Banking Act of 1933 created the FDIC to
regulate participants in the commercial bank deposit insurance system, while the National
Housing Act of 1934 created the Federal Savings and Loan Insurance Corporation
(“FSLIC”) to regulate participants in the thrift deposit insurance system. The creation of
these deposit insurers further complicated the division of responsibilities among the
federal bank regulators.

The Bank Holding Company Act of 1956 and Savings and Loan Holding
Company Act of 1967

Although prohibiting affiliations between commercial and investment banks, the Glass-
Steagall Act did not explicitly prohibit affiliations between banks and other types of
commercial entities. As a result, many non-financial companies began acquiring
commercial banks under a holding company structure.

Congress responded by enacting the Bank Holding Company Act of 1956 (“BHC Act”),
explicitly prohibiting bank holding companies (“BHCs”) controlling multiple U.S.
commercial banks from engaging in activities other than banking, managing banks, or
activities “closely related” to banking through affiliates. The BHC Act also prohibited
BHCs from making interstate bank acquisitions unless authorized by state law, and gave
the Federal Reserve the power to regulate and supervise all BHCs. Amendments to the
BHC Act in 1970 extended regulation to one-bank holding companies and prohibited
commercial banks from “tying” their products or services to other products or services
offered by their non-bank affiliates.

When concerns emerged regarding the thrifts’ enjoyment of competitive advantages in
comparison with commercial banks due to these BHC Act requirements, Congress
responded by enacting the similar Savings and Loan Holding Company (“SLHC”) Act of
1967 (“SLHC Act”). The SLHC Act gave similar authority to monitor holding
companies’ non-depository institution-related businesses.  Unlike BHCs, however,
SLHCs owning only one thrift were subject to less extensive regulation, including fewer
restrictions on commercial activities.

The Savings & Loan Crisis and Related Legislation

In the 1970s and 1980s, a combination of macroeconomic conditions and de-regulation
contributed to significant losses at thrifts across the United States and resulted in a
significant new round of reform legislation.

In the Banking Acts of 1933 and 1935, Congress granted the Federal Reserve the
authority to place deposit-rate ceilings on banks.® Deposit rate ceilings were also

® Ben S. Bernanke, Chairman, Federal Reserve, Speech to the Federal Reserve Bank of Kansas City's
Economic Symposium: Housing, Housing Finance, and Monetary Policy (Aug. 31, 2007).
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imposed upon thrift institutions in the 1960s. The deposit-rate ceiling acted as a price
ceiling on deposits and the advent of money market mutual funds afforded current and
prospective depositors other avenues to save and invest their funds.

This situation was one of the key factors resulting in the passage of the Depository
Institutions Deregulation and Monetary Control Act of 1980, which eased the deposit-rate
ceilings imposed upon banks and thrifts.” With deposit rates deregulated and floating,
thrifts needed to generate greater return on newly acquired assets in order to remain
profitable and retain and attract depositors.

In response, Congress passed the Garn-St Germain Depository Institutions Act of 1982
(“Garn-St Germain Act”). This legislation removed certain business and investment
restrictions imposed on thrifts, permitting them to invest some funds in commercial real
estate and other riskier assets. The unintended consequence was that many thrifts began
to invest aggressively in shopping malls, office buildings, and even more speculative
investments like junk bonds, windmill farms, and oil operations. Fraud and insider
abuses only contributed to an already unstable situation. By the end of the 1980s, a
combination of unsound investments and poor oversight contributed to the failure of
hundreds of thrifts, ultimately leading to a U.S. government bailout at a cost of $160
billion.

As a response to the large number of thrift failures and the attendant high cost to the
government, Congress enacted two key pieces of legislation. The Financial Institutions
Reform, Recovery, and Enforcement Act of 1989 (“FIRREA”) terminated the FSLIC and
the FHLBB and created the OTS. The OTS was modeled after the OCC and designated
as an office within the Department of the Treasury (“Treasury”). FIRREA gave the OTS
authority to charter federal thrifts and to regulate federal and most state-chartered thrifts
and their holding companies. FIRREA also created a fund within the FDIC to replace the
FSLIC fund and established the Federal Housing Finance Board to regulate the Federal
Home Loan Bank System. FIRREA importantly also established the Resolution Trust
Corporation (“RTC”) to manage failed bank and thrift assets. As the crisis came to an
end, the RTC was transferred to the Savings Association Insurance Fund in 1995.

In 1991, Congress took a further step to address the perceived problems of lax regulatory
oversight during the thrift crisis by passing the Federal Deposit Insurance Corporation
Improvement Act (“FDICIA”). FDICIA established a system of capital-based prompt
corrective action (“PCA”), which eliminated various discretionary powers granted to
regulators and instead imposed requirements on regulators to act upon regulated
institutions’ failure to meet certain prescribed tests. FDICIA required regulators to create
capitalization categories and risk-based capital measures.  Additionally, FDICIA
mandated a system of least cost resolution for failed banks and thrifts.

7 Jerry W. Markham, Banking Regulation: Its History and Future, 4 N.C. BANKING INST. 221, 7 (Apr.
2000).
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In 1994, Congress passed the Riegle-Neal Interstate Banking and Branching Efficiency
Act (“Riegle-Neal Act”), repealing the prohibitions on interstate bank and branch
acquisitions, thereby providing banks more of the advantages already enjoyed by thrifts.

The Gramm-Leach-Bliley Act of 1999

The strict separations of commercial and investment banking, and of banking and
commerce, embodied primarily in the activity restrictions under the Glass-Steagall Act
and the BHC Act, fostered intense policy debate and criticism for decades. The Gramm-
Leach-Bliley Act of 1999 (“GLB Act”) relaxed the activity restrictions for commercial
banking organizations. The GLB Act repealed the Glass-Steagall Act’s prohibitions on
certain affiliations and management interlocks between banks and securities firms, and
significantly expanded the permissible activities of BHCs by establishing a financial
holding company (“FHC”) structure, allowing qualifying institutions to participate in
commercial banking, full-scale securities underwriting and dealing, insurance
underwriting, and merchant banking all under one holding company.

To facilitate the continuing evolution of the financial services industry, the GLB Act
authorized FHCs to engage in activities that the Federal Reserve, in consultation with
Treasury, determines to be “financial in nature” or “incidental” to a financial activity, as
well as activities that the Federal Reserve determines to be “complementary” to a
financial activity. The GLB Act provided similar authority to banks’ qualifying
“financial subsidiaries” but prohibited certain principal activities. The GLB Act provided
that the Federal Reserve would regulate FHCs; however, a primary financial regulator
would functionally regulate each of the financial affiliates, whether insurance, futures, or
securities.

At the same time, the GLB Act furthered the convergence between commercial banks and
thrifts by eliminating the ability of non-grandfathered SLHCs owning a single thrift
institution to avoid SLHC regulation and affiliate with commercial entities.

Key Types of Depository Institution Charters, Overlap in Business Activities,
and Industry Structure

Commercial Banks

A commercial bank charter, the charter most familiar to the public, allows a depository
institution to participate across a broad range of banking and financial activities.
Establishing a federally chartered “national” bank requires filing an application with the
only federal bank chartering authority, the OCC, which conducts a thorough review of
each application and grants a charter upon compliance with all statutory and regulatory
criteria. Each state has similar statutory requirements for chartering banks, including an
application, a review process, and decision-making standards.

The OCC regulates and examines national banks as the primary regulator. In addition, all
national banks must obtain federal deposit insurance, which subjects them to examination
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by the FDIC in all aspects concerning their status as federally insured banks. National
banks also are required to become members of the Federal Reserve System.

For state-chartered banks, membership in the Federal Reserve System, which allows
them to access the Federal Reserve System’s payments and liquidity facilities, is optional.
State-chartered banks choosing the Federal Reserve System (i.e., “state member banks)
become subject to regulation and examination by the Federal Reserve as their primary
federal regulator and must obtain federal deposit insurance.

As a general matter, any commercial bank that seeks to accept retail deposits (i.e.,
deposits in an amount less than $100,000) must obtain federal deposit insurance before
commencing such deposit-taking activities. State-chartered banks, regardless of their
Federal Reserve System membership status, all have federally insured deposits and,
therefore, are subject to FDIC examination. In addition, the FDIC is the primary federal
regulator for the insured state-chartered banks that are not members of the Federal
Reserve System (i.e., “state non-member banks”).

Bank Holding Companies and Financial Holding Companies

The BHC Act defines BHCs as entities owning or controlling one or more U.S.
commercial banks. Although the definition of “control” for purposes of determining
whether an entity is a BHC is very complicated and fact-dependent, as a general matter,
the most common form of control is ownership of 25 percent or more of any class of
voting shares of a U.S. bank or company. All BHCs must register with the Federal
Reserve and are subject to extensive regulation and examination by the Federal Reserve,
which administers the key statute governing BHCs’ formation and activities, the BHC
Act. The BHC Act effectively prohibits BHCs from conducting any business activities
other than banking, controlling or managing banks, and activities “closely related” to
banking.

FHCs are formed when a BHC satisfies certain capital and management criteria and files
the requisite election with the Federal Reserve. As discussed above, the GLB Act
amended the BHC Act to permit FHCs to engage in a wider range of activities that are
“financial in nature,” including insurance, securities underwriting and dealing, and
merchant banking. Being a subset of BHCs, all FHCs remain subject to the Federal
Reserve’s regulation and examination.

Thrifts

Historically, thrifts (or savings and loans) are depository institutions focused on
providing mortgage lending to residential customers. Legislation in the 1930s established
a federal charter, a federal regulator, and a liquidity facility for thrifts, which were
originally chartered and regulated by the states. Congress also established a thrift
insurance fund similar to that of banks. After concluding that lax federal and state
oversight had contributed to the savings and loan crisis of the 1980s, Congress replaced
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the then-existing thrift regulator with the OTS, housed within Treasury. Congress also
moved the thrift insurance fund into the FDIC.

Over the years, thrifts began to expand the focus of their activities, though they
maintained a significant housing focus. To address this trend, Congress established the
qualified thrift lender (“QTL”) test in the Competitive Equality Banking Act of 1987
(“CEBA”), in order to keep the thrift industry focused on the provision of residential
mortgage loans to U.S. consumers. Qualifying as a QTL, which became a requirement to
maintain many of the benefits special to thrifts, required that at least 65 percent of an
institution’s portfolio assets be qualified thrift investments, primarily residential
mortgages and related investments.

Credit Unions

Credit unions, tax-exempt financial institutions owned by their depositors, typically focus
on a range of services offered by commercial banks, but generally in a more limited
scope. Credit unions usually offer savings and checking accounts, online banking, and
credit cards to depositors. As a general rule, credit unions may accept as depositors only
those individuals identified in a credit union’s articulated field of membership, such as
working in the same profession or living in the same community.

A number of rules, generally more restrictive than those applicable to other types of
depository institutions, govern credit unions. Rules may limit the amount of interest that
a credit union can charge on a loan and the length of time that a loan may extend, cap the
share of lending that can go to commercial borrowers, with certain exceptions, and
restrict fund investment, causing them to focus principally on government and agency
securities or other highly secure instruments.

Industrial Loan Companies

Industrial Loan Companies (“ILCs”) are financial institutions that can be owned by
commercial firms. ILCs operate much like commercial banks except that they can avoid
BHC regulation, and the commerce-banking barrier, by one of three ways: having less
than $100 million in total assets, not accepting demand deposits, or not having changed
control since 1987.

Although not BHCs, ILCs are FDIC insured and supervised. ILCs also must abide by the
Federal Reserve Act’s requirements limiting bank transactions with affiliates. In addition
to FDIC oversight, ILCs are subject to home state regulatory supervision. Utah,
California, and Nevada charter most ILCs.

While originally taking the form of consumer finance companies without deposit taking

authority, today ILCs generally have the same powers as state commercial banks due to
chartering states’ expanding ILCs’ powers.
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Federal Regulatory Agencies with Oversight of Depository Institutions

Five federal regulatory agencies oversee depository institutions with frequently
overlapping responsibilities and jurisdictional boundaries: the OCC, the OTS, the Federal
Reserve, the FDIC, and the NCUA. Congress created each of these agencies in response
to a significant event in the nation’s financial history. Not dependent on federal
appropriations for funding, these agencies finance their operations through fees and
assessments on their regulated entities, deposit insurance premiums paid to the FDIC, and
the Federal Reserve’s open market operations and seigniorage income.

Office of the Comptroller of the Currency

The National Bank Act of 1863, authorizing the creation of the national bank system,
established the OCC as the oldest federal banking agency. The OCC, an office located
within Treasury, charters, regulates, and examines all national banks and federally
licensed branches and agencies of non-U.S. banks. The Comptroller of the Currency,
appointed by the President for a five-year term, subject to Senate confirmation, heads the
OCC.

As the chartering agency, the OCC has regulatory and examination responsibility over
national banks and promulgates rules, legal interpretations, and corporate decisions
concerning bank applications, activities, investments, community development activities,
and other aspects of national bank operations. The OCC’s bank examiners conduct on-
site examinations of national banks and examine bank operations. With broad
enforcement powers, the OCC may take various actions against national banks that fail to
comply with laws and regulations or otherwise engage in unsound banking practices,
remove officers and directors of such banks, negotiate agreements to change banking
practices, issue cease and desist orders, and impose monetary fines.

Office of Thrift Supervision

The OTS, a relatively recent creation, plays a role for federally chartered thrifts similar to
that of the OCC for national banks. Under HOLA, the OTS charters federal thrifts and
regulates and examines federal and state thrifts (except FDIC-supervised state savings
banks) and their holding companies. The OTS, like the OCC, is an independent office
within Treasury but is subject to the general oversight of the Secretary of the Treasury.
The President appoints the Director of the OTS for a five-year term, subject to Senate
confirmation.

As the primary regulator of thrifts, the OTS issues rules, legal interpretations, and
corporate decisions concerning nearly all aspects of thrift operations. Like the OCC, by
statute the OTS possesses the authority to establish uniform rules preempting state laws
and regulations.
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Federal Reserve

The Federal Reserve System, the independent U.S. central bank, consists of twelve
regional statutorily established Federal Reserve Banks, each of which effectively
performs functions of a central bank for its geographic region. The Board of Governors,
located in Washington and composed of seven members appointed by the President to
fourteen year terms and confirmed by the Senate, oversees the Federal Reserve System.

The Federal Reserve has the principal responsibility for formulating and executing
national monetary and credit policy, fulfilled primarily through its open market
operations, reserve requirements for depository institutions, and discount window lending
program.

In addition to conducting monetary and credit policy, the Federal Reserve has significant
bank regulatory and examination responsibilities. Most importantly, the Federal Reserve
functions as the primary federal regulator of state member banks, the regulator of BHCs,
the regulator and supervisor of the U.S. operations of foreign banks, and the regulator of
foreign activities of member banks.

Federal Deposit Insurance Corporation

The FDIC administers the federal deposit insurance system under the Federal Deposit
Insurance Act (“FDIA”). A five-member Board of Directors heads the FDIC: the
President appoints three members, including the chair, for six-year terms, subject to
Senate confirmation, and the other two members are the Comptroller of the Currency and
the Director of OTS.

The FDIC insures deposits up to $100,000 per depositor per depository institution, with a
separate coverage for retirement accounts up to $250,000. The agency monitors risks to
the deposit insurance fund and possesses a wide range of enforcement powers with
respect to insured institutions, including the right to terminate insurance coverage of any
institution engaged in unsafe or unsound practices.

The FDIC has backup regulatory and examination authority over all depositary
institutions that it insures, and serves as the primary federal regulator of insured state
non-member banks and state savings banks. In addition, the FDIC plays a key role in
administering the process of resolution of failed institutions and, as a practical matter,
serves as the receiver or conservator for all FDIC-insured depository institutions.
Initially limited in its focus to commercial banks, with the transfer of the Savings
Association Insurance Fund to the FDIC, the FDIC in the 1980s was given backup
examination authority over thrifts (in addition to ILCs).
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National Credit Union Administration

The NCUA, an independent agency created in 1970, charters and supervises federal
credit unions and insures savings in federal and most state-chartered credit unions across
the country through the National Credit Union Share Insurance Fund. The President
appoints the Chair and two other members of the board for a six-year term, subject to
Senate confirmation.

The Regulatory Process

System of Controls and Regulations

The main principles and tools of federal depository institution regulation and examination
may be grouped broadly around the key public policies underlying the system in general:
protecting financial stability, ensuring the safety and soundness of federally insured
depository institutions, maintaining an efficient and competitive financial system, and
protecting consumers. These principles and tools frequently overlap, as many regulatory
provisions are designed to serve more than one policy objective.

For instance, some of the most important regulatory principles serving the goal of an
efficient and competitive banking system include limitations on banks’ insider lending
practices, oversight of business reorganizations and changes in control of banks,
restrictions on banks’ ability to “tie” their services to non-banking products, and
nationwide deposit caps. These provisions aim at ensuring wide availability of credit by
preventing banks from abusing their substantial economic power.

Consumer Protections

The Federal Reserve possesses general consumer protection authority over depository
institutions at the federal level, with individual agency authority in some cases. The
primary federal regulator and the states oversee enforcement.

To protect consumers, Congress over the years has enacted several important statutes
applicable to all lenders:

e The Truth in Lending Act (“TILA”), which requires that credit terms for both
credit card and mortgage transactions be disclosed in a meaningful way so
consumers can compare credit terms more readily and knowledgeably.

e The Home Ownership and Equity Protection Act (“HOEPA”), which amended
TILA to prohibit unfair or deceptive acts for mortgage lending.

e The Federal Trade Commission Act (“FTC Act”), which prohibits unfair and
deceptive acts or practices affecting commerce.
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e The Equal Credit Opportunity Act, which prohibits unlawful discrimination in
any aspect of a credit transaction.

e The Real Estate Settlement Procedures Act, which governs information
disclosures for the home-buying process.

Federal banking regulators also ensure that banks and thrifts comply with other statutes
relating to privacy, fair housing, community reinvestment, credit reporting, electronic
funds transfers, and saving account disclosures. This system of various statutory and
regulatory provisions requiring banks to provide full and timely disclosure of material
terms of consumer banking products and to protect the security and privacy of
consumers’ personal information primarily achieves the policy goal of consumer
protection.

The Federal Reserve has sole authority to write regulations implementing TILA and
HOEPA. These rules issued by the Federal Reserve apply to all mortgage lenders but are
enforced by the various bank regulators depending on the type of depository institution.
In addition, the FTC Act provides sole rulemaking authority to the Federal Reserve for
banks regarding unfair or deceptive acts or practices, while giving the OTS and the
NCUA rulemaking authority for thrifts and credit unions, respectively. On the other
hand, the GLB Act’s privacy provisions authorize each of the federal banking agencies to
write rules for its supervised entities, although each of the agencies must “consult and
coordinate” with one another. The GLB Act’s insurance customer protection provisions
require the federal banking agencies to determine jointly appropriate regulations.

Coordination

Numerous formal and informal mechanisms facilitate coordination among the federal
depository institution regulators and between federal and state regulators. Among them
are the Federal Financial Institutions Examination Council (“FFIEC”), the streamlined
supervision provisions of the GLB Act, agreements between federal and state examiners,
and the President’s Working Group on Financial Markets (“PWG”).

Congress established the FFIEC in 1978 to formalize an interagency coordinating
committee created by the agencies during the mid-1970s. The FFIEC, comprising the
OCC, the Federal Reserve, the FDIC, the OTS, the NCUA, and the Conference of State
Bank Supervisors, works to establish uniform principles and standards and report forms
for depository institution examinations. States participate in the FFIEC through a five-
member Liaison Committee.

The GLB Act codified the concept of functional regulation of depository institutions,
securities firms, futures firms, and insurers. To minimize duplication and promote
coordination, the GLB Act streamlines the Federal Reserve’s supervisory authority over
functionally regulated affiliates of BHCs. For example, the Federal Reserve must defer
to functional regulators’ examinations to the fullest extent possible. The GLB Act
expressly encourages information sharing between the Federal Reserve and state
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insurance regulators, and between federal depository institution regulators and state
insurance regulators.

Established in 1988 by Executive Order to address the October 1987 stock market
decline, the PWG serves to enhance the integrity, efficiency, orderliness, and
competitiveness of U.S. financial markets and to maintain investor protections against
fraud, manipulation, and other abuses. The PWG is chaired by the Secretary of the
Treasury and includes the heads of the Federal Reserve, the Commodity Futures Trading
Commission (“CFTC”), and the Securities and Exchange Commission (“SEC”). Other
federal financial supervisors such as the OCC and Federal Reserve Bank of New York
are included in discussions as appropriate. The PWG serves as a forum to discuss and
coordinate public policy issues but has no regulatory or examination authority.

Futures Requlation and History

Introduction

Federal and industry regulators carry out the regulation of futures markets in the United
States under the Commodity Exchange Act (“CEA”). In general, states do not have
authority to regulate futures markets. The fundamental aims of futures market regulation
resemble those of securities regulation: to help protect market users and the public from
fraud and manipulation and to ensure fair and orderly markets.

Although undefined in statute, a “future” or “futures contract” generally refers to a highly
standardized agreement between two parties to buy and sell a specific asset at a specified
price before or upon some set future date. The first futures contracts focused on
agricultural commodities. Today, futures contracts involve a vast array of assets,
including agricultural products (except onions), financial instruments and indexes, energy
products, and metals.

Background — Futures Regulation Before the Commodity Exchange Act

The organized trading of futures on agricultural commaodities in the United States dates
back to the middle of the nineteenth century. In 1848, a group of commodities
merchants, who began to trade so-called “to arrive” contracts, formally established the
Chicago Board of Trade. As in the case of the securities markets, self-regulation of the
futures markets preceded federal regulation. The first significant federal law to regulate
futures was the Future Trading Act of 1921 (“Future Trading Act”), but the following
year the U.S. Supreme Court determined the law to be unconstitutional because of its
improper taxing of futures not traded on designated contract markets (i.e., those traded
off-exchange). Later, in 1922, Congress enacted the Grain Futures Act, which, rather
than taxing off-exchange trading of futures contracts, invoked the interstate commerce
clause to ban such transactions. The U.S. Supreme Court later upheld the Grain Futures
Act as constitutional.
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The Future Trading Act and the Grain Futures Act established certain precedents in the
regulation of futures markets persisting to this day. Among the most important are the
notions that the regulator should be empowered to designate exchanges or boards of trade
that meet certain requirements as “contract markets” (i.e., officially recognized trading
venues for futures contracts) and that off-exchange trading of futures is illegal. Today,
the basic premise remains that the trading of futures contracts, whenever intermediaries
are involved, must be conducted on designated contract markets. However, recent
amendments to the CEA, the statute that today governs commaodity and futures markets,
have significantly relaxed some trading restrictions.

Also, given that the first futures contracts involved agricultural commodities (the Future
Trading Act and the Grain Futures Act specifically authorized futures only on selected
grains), the Department of Agriculture (“USDA”) possessed initial federal jurisdiction
over futures markets. The Secretary of Agriculture oversaw futures regulation until
1975°. Although the USDA no longer has authority over futures markets (and although
the bulk of modern futures trading is in non-agricultural assets), an agricultural tie
remains through the Senate and House Agriculture Committees’ oversight of the CFTC,
the federal agency overseeing futures regulation.

The Commodity Exchange Act and the Commodity Futures Trading
Commission

Origin and Early Developments

Replacing the precursor Grain Futures Act, the CEA in 1936 broadened the types of
commodities on which futures contracts could trade. Apart from the grains already
permitted, the CEA expanded the list of enumerated commaodities to include cotton, rice,
butter, eggs, and Irish potatoes. The transactions still had to take place on an organized
exchange. Over the ensuing three decades, numerous amendments to the CEA continued
to add more and more covered commodities to the list. In addition, the Commaodity
Exchange Authority, the predecessor agency of the CFTC, gradually acquired or
exercised additional regulatory powers, including the ability to investigative and enforce
authorities, and the ability to set minimum financial standards for futures commission
merchants.

Landmark reform of the CEA arrived with the enactment of the Commodity Futures
Trading Commission Act of 1974 (“CFTC Act”). First, the CFTC Act moved the
authority over the futures markets from the Secretary of Agriculture to a newly created
independent federal agency, the CFTC. In addition to transferring to the CFTC the
powers of its predecessor agency, Congress conferred upon the CFTC exclusive
jurisdiction over “contracts for the sale of a commodity for future delivery” and options
on such contracts. The CFTC’s exclusive jurisdiction for all assets, not just with respect
to enumerated agricultural commaodities, remains in place today. In addition, the CFTC

& While the Commodity Futures Trading Commission Act was adopted in 1974, authority did not transfer
from the USDA to the CFTC until 1975.
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Act authorized the creation of national futures associations, or self-regulatory
organizations (“SROs”), for the futures industry.

In 1975, the CFTC, with its new authority over futures markets, approved the first futures
contracts on financial assets, including the Chicago Board of Trade’s futures contract on
Government National Mortgage Association certificates, and the Chicago Mercantile
Exchange’s futures contract on 90-day U.S. Treasury bills. In the years ahead, the
growth of financial futures and other financial derivatives, coupled with the increasingly
complicated issue of what exactly a future is, would test the limits of the CFTC’s
exclusive jurisdiction.

In particular, the emergence of innovative financial instruments such as swaps, stock-
index futures, and other derivative instruments, some of which were traded off-exchange,
began to introduce uncertainty as to where the line between futures regulation and
securities regulation should be drawn. In 1981, for example, the CFTC and the SEC
negotiated an agreement that divided jurisdiction and regulatory responsibility over stock
index futures among the two agencies. This jurisdictional agreement, known as the Shad-
Johnson Accord, was later codified in the Futures Trading Act of 1982, and resulted in a
statutory ban on single-stock futures and narrow-based stock index futures that lasted
almost 20 years. Subsequently, the CFTC in 1989 issued a policy statement concerning
swaps in which it identified certain transactions that it would decline to regulate as
futures or futures options. Also, the Futures Trading Practices Act of 1992 provided the
CFTC the authority to exempt certain off-exchange, or over-the-counter (“OTC”)
transactions, from most provisions of the CEA. The following year, the CFTC began
using this new authority to exempt certain swap agreements, hybrid instruments, and
certain OTC energy contracts.

None of these statutory amendments or CFTC actions, however, addressed the
fundamental question of whether or not swaps and other derivative instruments were
indeed futures contracts or futures options. Lacking such clarification, and coupled with
the CEA’s exchange-trading requirement and the CFTC’s exclusive jurisdiction, the legal
uncertainty in the area of financial derivatives continued to swell. In 1998, following a
legislative moratorium preventing the CFTC from taking additional regulatory action in
the area of OTC derivatives, Congress asked the President’s Working Group on Financial
Markets (“PWG”) to conduct a study of OTC derivatives markets and to develop
legislative recommendations. In 1999 the PWG issued its report, Over-the-Counter
Derivatives Markets and the Commodity Exchange Act (“1999 PWG Report”), and the
unanimous recommendations advanced in that report became the basis for some of the
most significant reforms to the derivatives markets since the CFTC’s creation.

The Commodity Futures Modernization Act of 2000

The Commodity Futures Modernization Act of 2000 (“CFMA”), amending the CEA,
took as its starting point the recommendations in the 1999 PWG Report on OTC
derivatives. Most fundamentally, the PWG had concluded that the trading of OTC
financial derivatives between certain sophisticated counterparties (which mainly includes
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regulated financial institutions, state and local governments, and certain businesses,
pension funds, high net worth individuals, and other institutions) should largely be
excluded, as opposed to exempted, from the CEA. The primary justifications for
recommending exclusion for such transactions were a determination that most OTC
financial derivatives (e.g., interest rate swaps) were not susceptible to manipulation and
that the counterparties in such transactions did not need the same protections as smaller,
unsophisticated market participants who relied on intermediaries to conduct their
transactions.

The CFMA excluded a broad range of transactions from most provisions of the CEA,
thereby providing much needed legal certainty for the burgeoning OTC derivatives
markets. In general, the exclusions provided by the CFMA depended, as did the PWG
recommendations, upon the types of assets being traded, the sophistication of the
counterparties, and where and how the transactions were executed. The CFMA created
several new definitions to facilitate the exclusions:

e Excluded commodity: generally includes financial assets such as securities and
currencies, interest rates, exchange rates, economic measures or indexes of risk,
return, or value, and contingencies beyond the control of the parties.

e Eligible contract participant: the main type of sophisticated investor that includes
financial institutions, registered market professionals (e.g., broker-dealers and
futures commission merchants), other institutional investors, and certain high net
worth individuals.

e Eligible commercial entity: a certain eligible contract participant (as defined
above) that deals in one or more commaodities as part of their business.

e Trading facility: a catch-all term for either a physical or electronic facility where
multiple participants are able to trade with each other through mutually available
bids and offers.

Thus the CFMA excluded from most provisions of the CEA, including the antifraud
provisions, the following:

e Agreements, contracts, and transactions in excluded commodities

o0 between eligible contract participants that are not executed on a trading
facility; or

0 between eligible contract participants, on a principal-to-principal basis, and
executed on an electronic trading facility.

e Agreements, contracts, and transactions in assets, other than agricultural

commodities, between eligible contract participants are subject to individual
negotiation by the parties and are not executed on a trading facility.
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In addition, the CFMA excluded transactions in hybrid instruments that are (as
determined by a “predominance test”) chiefly securities, and electronic trading facilities
that limit trading to certain types of transactions that are otherwise excluded.

However, the CFMA went further than (and actually contradicted) the PWG
recommendations in this area by exempting certain transactions in exempt commaodities.
The CFMA also defined exempt commodities to mean a commodity that is not an
excluded commodity or an agricultural commodity. In practice, exempt commodities
include mainly metals and energy products. Under the CFMA, agreements, contracts,
and transactions in exempt commodities are exempt from most provisions of the CEA
(but not including the antifraud provisions or other powers of the CFTC) if they are
between eligible contract participants and not executed on a trading facility or if they are
between eligible commercial entities on a principal-to-principal basis and traded on an
electronic trading facility.

In addition to addressing swap transactions, the CFMA also included several other
important aspects:

e It clarified the CFTC’s jurisdiction over certain retail foreign currency
transactions.

e |t repealed the eighteen year-old Shad-Johnson ban on single-stock futures and
other security future products and implemented a system of *“coordinated
regulation” for such products.

e It provided legal certainty that products offered by banks would not be regulated
as futures contracts.

The CFMA also codified a regulatory relief proposal developed by the CFTC. In early
2000, the CFTC proposed a “New Regulatory Framework™ in an effort to modernize the
regulatory structure of the U.S. futures markets. In November 2000, the CFTC approved
rules implementing this framework, but the CFMA superseded this action and the rules
were withdrawn. In large part, the CFMA borrowed from the CFTC’s framework and
created a three-tiered structure for the trading of derivatives that distinguishes among
markets based on the types of contracts traded and the sophistication of the market
participants. The upper tier resembles a traditional futures exchange (with some
important modifications), while the two lower tiers are permitted to operate largely
outside of the CEA.

The Commodity Futures Trading Commission

The CFTC Act established the CFTC as an independent federal agency with exclusive
jurisdiction over the futures markets. The executive structure of the CFTC is similar to
that of the SEC. The Commission consists of five Commissioners, appointed to
staggered five-year terms by the President, with the advice and consent of the Senate.
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The President also designates one of the Commissioners to serve as Chairman, but unlike
the SEC, the Senate must separately confirm this designation.

Regulated Entities — Markets, Clearing Organizations, Intermediaries, SROs

Until the year 2000 it had been a fairly consistent principle in the federal regulation of
U.S. futures markets that futures transactions had to occur on registered or regulated
exchanges and that off-exchange trading of futures were appropriately banned. This
requirement became especially pronounced following the creation of the CFTC by the
CFTC Act of 1974 and the concurrent expansion of the term commodity to include
almost any conceivable agricultural, physical, financial, and intangible interest (e.g.,
interest rates) or contingency asset (except onions). In sharp contrast to the founding
model of futures regulation, today’s futures markets are characterized by a risk-based,
tiered approach to regulation.

Markets

The CFMA prompted a comprehensive overhaul of both the structure and the regulation
of U.S. futures markets. Previously, the regulatory approach to futures trading in the
United States was “one-size-fits-all.” As a result, all trading occurred on regulated
exchanges and all futures and options were generally subject to the same rules and
regulations without regard to differences in the underlying assets or the types of
participants in a given market segment.

A fundamental achievement of the CFMA was to consider the differences in products and
market participants and to create a structure that provided a specific intensity of
regulatory oversight that corresponded with the needs of the markets. The new risk-
based, tiered structure included designated contract markets (“DCMs”), derivatives
transaction execution facilities, and exempt markets, all of which are differentiated based
upon the types of products offered and market participants. In addition, the CFMA
moved the regulation of futures markets away from a purely prescriptive rules-based
approach and toward a system that relies more on compliance with principles. DCMs, for
example, must comply with specific “core principles” designed to elicit minimum
standards of market behavior and integrity while permitting flexibility in the
implementation of the standards.

Designated Contract Markets

DCMs are essentially the traditional organized futures exchanges or boards of trade.
They may be open-outcry exchanges with physical trading floors or electronic exchanges.
Since DCMs may list for trading futures or options contracts on any type of asset, index,
or instrument, they are able to offer the widest range of products for trading compared to
other market types. But DCMs generally must allow access to all types of traders,
including retail market participants, and therefore they are subject to the highest level of
CFTC regulatory oversight.
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Exchanges must apply to the CFTC to receive the DCM designation. In general, in order
to qualify for a designation as a contract market by the CFTC, the exchange must
demonstrate to the CFTC in its application that it satisfies several standards for
designation. These include such criteria as the ability to prevent market manipulation,
rules to ensure fair and equitable trading, rules for the operation of the trade execution
facility, financial integrity of transactions, public access to rules and contract
specifications, and the ability to obtain the information necessary to perform its other
required functions.

In addition, to maintain their status DCMs must demonstrate ongoing compliance with
eighteen core principles that were established in the CFMA.® Although the DCMs,
through their self-regulatory programs, are responsible for ensuring their own compliance
with the core principles, the CFTC conducts regular reviews of each DCM’s adherence to
the designation standards, the core principles, and other requirements. However, as part
of the more streamlined approach to futures regulation, DCMs are permitted to list new
contracts and to implement new rules or rule amendments through a self-certification
process.

Exempt Markets

Exempt markets are the least regulated trading facilities established by the CFMA.
However, because they are exempt from most requirements of the CEA and most CFTC
oversight, they face the highest restrictions on the types of commodities that may be
traded and who may participate. Exempt markets are not registered with, or designated,
recognized, or in any way officially sanctioned by the CFTC and are prohibited from
representing otherwise.

There are two types of exempt markets: exempt boards of trade and exempt commercial
markets. Exempt boards of trade must limit trading to transactions between eligible
contract participants and for which the underlying asset has a nearly inexhaustible
deliverable supply, a deliverable supply that is unlikely to be susceptible to manipulation,
or has no cash market. Exempt commercial markets must limit trading to agreements,
contracts, and transactions in exempt commodities (e.g., metals and energy commaodities)
executed on a principal-to-principal basis between eligible commercial entities. Exempt
markets may not trade futures or options on any security.

Qualifying transactions on exempt markets are not subject to the CFTC’s regulatory or
enforcement jurisdiction, except for certain antifraud and manipulation provisions.
Exempt markets must, however, notify the CFTC of the market’s intention to operate in
reliance on an exemption. Moreover, if the exempt market is determined by the CFTC to
be performing a price setting function for a particular commaodity, not only for its own
market but for other key markets in that commodity, it may be required to make public
certain pricing and trade information.

° See Appendix E.
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Clearing Organizations

The CFMA amended the CEA to require derivatives clearing organizations (“DCOs”) to
register with the CFTC in order to clear commodity futures and options. A DCO is a
clearinghouse or other similar entity that serves a specific purpose:

e |t enables each party to an agreement, contract, or transaction to substitute the
credit of the clearing organization.

e |t arranges or provides on a multilateral basis for settlement or netting of
obligations resulting from the transactions.

e |t otherwise provides services or arrangements that mutualize or transfer credit
risk among the participants in the clearing organization.

The term DCO specifically excludes some types of entities, including those that provide
settlement or netting on a bilateral basis, or settlement or netting of cash payments
through an interbank payment system.

A clearinghouse that seeks to provide clearing services for commodity futures and
options traded on a DCM or a derivatives transaction execution facility must register with
the CFTC as a DCO and comply on an ongoing basis with fourteen core principles
(established under the CFMA).”> A DCO may also clear agreements, contracts, and
transactions that are excluded or exempted from the CEA, or any other OTC derivative
instruments. DCOs that limit their clearing services to such excluded or exempted
agreements, contracts, or transactions need not register with the CFTC, but they may do
S0 on a voluntary basis, in which case they would need to comply with the core principles
for DCOs. DCOs that are registered with the SEC under the securities laws and only
clear security futures are also not required to register with the CFTC, but may do so
voluntarily.

Intermediaries
The CFTC oversees a number of types of intermediaries, market participants that act on
behalf of other persons in trading futures and options. Intermediaries perform a variety
of trading, advisory, and other services for market participants, including:
e Futures commission merchants (“FCMs”);
e Introducing brokers;

e Commodity pool operators;

e Commodity trading advisers; and

19 See Appendix E.
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e Floor brokers and floor traders.

In general, intermediaries must register with the CFTC unless an exemption or exclusion
applies. Intermediaries’ registrations generally are continuous, but annual updates
usually are required. Under the CEA and the CFTC’s regulations, intermediaries are
subject to a wide range of disclosure, reporting, recordkeeping, and ethical requirements,
depending on the nature of their activities. Intermediaries are also generally subject to
rules governing certain aspects of their interactions with other market participants and
customers, such as the treatment of customer funds. Some intermediaries are subject to
capital requirements to help ensure the fulfillment of obligations to customers and
counterparties.

Self-Requlatory Organizations

In addition to the CFTC, SROs oversee designated and registered futures and options
markets and intermediaries in those markets. The designated contract markets (i.e.,
boards of trade or exchanges) themselves as well as the National Futures Association
(“NFA™), a registered futures association overseeing FCMs, serve as SROs.

The NFA (which is not affiliated with any particular market) and the exchange SROs
generally have responsibilities to help promote market integrity, protect investors, and
enforce financial requirements, sales, and trading practices for their members. To carry
out these functions, the NFA and the exchanges develop and enforce rules and other
programs under the CFTC’s oversight. The NFA also conducts arbitration and dispute
resolution functions for industry participants and processes the registrations of FCMs.

Securities Requlation and History

Introduction

Federal, state, and industry regulators, operating under the authorities of a myriad of state
and federal laws, carry out securities regulation in the United States. Modern securities
regulation fundamentally aims to help protect investors from fraud and to maintain fair
and orderly markets. The securities regulatory system, like the banking system, is a
product of historical development rather than of a single overarching rationale. As a
result, it reflects the accumulation of decades of legislative and regulatory developments
that have largely expanded, rather than streamlined, the set of laws, rules, and procedures
that apply to securities markets and market participants.
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Blue Sky Laws—Securities Regulation by the States

Background—Fifty State Securities Requlators

Private agreements among market participants in the United States during the late
eighteenth century form the origins of securities regulation. However, as early as the mid-
1800s, the first legislative efforts to regulate securities began at the state level in order to
help protect investors from fraud. The earliest state laws tended to be limited in scope
and often applied only to the stock issued by companies of specific industries, such as
railroads, mining, or utilities. In 1911, Kansas enacted the first modern securities law
requiring the registration of most new securities issues offered within the state as well as
the licensing of persons engaged in the securities business. Over the next few years,
many other states enacted securities laws either identical to or largely based upon the
Kansas statute.

Today, all fifty states, the District of Columbia, the U.S. Virgin Islands, and Puerto Rico
have statutes regulating securities transactions. State regulatory agencies are generally
organized as either independent state securities commissions or as divisions in larger state
financial services regulatory departments. These agencies, headed either by appointed
individuals or by career state government employees, generally administer and enforce
these laws, known as “blue sky” laws.

Three Basic Elements of State Securities Laws: Registration of Securities,
Registration of Securities Professionals, and Enforcement

State securities laws typically include two basic requirements: the registration of
securities and the registration and supervision of securities firms and professionals. In
addition, state securities statutes commonly include provisions that prohibit securities
fraud and that give state authorities the power to enforce those provisions.

Unless a state exemption applies, an issuer must register its securities prior to sale with
the appropriate state agency. Originally, most states’ securities regulation was essentially
a form of “merit” regulation in which the state securities administrator wielded broad,
subjective discretion in determining the securities permitted to be registered. Today,
however, most states no longer evaluate individual securities offerings on their subjective
merits and have put in place a disclosure-based approach more closely modeled on the
federal securities laws.

To guard against fraud, each state requires the registration or licensing of securities
professionals who conduct business in the particular state, unless an exception applies,
including brokerage firms, individual broker-dealers’ sales associates, and other
intermediaries, advisers, and agents. State securities regulators often condition securities
professionals’ registration on the fulfillment of certain requirements, such as
demonstrating their knowledge and understanding of state laws and regulations. State
securities laws also typically require securities professionals to maintain certain books
and records, and to submit to regulatory examination.
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State laws also generally include civil and criminal liabilities and most have provisions
permitting private causes of action for victims of alleged securities fraud. State securities
regulators may investigate investor complaints and pursue potential cases of securities
fraud. These investigations may result in sanctions such as fines and penalties on
violators, including payment of restitution to harmed investors.

The Need for Coordination and Uniformity

The various state securities laws share broad goals and requirements, such as the
protection of investors against fraud and the registration of securities offerings and
securities professionals.

Prior to the enactment of the federal securities law and in order to address the divergence
of state securities laws, the National Conference of Commissioners on Uniform State
Laws (“NCCUSL”) approved a Uniform Sale of Securities Act in 1929 (1929 Act”).
However, only a handful of states adopted the 1929 Act before Congress passed the
Securities Act of 1933 (“Securities Act”), which not only rendered the NCCUSL’s initial
effort obsolete, but also created an entirely new need for state and federal coordination.

In 1956, the NCCUSL promulgated a second Uniform Securities Act (“1956 Act”), by
which time a full complement of six separate federal securities laws were in force. A
majority of states eventually enacted the 1956 Act, either in its entirety or with selected
provisions added or omitted. In 1985, the 1956 Act was revised, but only six states
adopted the amendments. Most recently, in 2002, the NCCUSL approved a fourth
Uniform Securities Act (“2002 Act”), adopted by thirteen states and the U.S. Virgin
Islands. The 2002 Act outlines state authority for the registration of securities, the
registration and supervision of broker-dealers, investment advisers, and other securities
professionals, and enforcement, investigatory, and subpoena powers consistent with
federal law.

Another important driving force for state regulatory uniformity, the North American
Securities Administrators Association Inc. (“NASAA?”), representing all state securities
regulators in the United States, works to coordinate the regulatory and enforcement
actions of its members. NASAA, founded in 1919, has issued numerous “statements of
policy” and “model rules” on various securities matters, and has developed a series of
“uniform forms,” intended to standardize state securities regulation. NASAA also
attempts to coordinate state legislative and regulatory initiatives with Congress and the
SEC.

Federal Intervention

When passing the first federal securities law, the Securities Act, Congress deliberately
included a provision that saved state securities laws from preemption. State laws
continued to diverge and the complexity of securities regulation, from a national
perspective, increased. Ultimately, despite efforts by the states to promote uniformity in

54



implementation and interpretation of state laws, Congress had to address the states’
perceived failure to standardize the interstate regulation of securities and securities
professionals.

In 1996, Congress passed the National Securities Markets Improvement Act (“NSMIA”)
in an effort to reduce complexity and duplicative regulation among state and federal
securities regulators, as well as to promote efficiency and capital formation in the
national securities markets. To achieve this, NSMIA, among other things, amended the
federal securities laws to preempt many state securities laws.

NSMIA created a category of federal *“covered securities” exempted from state
registration requirements, and which included securities listed (or approved for listing) on
national securities exchanges, mutual fund shares, commercial paper, and government or
municipal securities, among others. Similarly, NSMIA substantially curtailed states’
rulemaking and supervisory authority over broker-dealers. Though states could still
require broker-dealer registration, the SEC and the National Association of Securities
Dealers (“NASD”), a SRO, would carry out most broker-dealer regulation. NSMIA also
divided the regulation of investment advisers between state and federal regulators,
limiting state regulation to those advisers with less that $25 million under management.
NSMIA did, however, preserve states’ jurisdiction to investigate fraud and unlawful
conduct by a broker-dealer with respect to securities transactions.

The NSMIA preemptions effectively limited state securities law registration requirements
to a narrow class of small securities offerings, such as those offered only on an intrastate
basis, and reduced state authority over securities professionals. Nevertheless, NSMIA
did call for continued coordination and cooperation among state and federal securities
regulators. The changes in NSMIA prompted the NCCUSL to draft the 2002 Act.

Federal Securities Laws and the Securities and Exchange Commission

Overview of the Federal Securities Laws

Of the three levels of securities regulation in the United States (i.e., federal, state, or
industry self-regulation), federal regulation emerged last. Federal securities regulation
today encompasses numerous, sweeping statutes and countless regulations, all
administered by the SEC and enforced by the SEC with the states. The Securities Act
and the Securities Exchange Act of 1934 (“Exchange Act”), together with the Investment
Company Act of 1940 (“Investment Company Act”) and the Investment Advisers Act of
1940 (“Advisers Act™), form the core of federal securities regulation.

Securities Act of 1933

This first federal securities law, like its precursors in state law, prohibits securities fraud
and requires either the registration or an exemption from registration of securities offered
for public sale. However, in contrast to “merit” regulation, the Securities Act generally
permits the registration of securities upon the satisfaction of required disclosures of
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important financial and other information. In general, companies issuing securities for
sale to the public must file registration statements and prospectuses with the SEC that
include a detailed description of the securities being offered, information about the
issuer’s business and management, and audited financial statements. These disclosures,
made available to the public, allow investors to decide whether or not to purchase a
particular security.

Securities Exchange Act of 1934

Whereas the Securities Act focuses on the issuance and initial registration of securities,
the Exchange Act focuses on transactions in securities and the regulation of the securities
industry. The Exchange Act created the SEC and established its sweeping authority over
the nation’s securities markets. The Exchange Act went far beyond state securities laws
by giving the SEC the authority not only to register, regulate, and supervise securities
professionals, including broker-dealers and transfer agents, but also the power to regulate
and oversee national securities exchanges and securities associations, clearing agencies,
and industry SROs. This power included the authority to approve (and, implicitly, to
reject) rules of the exchanges and SROs. In addition, the Exchange Act established a
system of securities registration and ongoing public disclosure through required annual,
quarterly, and other reports. Numerous amendments over the years have added additional
authorities and responsibilities, including the regulation of tender offers, the prohibition
of insider trading, and a mandate to establish a “national market system.” In addition, the
SEC has authority under the Exchange Act to establish accounting standards for the
preparation of reports and audited financial statements required by the Securities Act and
the Exchange Act, although the SEC generally defers to the generally accepted
accounting principles (“U.S. GAAP”) set by the independent Financial Accounting
Standards Board.

Investment Company Act of 1940

Congress passed the Investment Company Act in response to the growing popularity of
investment companies and their management expertise and diversification possibilities
among investors and a finding by the SEC that such companies could affect the “national
public interest.” There are generally three types of investment companies: open-end
funds (e.g., most mutual funds), closed-end funds, and unit investment trusts.* The
Investment Company Act governs many aspects of investment companies (e.g.,
organization, governance, capital structure, disclosure practices, and valuation
methodologies) and requires SEC registration, although numerous exemptions are
available. Upon selling their first shares, and subsequently on a regular basis, registered
investment companies must make periodic public disclosures regarding their financial
condition, investment policies, fees, and other company information. Registered

1 Open-end funds (e.g., mutual funds) may issue additional shares without restriction, and shareholders are
generally free to sell their shares at any time. Closed-end funds issue a fixed number of shares, often
through an initial public offering, and are listed and traded as stock on a stock exchange. Investors in unit
investment trusts hold either joint or proportional interests in a portfolio of securities that remains fixed and
unmanaged for the life of the fund.
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investment companies are prohibited from engaging in fraudulent, deceptive, or
manipulative practices and certain investment activities, such as using borrowed funds to
buy securities (i.e., purchasing on margin) or selling borrowed securities in the belief that
they can be bought back at a later time at a lower price (i.e., short-selling).

Investment Advisers Act of 1940

Though far narrower in scope, the Advisers Act imposes registration and other
requirements on investment advisers, firms or individuals, providing investment advice to
investors for compensation. In essence, the Advisers Act seeks to protect investors and
compel fair practices by advisers by broadly prohibiting fraud and deception, preventing
the misuse of nonpublic information, and regulating investment advisory contracts,
including the terms of compensation, among other requirements. The Advisers Act also
gives the SEC authority to require advisers to maintain certain books and records. Like
other federal securities laws, the Advisers Act provides several exemptions from its
registration requirements, but it also gives the SEC broad discretion to exempt any person
or transaction from any or all provisions of the Advisers Act as long as the exemption is
consistent with the protection of investors and purposes of the Advisers Act.

Sarbanes-Oxley Act of 2002

The Sarbanes-Oxley Act aimed to restore investor confidence in the securities markets
following the accounting scandals at Enron, WorldCom and other companies. The
Sarbanes-Oxley Act created a new regulator for the auditing profession, the Public
Company Accounting Oversight Board (“PCAOB”), and enhanced corporate
responsibility and financial disclosures, provided more stringent standards for auditor
independence, and significantly increased criminal penalties for various types of fraud
and “white-collar” crimes. The Sarbanes-Oxley Act led to numerous additional
requirements for public companies, including executive certifications of financial
statements, accelerated reporting requirements, and management reports and auditor
attestation on internal controls over financial reporting, among many others.

Other Federal Securities Laws

The Trust Indenture Act of 1939 (“Trust Indenture Act”) governs trust indentures, the
special agreements or contracts between certain issuers of publicly offered debt securities
and bondholders. Though narrow in purpose, the Trust Indenture Act supplements
federal securities laws to help protect the rights of investors in debt securities.

The Securities and Exchange Commission

The Exchange Act created the SEC, an independent, administrative agency of the federal
government. In particular, the SEC has broad authority to enforce the federal securities
laws and to promulgate rules for the national securities markets. Federal securities laws
give the SEC a three-fold mandate: to protect investors, to maintain the integrity and
stability of markets, and to promote efficiency in capital formation.
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Not until the stock market crash of 1929 and the subsequent events of the Great
Depression did sentiment begin to solidify around the need for a federal regulator to
protect investors and oversee the securities markets. The SEC is led by five
Commissioners, one of whom serves as Chairman, who serve staggered five-year terms
and are appointed by the President after the advice and consent of the Senate. Under the
Chairman’s leadership, the Commissioners guide overall SEC policy by interpreting
federal securities laws, proposing new rules as market developments or congressional
mandates warrant, amending existing rules, and overseeing and approving SEC
enforcement actions.

Regulated Entities — Markets & Clearing, Broker-Dealers, SROs, and Others

Whereas the Securities Act focuses on the issuance of securities and their initial
registration, the Exchange Act is primarily concerned with the secondary market and
trading of securities through broker-dealers and other market professionals. This system
has evolved significantly over the years in response to numerous changes in market
structure and practices.

Markets and Clearing

The Exchange Act regulates the secondary markets where most public equity trading
occurs. The Exchange Act regulates the two basic types of secondary equity markets:
exchange markets as “national securities exchanges” and dealer markets as “national
securities associations.” The traditional stock exchanges (e.g., NYSE Euronext) are
examples of auction-style national securities exchanges. There are no registered national
securities associations in operation today. However, the NASDAQ, which is today a
national securities exchange, was originally established as a dealer-centered national
securities association.

The Exchange Act and the SEC’s rules require the registration of securities exchanges,
mandate some of the types of rules that securities exchanges are required to adopt, and
require that their operating procedures and governance structures meet minimum public
interest standards. The basic approach to regulation of trading on the exchanges,
including the regulation of market participants such as specialists and broker-dealers, is
through self-regulation with oversight by the SEC. Exchanges must file rule proposals
with the SEC, for example, which then publishes the proposals for public review and
comment. The SEC may then approve, modify, or disallow the proposed rules. The
exchanges are also subject to other laws and SEC rules regarding, for example, their use
and extension of margin, the prevention of manipulation, and restrictions on short selling.

The Exchange Act also provides for the regulation of securities clearing agencies, which
provide clearing, netting and settlement, and central counterparty services for transactions
in the securities markets. Securities clearing agencies generally are SROs subject to SEC
oversight.
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Brokers-Dealers and Other Intermediaries

The principal category of intermediary in the securities markets is the broker-dealer.
Essentially, a broker is a firm or individual who acts as an intermediary between buyers
and sellers of securities, usually charging a commission for these services. A dealer is a
firm or person who is in the business of buying and selling securities for its own account,
either directly or through a broker. Many firms operate as both brokers and dealers.

The Exchange Act prohibits any person from acting as a broker or dealer unless they are
registered with the SEC or an exemption applies. The Exchange Act provides, for
example, broad exceptions from the definitions of broker and dealer for certain securities-
related activities traditionally conducted by banks. Moreover, even if it is required, the
SEC may deny registration if it finds that registration requirements are not satisfied. The
SEC also has authority to set standards for operational ability and professional conduct,
and can establish requirements for testing and training as prerequisites for entering the
industry.

Beyond registration, the Exchange Act and the SEC’s rules and regulations impose a
broad set of requirements on broker-dealers, including specialists and market-makers. In
general, broker-dealers are subject to regulations concerning fraud and manipulation,
protection from excessive risk and insolvency, and duties to customers. Broker-dealers
are also subject to antifraud provisions of the Exchange Act as well as SEC regulations
that define acceptable practices. The Exchange Act also authorizes the SEC to establish
rules regulating the financial soundness of broker-dealers. Thus, broker-dealers are
subject to various record-keeping requirements and the SEC’s net capital rules. Broker-
dealers’ duties to their customers include rules covering best execution and investor
suitability rules, among others. Broker-dealers may also be barred from the industry for
certain misconduct or for certain violations of SEC, exchange, or SRO rules.

A special category of broker-dealers are those that specialize in the trading and dealing in
government securities, as defined in the Exchange Act. Prior to the enactment of the
Government Securities Act of 1986 (“GSA”), government securities brokers and dealers
were exempt from registration and regulation under the securities laws. The GSA
imposed new requirements on government securities brokers and dealers, including a
requirement to register with the SEC and a system of regulation that includes
recordkeeping, net capital requirements, and large position reporting rules. Rulemaking
authority under the GSA resides with Treasury and enforcement resides with the SEC.

The Exchange Act also generally requires broker-dealers, including government
securities broker-dealers, to be members of a registered national securities exchange or
national securities association. Today, nearly all broker-dealers in the United States are
members of the Financial Industry Regulatory Authority (“FINRA”), a SRO formed in
2007 by the merger of the NASD and the regulatory and enforcement units of the New
York Stock Exchange. Thus, in addition to the Exchange Act and SEC rules and
regulations, broker-dealers are subject to the rules and oversight of the exchange or the
securities association (or both) of which they are members.
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Self-Requlatory Organizations

The federal system of securities regulation relies to a great extent upon self-regulation by
various segments of the securities markets. Indeed, self-regulation in the securities
industry preceded both state and federal regulation, and today all of the exchanges in
operation (e.g., the stock exchanges, options exchanges, and exchanges that trade security
futures products™?) effectively perform self-regulatory functions. With the enactment of
the securities laws and the creation of the SEC, federal regulation was laid on top of, that
is, in addition to, the system of regulation already in place in the markets.

Over the years, amendments to the securities laws authorized the creation of additional
SROs for the industry. The Maloney Act of 1938, for example, authorized the SEC to
register national securities associations to act as self-regulatory bodies for brokers and
dealers.

In general, SROs have broad authority to impose governance standards, set rules, and
undertake enforcement and disciplinary proceedings with respect to their members.
However, the activities of the SROs are subject to SEC oversight. For example, the SEC
must approve SRO rulemakings, prior to their being enacted, and the SEC may in some
instances require that the SROs establish specific rules. In addition, most market
participants must be members of the SRO for their segment of the securities market.

Other Entities
Public Companies

Public companies are a primary source of securities, issuing both debt and equity
securities into the public securities markets. Public companies that list their securities on
public markets are subject to a wide variety of securities law obligations, as well as the
exchanges’ financial requirements and listing standards.

Consolidated Supervised Entities

In 2004, the SEC implemented a voluntary program to regulate certain major U.S.
securities firms on a consolidated or group-wide basis. The groups in the program,
referred to as consolidated supervised entities (“CSEs”), are firms predominantly
engaged in the securities business and have one or more large broker-dealer units. The
aim of the CSE program is to enable the SEC to monitor and respond to problems in the
group-wide structure while offering a less-restrictive regulatory environment for the
individual firms. If the CSE group contains an affiliate that is regulated by another
functional regulator, such as a banking regulator, the SEC defers to that regulator’s
oversight authority over the affiliate. Under the program, the CSEs are required to

12 Security futures products are regulated as both securities and futures and include futures on individual
securities (e.g., single-stock futures) as well as on certain narrow indexes of securities, plus options on such
futures.
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maintain a system of internal controls, adequate capital, and sufficient liquidity to ensure
that they can meet any obligatory cash commitments, even in a stressed environment.
For its part, the SEC must approve the CSEs’ internal controls systems, examine and
monitor the implementation of internal controls, and generally monitor the CSEs for
financial and operational weaknesses. Further, the SEC has broad authority to require the
CSEs to increase their holdings of regulatory capital or expand their liquidity pools if
weaknesses develop or as market conditions may dictate.

Credit Rating Agencies

Credit rating agencies are independent entities that issue credit ratings on securities and
other instruments offered by public companies, banks, governments, and other issuers.
As a result, credit rating agencies serve as an integral part of the securities markets.
Previously, under the SEC’s regulations, credit rating agencies could apply to receive a
designation as a nationally recognized statistical rating organization (*“NRSRO”), but
they were not subject to SEC regulation. The Credit Rating Agency Reform Act of 2006,
however, gave the SEC the authority to register and oversee rating agencies as NRSROs.
Registered NRSROs are subject to, among other duties and authorities, ongoing
disclosure and recordkeeping requirements and SEC examination.

Auditors
The Sarbanes-Oxley Act created the PCAOB to register and inspect public company
auditors. The PCAOB, subject to SEC oversight, also sets auditing standards for public

companies and has enforcement authority for compliance with its rules and other
provisions of the Sarbanes-Oxley Act.

Insurance Requlation and History

Background

Insurance is a financial product in which the consumer converts the uncertainty of
financial loss of an unforeseen event, including its amount and timing, into a certain
business cost (i.e., the premium) which is predictable over time. Insurance involves risk
shifting, which occurs when a person facing the possibility of an economic loss transfers
some or all of the financial consequences of the potential loss to an insurer. Insurance
also involves risk distribution, which can involve the spreading of loss among
policyholders or the party assuming the risk can distribute his potential liability in part
among others.

Unlike banks, futures firms, securities firms, and other financial institutions regulated
primarily at the federal level or on a dual federal and state basis, the states primarily
regulate insurers. The constitutional and statutory allocation of power over insurance
regulation between the federal government and the states has a complex evolution.
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Before 1850, U.S. insurers were subject to little regulatory supervision other than through
their corporate state charters. In 1851, the New Hampshire Legislature created a full-
time board of insurance commissioners. Massachusetts and Vermont followed in 1852,
New York in 1859, and Rhode Island in 1865. In 1869, in Paul v. Virginia,"* the U.S.
Supreme Court set out the constitutional basis for the primacy of the states in insurance
regulation, holding that the issuance of an insurance policy was not a transaction in
commerce. As a result, the federal government lacked authority to regulate insurance
under the Commerce Clause of the U.S. Constitution. This decision was also the basis to
exempt insurers from the later-enacted antitrust laws.

State insurance regulation at the time of the Paul decision varied with degrees of
regulatory authority and some states lacked an established insurance department. After
the Paul decision, the existing state insurance regulators, in an effort to coordinate
regulation of multi-state insurers, formed the National Association of Insurance
Commissioners (“NAIC”) in 1871. The concept of state insurance regulation then
quickly expanded to all of the other states, each with its own chief insurance regulator,
generally referred to as the “commissioner.” Today, state governors appoint most
commissioners, although in eleven states commissioners are electe