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President Obama’s Plan for Regulatory Reform: Summay and Analysis

On June 17, 2009, President Obama and Treasurgt8gcGeithner released a white paper
(“Obama Plan”) detailing their plan for financiarsices regulatory reform. The much-
anticipated and heavily-previewed report envisagbsoad restructuring of the regulatory
landscape for financial services firms, aggresgigeizing the opportunity presented by the
financial meltdown in an attempt to forestall fugumes.

To enhance safety and soundness and improve imy@astection, the Obama Plan reshuffles
regulatory responsibilities, creates new authajtend imposes new obligations on financial
firms. And although the Administration has sigmhits developing approach for some time, the
plan is Obama’s opening salvo in what will becommamths-long negotiation between federal
branches over the shape of the American capitatetgar This memorandum summarizes the
salient provisions of the Obama Plan and analyzgsospects as it migrates down Pennsylvania
Avenue to the halls of Congress.

Systemic Risk Regulator. Most stakeholders appear united in the belidf ibgulatory reform

will center around the creation of a systemic risgulator to oversee and police the stability of
the financial system. From there, opinions divesgex number of key points. President Obama
and some members of Congress are seeking to enthenaathority of the Federal Reserve in
several critical regards, perhaps most importanglgesignating the central bank as systemic
risk regulator. Others are hesitant to give the &greater role beyond controlling monetary

policy.

Under the Obama Plan, the Fed would provide cotat@d supervision of those financial firms
found to be systemically significant (designateeefTL Financial Holding Companies") based on
their size, leverage and interconnectedness. Thasdig to fail” firms would have higher
capital, liquidity and risk management standards, \&ould have limitations placed on their
commercial activities. Where excessive risks aais#/or capital depletes, the Fed could take
prompt corrective action to prevent collapse. Fhd's supervision of Tier 1 FHCs would
extend to the parent and all subsidiaries, althdughbtionally regulated subsidiaries would
continue to be regulated prudentially by their fimeal regulator.

Responding to congressional skepticism of the aéhaaink, Obama provides that the Fed will
receive consultation from a new body, the FinanSelvices Oversight Council, which is
comprised of heads of the Treasury Department, EEAC, FDIC, Federal Housing Finance
Agency, SEC and two newly-created agencies, theoh&tBank Supervisor and the Consumer
Financial Protection Agency (see below). The Cdwad help identify emerging systemic

risks and improve interagency coordination. It \dduave the power to require reports from any



financial firm to assess the firm’s threat to thmahcial system, and would ultimately
recommend which firms are too big to fail. Howeube Council lacks any actual authority to
override or supersede Fed decisions.

The Treasury would lead a working group to reexamegulatory capital requirements for all
banks and bank holding companies, including systaifgisignificant Tier 1 FHCs. But it is the
Fed that would enjoy the primary role in settingital standards for all of these companies, a
point of contention for some Fed critics who chie Fed’s opposition to higher capital standards
under the Basel Il regime and to maintaining tivedage ratio, and for relying too much on bank
modeling and rating agencies under Basel Il.

Obama’s systemic risk proposal will likely be methmsome pushback on Capitol Hill, and we
expect that heavy negotiations will produce a shigimodified final version. Senate
Republicans and Democrats are united in their dppondo expanding the Fed into systemic risk
for a variety of policy reasons, both practical aeblogical, a sentiment shared by House
Republicans and some House Democrats. Many oé thyigsonents would prefer a true council
approach, one that puts the Fed on par with otrgarlators. In the end, if a systemic risk
regulator is to emerge from Congress, it will likeiclude a stronger council with greater
authority to work constructively with the Fed, rathhan one with merely consultative
empowerment.

Resolution Authority. After AIG required massive injections of fedef@hds to stave off a
collapse that would have reverberated throughaufittancial system, many policymakers have
coalesced around the idea that the government raeghsrity to preside over an orderly wind
down of systemically significant institutions. $lpower would be akin to and modeled after the
FDIC’s power over certain depository institutiomsder the Federal Deposit Insurance Act.

Under Obama'’s plan, the Treasury Department woedildg whether to resolve a failing firm,
with consultation from the Fed and either the FRIGhe SEC, depending on the type of
institution being wound down. The conservatoremeiver of the failing firm (again, the FDIC
or the SEC, depending on the firm) would assumadpowers over the firm’s operations,
including asset sales and transfers. Each sysaigngignificant firm would be required

to prepare and update a credible plan for a quidklxdown of the firm, should events warrant.

Given the challenges associated with the failufesl@, Bear Stearns and Lehman Brothers,
and the widely-held perception that a more ordertyd down would have been less disruptive
to the markets and less costly to taxpayers, tisesgong support in Congress for resolution
authority for “too big to fail” firms. In the Hoes resolution authority will likely be paired with
a systemic risk regulator bill and possibly oves-ttounter derivatives reform, and the package
could be moved more quickly than other componeh@b@ma’s plan, possibly passing the
House by August recess. The Senate has sighahedeaprotracted approach — Banking
Committee Chairman Dodd has indicated he will cdeisa broader, more complete package,
and not until the fall (with Senator Kennedy ailifigpdd has taken a primary role in shaping
health care legislation on the front-burner betweew and then).



Consumer Financial Protection Agency. To correct perceived shortfalls in the abilify o
existing regulators to protect consumers of ceffiasncial products, the Obama Plan would
establish a new independent agency, the Consumanéial Protection Agency. The agency
would have sole authority to set rules and pollmesase practices relating to an array of
consumer, credit, savings, and payments systemupt®é e.g., mortgages, credit cards, payday
lending — and to regulate the providers of thoselpcts. The plan advocates for stronger
regulations to improve transparency and simplif@tyconsumers, restrictions on unfair product
terms and provider practices, and better enforcewfdair lending laws. The CFPA would not
have authority over securities and commodities petg] which would continue to be regulated
by the SEC and the CFTC.

Creation of a new bureaucracy for “consumer praia¢tand one whose mandate could clearly
overlap with that of existing banking regulatordl] e highly controversial on the Hill. While
Chairmen Dodd and Frank have expressed suppdttdéaroncept, many lawmakers will oppose
on various grounds (we expect quiet pushback franklvegulators who could see their
jurisdiction eroded). Along with the designatidrtloe Fed as systemic risk regulator, the CFPA
will engender some of the most ardent oppositidfe expect that it will be decoupled from
other components of the Obama Plan, and its caraide could be pushed off until the more
pressing (and achievable) pieces have passed.

Regulation of Over-the-Counter Derivatives. Over-the-counter derivatives have been labeled as
“weapons of mass destruction” and broadly blameténmedia for creating the financial crisis.
Accordingly, lawmakers have targeted OTC derivatharket reform as a top-of-the-list

priority. In May, Secretary Geithner floated thdministration’s proposal on OTC derivatives

to Capitol Hill, advocating for greater clearingchange trading and reporting of certain
products. The Obama Plan builds upon that framlewith greater detail and specific
recommendations.

The Obama Plan would require clearing of all statidad OTC derivatives through regulated
central counterparties (CCPs). CCPs would imptrsesag margin and capital requirements, as
well as business conduct and risk controls, ongpants. Customized derivatives would be
exempt from the clearing requirement, althoughqyotiakers will surely look to draft the rules

in a way that does not create a “customizationtodtgd in the clearing requirement.

Customized trades not cleared through a CCP musipgmeted to a central trade data repository,
which would be required to (a) make aggregate datapen positions and trading volumes
publicly available, and (b) make individual couipnty trades and position data available to the
government on a confidential basis, thereby allgwire government to monitor these open
positions for systemic risk. Customized trades ld@lso be subjected to higher capital charges.

The plan encourages the movement of standardiadddrto regulated futures exchanges and
trading platforms, which along with the clearingueement, will purportedly improve market
transparency, stability, efficiency and price digexy. Furthermore, all derivatives dealers like
Morgan Stanley and any other firm with large OT@@&sures would be subject to supervision
by the Fed, as systemic risk regulator, which wdadcempowered to take remedial action to
constrain that firm’s risky positions. Clearingdasettlement systems would retain their primary



regulator (either the CFTC or SEC), but the Fedldialso gain oversight authority over
systemically significant systems.

Although much of the criticism of OTC derivativemleodied in media reports rests on a poor
understanding of the products and the benefitvaivies provide for American businesses, the
fact remains that there exists widespread suppodreater transparency and regulation.
Lawmakers draw a direct parallel between the madsixpayer bailout of AIG and the insurer's
credit default swap obligations, helping drive gezception that derivatives were a primary
cause of the recession. Recent congressionahigsdrave demonstrated that Democrats and
Republicans alike see greater clearing and regpdirOTC derivatives as a necessary step.
Industry has warmed to this reality, offering swas that will preserve (albeit, increasing
regulate) derivatives' use. Derivatives reforrpashaps the lowest hanging fruit in the panoply
of reform options, and accordingly, is one of thestrikely to receive congressional activity.

Prudential Regulation. While the plan would maintain the dual federaltstbanking system,
the plan creates a new National Bank Supervisoedalate federally-chartered depository
institutions. The NBS would be a separate agentlyiwTreasury that would inherit

the prudential responsibilities of the Office oét@omptroller of the Currency and Office of
Thrift Supervision. The federal thrift charter Mbke eliminated and pulled into this

authority. Industrial loan companies and othem4bank banks" would also now be
regulated under the Bank Holding Company Act, thetemiting their commercial activities.
The Fed and FDIC would retain their roles in thpesuision of state-chartered banks, and the
National Credit Union Administration would retaiathority over credit unions.

Securitization Reforms. It is widely believed that securitization play@grimary role in the
financial crisis by encouraging weaker underwritgtgndards and facilitating an “originate to
distribute” model of capricious lending. Accordingand following the lead of regulators in
Europe, the Obama Plan would establish greatetai@hs on the securitization process. Most
notably, the plan would impose a requirement thatistizers (i.e. originators or sponsors) retain
at least 5 percent of the underlying risk, whicbusiizers could not hedge. The plan further
calls for the SEC to increase transparency andlatdization in securitization markets and
tighten regulation of credit rating agencies.

Hedge Funds and Private Equity. Policymakers has been critical of the lack olutation of

what is termed the “shadow banking system” --less regulated hedge funds and other private
pools of capital. The Obama Plan seeks to impos&tey oversight of such funds by requiring
fund advisers to register with the SEC as investraduisers and to be subject to certain
recordkeeping and reporting standards.

Role of the SEC. Despite widespread criticism for its handlingtué financial crisis, the Madoff
scandal and other high-profile missteps, the SEGldvieetain its investor protection mandate
under the Obama Plan. Although a CFTC-SEC mergsragnsidered and deemed politically
impossible to undertake, the Obama Plan doesaragirEater harmonization of disparate CFTC
and SEC rules for similar products. The plan utggsslative revisions to enable the SEC to
provide better and more timely disclosures to itwmes and calls for an expansion of the
sanctions available to the SEC in policing the gtes laws.



On investment advice, the Obama Plan also calla fmrmonization of rules relating to broker-
dealers and investment advisers, urging legislaba@mpower the SEC to (a) establish a
fiduciary duty for broker-dealers offering investmedvice, (b) require clear disclosure to
investors about the nature of their relationshifhwivestment professionals, and (c) prohibit
abusive sales practices where products sold towasior are not in his or her best interest. As
such, the plan buttresses efforts underway in #@ ® establish such a fiduciary relationship.

To avoid runs on money market mutual funds (MMBE¥)ama encourages the SEC to move
forward on plans to strengthen the MMF regulatoayrfework to reduce the credit and liquidity
risk profile of individual funds, including posséthanges to the use of a stable net asset value.

In addition, the plan suggests that the SEC stheyse of mandatory arbitration in investor
contracts, calling for legislation authorizing tBEC to prohibit such pre-dispute arbitration
clauses. This undoubtedly lends support to thertsfbf congressional Democrats who are
currently promoting anti-arbitration legislationtime House and Senate.

Executive Compensation and Accounting. Congress and the Administration have become
increasingly focused on banks’ executive compeosaiolicies, and the Obama Plan would
require regulators to issue standards that bdttgr @mpensation practices with long-term
shareholder value. Obama would empower the SE€qare companies to give shareholders a
non-binding vote on a company’s pay packages.hEurtore, fair value (mark-to-market)
accounting rules would be reviewed to improve tpamency and accuracy of different types of
investments held by financial institutions.

Conclusion. The Fed has clearly gained a significant degresutifority under the Obama Plan.
Indeed, the plan’s only appreciable reduction id &ethority is in the directive that the Treasury
must approve of any exercise by the Fed of emexgiemcling powers or liquidity

facilities. Taken as a whole, the plan seeks tdinae and codify the heightened cooperation
between federal banking regulators, the TreasupaBment and the Fed that has characterized
the Paulson and Geithner responses to the finacresad. At the same time, the Obama Plan is
an aggressive expansion of the federal role ifitlamcial markets, and as such, will meet
political resistance from certain Hill constituessi

Working from the assumption that at least soméne$e priorities will be enacted, the major
guestions are timing (Will any components of theferms be enacted in 2009?) and process
(Will Congress pass a comprehensive reform billpok to break reform into smaller, staggered
pieces?). On the latter, and despite Chairman Baddtements to the contrary, we anticipate
that reform will proceed in stages, with a inifsaish for a systemic risk regulator, resolution
authority and/or OTC derivatives reform. The Howslélikely move first, as Chairman Frank
and Speaker Pelosi seem intent on passing athiédrddefore the August recess or shortly
thereafter. Chairman Dodd and Senate leadershiigelay consideration until at least the fall.
Given the crowded legislative calendar, in which Jndge Sotomayor Supreme Court
nomination and health care reform will predominatessage of a smaller reform package in
2009 will be challenging, but certainly possibMore controversial and granular efforts,
including the Consumer Financial Protection Agemoyld easily be pushed into next year.



There is a sense among President Obama and Demdesatership in Congress that

the window of opportunity for substantive reformlwlose at some point, and that they must
strike while the iron is hot. Without doubt, hoveeyboth ideological opposition and procedural
rules in the Senate will ensure that meaningfubtiagons will impact the shape of reform
between now and then.



