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Introduction

In March 2007, the Department of the Treasury
(“Treasury”) convened a conference on capital
markets competitiveness and commenced a
review of the U.S. regulatory structure for finan-
cial institutions. In October 2007, Treasury

sought public comments on reform of the struc-

ture.! On March 31, 2008, in the midst of the
subprime crisis and the Bear Stearns rescue,
Treasury issued its Blueprint for a Modernized
Financial Regulatory Structure (the “Report”),
which makes a series of short term and inter-
mediate term recommendations. Further, to
begin a discussion about rethinking current
U.S. regulatory regimes, Treasury also presents
a conceptual model for a long term optimal
regulatory framework.

Summary

In the short term, Treasury recommends ex-
pansion of the President’s Working Group on
Financial Markets, the creation of a federal
Mortgage Origination Commission (to regulate
mortgage brokers and others involved in mort-
gage origination), and greater information shar-

ing among the Federal Reserve, the U.S. Securi-

ties and Exchange Commission (the “SEC”),
and the Commodity Futures Trading Commis-
sion (“CFTC”) in connection with the opening of

1 Review by the Treasury Department of the Regu-

latory Structure Associated with Financial Institu-

tions, 72 Fed. Reg. 58939 (Oct. 17, 2007).

the Federal Reserve’s discount window to non-
depository institutions.

Treasury’s intermediate term recommendations
include the abolition of the thrift charter and
the Office of Thrift Supervision (“OTS”), intro-
duction of a federal charter and related regula-
tory system for systemically important payment
and settlement systems, creation of an optional
federal charter for insurance companies,
merger of the SEC and CFTC, modernization of
the Investment Company Act of 1940 and crea-
tion of a new U.S. global investment company
that could market its shares on a global basis,
and harmonization of broker-dealer and invest-
ment adviser regulation (including the creation
of a new self-regulatory organization (“SRO”) for
investment advisers).

For the long term, Treasury recommends an
objectives-based regulatory structure. Specifi-
cally, the Treasury proposal is to create three
new regulators, with each having responsibility
over one regulatory objective (market stability,
prudential regulation and business conduct),
and to rationalize the federal chartering of fi-
nancial institutions by creating three new types
of federal financial institutions (broadly, deposi-
tory institutions, insurance companies, and all
other types of financial institutions). In addition,
Treasury envisions a new federal insurance
guarantee corporation that would replace the
Federal Deposit Insurance Corporation (“FDIC")
and a new corporate finance regulator.

The Treasury proposals are summarized below.
We then consider them in greater detail by ex-
amining their impact on the mortgage industry,



the SEC and CFTC, payment and settlement systems,
mutual funds and hedge funds, investment advisers,

insurance companies, banking and enforcement. We

also briefly report on U.S. industry and political reac-
tion to the Report and compare Treasury’s proposed

long term optimal structure to the regulation of finan-
cial services in the United Kingdom.

Discussion

Short-Term Recommendations

Treasury makes three recommendations for immedi-
ate implementation:

President’s Working Group on Financial Mar-
kets (“PWG”’)? The PWG, created in 1987, acts
an inter-agency coordinator for financial market
regulation and policy. The Secretary of the
Treasury chairs the PWG. Its other members in-
clude heads of the Federal Reserve, the SEC,
and the CFTC. Treasury recommends expanding
the scope of the PWG’s activities to focus on the
entire financial sector and not just financial
markets. In particular, Treasury proposes ex-
panding the PWG’s membership to include the
heads of the Office of the Comptroller of the
Currency (“OCC"), the OTS, and the FDIC. The
expanded PWG would seek to facilitate greater
inter-agency coordination and communication
in the areas of systemic risk mitigation, market
integrity, consumer protection, and capital
markets competitiveness and would also have
the power to consult with other agencies (in-
cluding foreign regulators).

Mortgage Origination Commission® Treasury
recommends establishing a federal Mortgage
Origination Commission (“MOC") to evaluate,
rate, and report on each state’s system for li-
censing and regulating parties involved in the
mortgage origination process. Treasury also
recommends the enactment of legislation that
grants the MOC authority to develop uniform li-
censing qualification standards for state mort-
gage market participants, including minimum
educational requirements and testing criteria.
The Federal Reserve would retain authority to
write regulations implementing national mort-
gage lending laws. Finally, Treasury recom-
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mends clarifying the enforcement authority of
the various federal and state regulators over
mortgage originators that are not depository in-
stitutions or subsidiaries of depository institu-
tions.*

Liquidity — Access to the Federal Reserve Dis-
count Window by Non-Depository Institutions®
In March 2008, the Federal Reserve opened its
discount window to non-depository institutions
for the first time since the 1930s, thereby per-
mitting them to borrow directly from the Fed-
eral Reserve. This has raised issues about
where the line between overall market stability
and expanding the federal safety net should be
drawn. Treasury considers the drawing of this
line to be a work in progress, to be determined
in the course of implementing its long term rec-
ommendations and once lessons have been
learned from the current period of turmoil.®
Noting that lending to non-depository institu-
tions should occur only in rare circumstances,
Treasury nevertheless recommends certain
short-term enhancements. Opening the discount
window to non-depository institutions would be
“calibrated and transparent.”” Such lending
would be subject to appropriate limitations and
conditions (e.g., collateral requirements). Criti-
cally, because the Federal Reserve does not
have access to non-depository institutions to the
same extent as the SEC and CFTC, the Federal
Reserve should enter into a collaborative
agreement with the SEC and CFTC that would
allow the Federal Reserve to access information
(particularly information relating to liquidity and
funding) about non-depository institutions and
should attend SEC or CFTC financial examina-
tions of such institutions. Treasury also recom-
mends that the PWG consider the broader regu-
latory issues associated with opening the dis-
count window to non-depository institutions.

See further discussion infra, under the heading “Mort-
gage Origination.”

Report at 83-86.
Report at 85-86.

Report at 84.

2 Report at 75-77.

3 Report at 78-83.
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Intermediate-Term Recommendations

Treasury’s intermediate-term recommendations are:

Turn Thrifts into National Banks and Close the
OTS Established in 1933, the original federal
savings association (commonly known as a
thrift) was designed to provide a stable source
of funding for residential mortgage lending. De-
pendence on thrifts to ensure availability of suf-
ficient residential mortgage loans has since de-
creased, in part because of the increase in
mortgage lending by commercial banks and
government-sponsored entities such as Freddie
Mac and Fannie Mae, to a point where Treasury
recommends that, over a two year period,
thrifts be converted into national banks and the
federal thrift charter be eliminated. The OTS,
which regulates thrifts, would close and the
OCC, which currently regulates national banks,
would assume its functions.®

Federal Supervision of State-Chartered Banks
Currently, state-chartered banks with federal
deposit insurance are supervised at the state
and federal level. The Federal Reserve super-
vises state-chartered banks that are members
of the Federal Reserve System. The FDIC over-
sees non-member state-chartered banks. Treas-
ury recommends conducting a study to examine
“the evolving role of Federal Reserve Banks”® to
determine whether the direct federal supervi-
sion of state-chartered banks with federal de-
posit insurance should be placed entirely with
the Federal Reserve or with the FDIC.1°

Payment and Settlement Systems Oversight
Noting the lack of a uniform and overarching
regulatory system specifically designed to over-
see payment and settlement systems, Treasury
recommends creating a federal charter with
federal preemption for systemically important
payment and settlement systems. The Federal
Reserve would have primary oversight responsi-
bilities for the systems, authority to establish
standards, and discretion to designate a system
as systemically important.!!

Report at 8, 96-99.

Report at 9. Treasury does not specify who would con-
duct the study.

Report at 8-9, 99-100.

Report at 9, 102-106.
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Insurance!? The insurance industry is regulated
primarily by the states. Treasury noted that the
“inherent nature” of a state-based regulatory
approach makes developing national products
more costly and negatively impacts the com-
petitiveness of U.S. insurers.!3 As such, Treas-
ury recommends creating an optional federal
insurance charter (“OFC”) which would operate
alongside the current state-based regulatory
system. For those not opting to use the OFC,
the current state-based regulatory system would
continue to be available. Conversely, states
would generally not have jurisdiction over those
insurers holding an OFC.'* No OFC would per-
mit the same insurer to engage in the life insur-
ance business as well as the property and casu-
alty business. Treasury also recommends estab-
lishing two new offices within the Department of
Treasury. First, a new Office of National Insur-
ance would regulate those engaged in the insur-
ance business pursuant to an OFC. Second,
recognizing that certain areas of the insurance
industry require immediate attention, a new Of-
fice of Insurance Oversight should be estab-
lished to address international regulatory issues
and advise the Secretary of the Treasury on sig-
nificant domestic and international policy is-
sues.

Merger of CFTC and SEC!% In general, the secu-
rities industry is regulated by the SEC and the
futures industry is regulated by the CFTC. When
the federal securities laws and the Commodity
Exchange Act were enacted in the 1930s, the
securities and futures markets were distinct. In
the 1970s, when futures trading began to ex-
pand beyond agricultural futures, the distinction
became harder to draw and has resulted in ju-
risdictional disputes between the SEC and
CFTC. Over time, product and market partici-
pant convergence, market linkages and global-
ization have continued to blur the distinction
and Treasury has concluded that the current
regulatory bifurcation is “untenable, potentially

Report at 9-11, 126-133.

Report at 165.

Holders of an OFC would still need to comply with cer-
tain state laws, including those regarding state taxes,
coverage for workers’ compensation and required par-
ticipation in a state’s residual risk mechanisms and
guarantee funds. Report at 10.

Report at 106-118.
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harmful, and inefficient.”1® Treasury thus rec-
ommends merging the SEC with the CFTC.

The road to the merger would involve two steps.
First, noting the difference between the rules-
based approach of the SEC and the principles-
based approach of the CFTC and wishing to
preserve the latter, Treasury recommends that
the SEC take several preliminary steps to facili-
tate a “more seamless” merger with the CFTC.'”
These steps would include: (1) adoption by the
SEC of core principles governing clearing agen-
cies and exchanges (the core principles would
be modeled on the core principles applied by
the CFTC to futures exchanges and clearing or-
ganizations); and (2) issuance by the SEC of a
rule that streamlines and expedites the rule-
making process for SROs.

Second, the merger itself, which would only be
possible if legislation is enacted, would have to
result not only in a structural merger of the two
regulators but also in a merger of “regulatory
philosophies.”'® This would require a substan-
tial harmonization of laws and regulations. In
particular, Treasury recommends that: (1) the
new agency adopt regulatory principles based
on investor protection, market integrity, and
overall financial system risk reduction; (2) all
clearing agency and market SROs be permitted
to self-certify all rulemakings, other then those
regarding corporate listing and market conduct
standards, so that such rules become effective
on filing; and (3) a joint CFTC-SEC task force,
with equal agency representation, work to har-
monize laws and regulations (including rules
dealing with margin, asset segregation, insider
trading, customer suitability, short sales, SRO
mergers, and implied rights of action).!®

16 Reportat1l.
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Exemptive Rulemaking to Modernize the In-
vestment Company Act?® The SEC granted ex-
emptive orders under the Investment Company
Act of 1940 (the “Investment Company Act”) to
individual entities (to take an example) of ex-
change traded funds for nearly 15 years, but
only proposed general exemptive rules for such
funds in 2008. Individual exemptions are sub-
ject to a time consuming SEC application proc-
ess and may be relied upon only by the entities
to whom the exemptions are granted. On the
other hand, exemptive rules of general applica-
bility do not involve any SEC application proc-
ess and may be relied upon more broadly. Fa-
voring general exemptive rule-making over indi-
vidual exemptive orders, Treasury recommends
that the SEC undertake general exemptive rule
making under the Investment Company Act
consistent with investor protection standards, to
permit the trading of products already trading
in the U.S. or in foreign jurisdictions under indi-
vidual exemptions.

New Global Investment Company?! Recognizing
that the U.S. fund industry has difficulty in mar-
keting shares of U.S. mutual funds on a global
basis (because, for example, the U.S. taxes an
investor on his or her gains even if the investor
has not redeemed his or her shares whereas
other jurisdictions do not impose a tax until re-
demption), Treasury recommends that the SEC
propose changes to Congress that would ex-
pand the Investment Company Act to permit
registration of a “global” investment company.
Treasury does not outline the features that such
an investment company would need in order to
overcome existing hurdles to the global market-
ing of U.S. mutual fund shares, nor does it spe-
cifically discuss tax law changes that would be
required. Treasury does, however, recommend
that a global investment company provide in-
vestor protections that are the same as those
currently available under the Investment Com-
pany Act.

22

20 Reportat 113-115.
The CFTC adopted the principles-based model after

passage of the 2000 Commodity Futures Modernization 21 Report at 114-115
Act. '

22
18 Report at 115. Report at 106 and 115.

See further discussion infra, under the heading “CFTC
and SEC Merger.”
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m  Harmonizing Regulation of Broker-Dealers and
Investment Advisers - Investment Adviser
SRO23 According to a report commissioned by
the SEC and released in January 2008, one of
the reasons that most retail investors do not dif-
ferentiate between investment advisers and
broker-dealers is that they appear to provide
very similar services to investors.?4 Indeed,
Treasury believes that the “differences have
largely disappeared.”?® The SEC itself is cur-
rently examining the regulatory structures that
deal with investment advisers and broker-
dealers. Treasury recommends statutory
changes to harmonize regulation and oversight
of broker-dealers and investment advisers that
offer similar services to retail investors. Invest-
ment advisers should also be subject to an SRO
regime similar to that of broker-dealers.?®

Long Term Optimal Regulatory Structure — An Aspira-
tional Model?’

Replacing the Current System with an Objectives-Based
Structure

The current system for regulating financial institutions
in the United States is an “institutionally based func-
tional system.”?® In other words, there are different
regulators for different types of financial institutions.
For example, at the federal level, five separate agen-
cies are charged with regulatory and examination au-
thority (often overlapping) over depository institutions
(such as commercial banks, thrifts and credit un-
ions).2° Mutual funds and registered investment ad-
visers are regulated by the SEC. Broker—dealers are
regulated by the SEC and the Financial Industry Regu-

23 Report at 118-126.

24 |nvestor and Industry Perspectives on Investment Advis-
ers and Broker-Dealers (Rand Corporation, 2008)
(http://www.sec.gov/news/press/2008/2008-

1 randiabdreport.pdf).

25 Report at 123.

26 Report at 118-126.

27 See Ch. VI of the Report.
28 Report at 139.

29 Report at 32. The five agencies are the Federal Reserve,
the OCC, FDIC, the OTS, and the National Credit Union
Administration (the “NCUA").
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latory Authority, Inc. (“FINRA"), a self-regulatory or-
ganization, and others. Many of these types of busi-
nesses are also regulated at the state level, as is most
of the insurance industry. Regulation of the futures
markets is the exclusive preserve of the CFTC.

In the eyes of Treasury, the current system has the
advantage of allowing for specialization among regula-
tors. Treasury’s assessment, however, is that the cur-
rent system is not designed to deal with the conver-
gence of financial service providers and financial
products, leads to regulatory turf battles and duplica-
tive requirements, presents opportunities for regula-
tory arbitrage and adversely impacts the ability of the
U.S. to compete with foreign capital markets.3° In ad-
dition, the most serious failings of the current system
are that “no single regulator possesses all of the in-
formation and authority necessary to monitor sys-
temic risk, and the potential that events associated
with financial institutions may trigger broad disloca-
tion or a series of defaults that affect the financial
system so significantly that the real economy is ad-
versely affected.”3!

To address these inadequacies, Treasury recommends
the creation, in the long term, of an “objectives-based”
regulatory system that focuses on three key objec-
tives:32

m  market stability regulation to address overall
conditions of financial market stability that
could impact the real economy;

m  prudential financial regulation to address issues
of limited market discipline caused by govern-
ment guarantees; and

m  business conduct regulation (linked to con-
sumer protection regulation) to address stan-
dards for business practices.

What would this objectives-based optimal regulatory
structure look like? Treasury proposes to create three
new regulators, with each having responsibility over

30 See Remarks by Secretary Henry M. Paulson, Jr. on
Blueprint for Regulatory Reform, March 31, 2008
(http://www.treasury.gov/press/releases/hp897.htm),
and Report at 139-140.

31 Report at 139.

32 Report at 13.
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one of the objectives referred to above, and to ration-
alize the federal chartering of financial institutions by
creating three new types of federal financial institu-
tions. In addition, Treasury envisions a new federal
insurance guarantee corporation that would replace
the FDIC and a new corporate finance regulator.

The New Federal Charters®3

Treasury envisions three new federal charters for three
new types of federal financial institutions:3*

m  FIDIs A federal insured depository institution
(“FIDI”) charter would be established for all de-
pository institutions with federal deposit insur-
ance. This charter would replace the charters
for national banks, federal savings associations
(to the extent the intermediate-term proposal to
abolish thrifts is not implemented), and federal
credit unions. Any depository institution seeking
federal deposit insurance would be required to
be a FIDI. To limit the risks to the federal de-
posit insurance scheme, activity limits would be
placed on FIDIs similar to today’s limits on the
activities of national banks (e.g., general bank-
ing, fiduciary services and certain securities ac-
tivities).

m  FllIs A federal insurance institution (“FII"") char-
ter would be established for insurers offering re-
tail products where some type of government
guarantee exists (whether in the form of the
possible Federal Insurance Guarantee Fund dis-
cussed below and/or existing state guarantees).

m  FFSPs A federal financial services provider
(“FFSP”) charter would be established for all
other types of financial services providers, in-
cluding broker-dealers, futures firms, hedge
funds, private equity funds, venture capital
funds, mutual funds, providers of investment
management and investment advisory services
and providers of general insurance products
that are not guaranteed (i.e., insurers who are
not FlIs).

33 Report at 159-160, 166-168 and 176-178.

34 Treasury notes that each such institution should have
“field preemption” over state laws. See, for example,
Report at 178.
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The New Regulators

Treasury’s proposal calls for the Federal Reserve to be
given new powers and for the creation of new regula-
tors as follows:

m Federal Reserve as market stability regulator®®
The Federal Reserve, in addition to its current
monetary policy and lender of last resort re-
sponsibilities, would acquire expanded powers
as market stability regulator charged with un-
derstanding the risks that financial institutions
pose to the overall financial system and taking
corrective action (in other words, the Federal
Reserve would undertake “macro-prudential”
regulation).3® The Federal Reserve would not di-
rectly concern itself with the financial health of
any particular financial institution, but would
focus instead on common exposures across fi-
nancial institutions. As market stability regula-
tor, the Federal Reserve would have certain
powers, including the authority to:

Q obtain detailed information about FIDlIs,
Flls and FFSPs (in particular financial re-
ports and examination reports) through,
among other things, an information-sharing
arrangement with the Prudential Financial
Regulatory Authority (“PFRA”"), the new
proposed regulator of FIDIs and Flls (fur-
ther discussed below);

a examine FIDIs, Flls, and FFSPs jointly with
PFRA or the Conduct of Business Regula-
tory Authority (“CBRA"), the new business
conduct and consumer protection regula-
tory agency (further discussed below);

a disclose information about peer group fi-
nancial exposures;

0 mandate additional disclosures for publicly-
traded federally-chartered financial institu-
tions;

Q provide input on certain areas of PFRA and
CBRA regulation, such as capital adequacy
requirements, liquidity risk management,
and counterparty risk management; and

35 Report at 146-156.

36 Report at 147.
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o order corrective action (generally across fi-
nancial institutions or asset classes) if it de-
termines that there are overall risks to the
financial system or economy.

m  The new Prudential Financial Regulatory Au-
thority (PFRA)37 PFRA, a new regulator, would
be charged with the prudential regulation of fi-
nancial institutions that benefit from govern-
ment guarantees, namely FIDIs (which would
benefit, as current depository institutions do,
from federal deposit insurance) and Flls.38 Pru-
dential regulation aims to safeguard the finan-
cial health of individual financial institutions
through the imposition of capital adequacy re-
quirements, limitations on business activities
and investments, on-site risk management su-
pervision and other techniques. In relation to
depository institutions, PFRA would assume the
functions performed today by regulators such
as the OCC and OTS.%°

m  The new Conduct of Business Regulatory
Agency (CBRA)*° CBRA, a new regulator, would
be the licensing and chartering authority for
FFSPs and would regulate the relationship be-
tween all types of financial firms and retail cus-
tomers (individuals or small businesses) in the
areas for which it would be responsible. Specifi-
cally, CBRA would be responsible for business
conduct and consumer protection regulation of
FIDIs, Flls, FFSPs, and all other types of finan-
cial firms (including state-chartered firms).
CBRA's role in this area would be wide and
broad, replacing the related rule writing, com-

37 Report at 157-170.

38 States have established insurance guarantee funds that

provide guarantees of some retail insurance products.
The Treasury recommendations raise as a soft proposal
the possibility of establishing a federal insurance guar-
antee fund for Flls, but the matter is ultimately left
open. In any event, whatever the nature of the guaran-
tee, PFRA would be responsible for the prudential regu-
lation of Flls.

3% Recognizing that the regulation of government-

sponsored entities such as Freddie Mac, Fannie Mae and
Farmer Mac, does not necessarily fit into the optimal
structure (because, notwithstanding perceptions to the
contrary, the obligations of these entities are not guar-
anteed by the federal government), Treasury neverthe-
less recommends that consideration be given to estab-
lishing a separate prudential regulator for such entities.
Report at 168-170.

40 Report at 170-180.

Dechert

LLP

pliance and enforcement functions of the SEC,
the CFTC, the Federal Reserve, other regulators
of insured depository institutions, state insur-
ance regulators and others. If necessary, CBRA
could elect to employ an SRO model in the per-
formance of its mission.

CBRA would focus on establishing disclosure
standards for customers across all types of fi-
nancial products and services. It would seek to
ensure that financial firms do not engage in un-
fair, deceptive or discriminatory business prac-
tices. Through its ability to grant and revoke
FFSP charters, CBRA would seek to create na-
tional “fit and proper” requirements for FFSPs
(such as having appropriate financial and
managerial capacity initially and on an on-going
basis).*! CBRA would have full rule-making and
enforcement powers in these areas.

In relation to any given FFSP, the scope of ac-
tivities specifically regulated by CBRA would
additionally depend on the FFSP’s business. For
example, for broker-dealers, CBRA would also
focus on net capital requirements and compli-
ance, operational ability, professional conduct,
testing and training, best execution and cus-
tomer suitability. For mutual funds, CBRA would
additionally focus on disclosures, valuation
methodologies, and governance standards.

Reconstitute FDIC as FIGC*? Treasury envisions
reconstituting the existing FDIC as the Federal
Insurance Guarantee Corporation (“FIGC”) to
not only administer (as FDIC does now) federal
deposit insurance, but also to supervise a pos-
sible new Federal Insurance Guarantee Fund
(“FIGF”) that would guarantee certain obliga-
tions of Flls.*3 FIGC would not have any regula-
tory powers (unlike FDIC, which oversees cer-
tain state-chartered banks that have federal de-
posit insurance) and would act primarily as an
insurer.

41

42

43

Report at 177.
Report at 21 and 168.

See supra note 38 as to the soft status of the recom-
mendation to establish the FIGF.
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m  Corporate Finance Regulator** Finally, Treasury
envisions a corporate finance regulator respon-
sible for oversight in the public securities mar-
kets of matters such as corporate disclosures,
corporate governance, accounting, and auditing.
The corporate finance regulator would fulfill this
role in relation to all types of public issuers, in-
cluding financial institutions that offer shares to
the public.

Impact on Specific Industries
Mortgage Origination

The recent high levels of subprime mortgage defaults,
delinquencies, and foreclosures highlight the gaps in
mortgage origination oversight. In recent years, up to
509% or more of subprime mortgages and a significant
percentage of prime mortgages have been originated
by mortgage lenders that are not subject to federal
supervision. To address these regulatory and supervi-
sory gaps, Treasury has proposed three reforms.

First, Treasury calls for the creation of a new federal
commission, the Mortgage Origination Commission
(“MOC"), to evaluate, rate, and report on the ade-
quacy of each state’s system for licensing and regulat-
ing the participants in the mortgage origination proc-
ess. The MOC should have a Director selected by the
President from the mortgage regulatory community or
the private sector mortgage market. The Director will
chair a seven-member commission consisting of him-
self and representatives from the Federal Reserve, the
OCC, the OTS, the FDIC, the NCUA and the Confer-
ence of State Bank Supervisors. The MOC should de-
velop uniform minimum licensing standards for state
mortgage market participants, which should include
personal conduct and disciplinary history, minimum
educational requirements, and appropriate license
revocation standards. In addition, the MOC would be
responsible for developing criteria to evaluate, rate
and report on the adequacy of each state’s system for
licensing, supervision and enforcement of such par-
ticipants. These evaluations would be made public
and would become a strong incentive for states to
address the weaknesses in their respective systems.

Second, Treasury recommends that the Federal Re-
serve retain the sole authority to write regulations for

44 Report at 138, 145 and 175.
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national mortgage lending laws through its rulemaking
authority granted under the Truth in Lending Act
(“TILA"). In particular, Treasury suggests that it may
be necessary to amend the TILA to ensure that it ap-
propriately covers both mortgage lenders and mort-
gage brokers.

Third, Treasury recommends that the process of en-
forcing federal mortgage laws be clarified. For those
mortgage originators that are affiliates of depository
institutions within a federally regulated holding com-
pany, it should be made clear that enforcement au-
thority rests with the Federal Reserve with respect to
bank-holding companies and the OTS with respect to
thrift-holding companies. For those independent
mortgage originators that are not part of a federally-
regulated holding company, Treasury recommends
that it be made clear that state agencies responsible
for licensing and regulating participants in the mort-
gage origination process have clear authority to en-
force federal mortgage laws, including TILA.

CFTC and SEC Merger

Treasury recommends that the U.S. should combine
the regulatory system for futures and securities and
harmonize the regulatory approach in ways that are
more like the current philosophy for regulating fu-
tures.

Treasury observes that, although the futures and se-
curities markets were originally quite different, the
development of financial futures has caused the two
markets to converge. Treasury believes that continued
“regulatory bifurcation of the futures and securities
markets [is] untenable, potentially harmful, and ineffi-
cient.”*® The Report notes that the legal ambiguity as
to the definition of “security” and “future” has
“spawned a history of jurisdictional disputes, which
critics claim have hindered innovation, limited inves-
tor choice, harmed investor protection, and encour-
aged product innovators and their consumers to seek
out other, more integrated international markets, en-
gage in regulatory arbitrage, or evade regulatory over-
sight altogether.”#® For example:

m  Dual SEC-CFTC oversight of single stock futures
and narrow-based securities indices has been

45 Report at 106.

46 Report at 107.
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cumbersome and hindered development of
these products.

m  The absence of a single regulator hinders the
ability of regulators to have a single, unified as-
sessment of risk concentration.

m  Lack of coordination over clearance and settle-
ment processes may increase risk and raise
costs.

m A bifurcated regulatory system makes it more
difficult to operate internationally. For example,
it is more difficult for two agencies to negotiate
with foreign regulators than for one. Similarly,
the CFTC has embraced mutual recognition,
while the SEC is just beginning to adopt that
approach.

Legislation to resolve these jurisdictional disputes has
been only partially effective.

Treasury outlines a number of steps that it recom-
mends to “improve and modernize the process of
SEC.”*7 |n general, Treasury expresses the view that
the CFTC’s approach to regulation is preferable to the
SEC’s approach. Treasury points to the Commodity
Futures Modernization Act of 2000 (“CFMA") and its
establishment of “core principles” for regulating de-
rivative clearing organizations and contract markets
as examples.*® Such entities must demonstrate their
compliance with the relevant core principles. Although
the SEC had adopted a similar approach for the regis-
tration of clearing agencies, it has not adopted an ap-
proach that requires exchanges to comply with core
principles.*?

47 Report at 1009.

48 Report at 110.
4% Registration of exchanges, clearing agencies, and a se-
curities association is a process that can take years at
the SEC and entail tremendous expense. For example,
Nasdaqg, (and the affiliated NASD) was already regulated
as a securities association under Section 15A of the Se-
curities Exchange Act of 1934 and as a securities infor-
mation processor under Section 11A thereof. Nonethe-
less, Nasdaq filed Form 1 to register as a securities ex-
change under Section 6 thereof on March 15, 2001. The

SEC granted Nasdag'’s petition nearly five years later, af-

ter numerous amendments. In the Matter of the Applica-
tion of The Nasdaqg Stock Market LLC for Registration as
a National Securities Exchange, Release No. 34-53128,
File No. 10-131 (January 13, 2006).
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Treasury believes that the core principles adopted for
contract markets under the CFMA should also be
adopted for securities exchanges, with appropriate
modifications. These principles should allow ex-
changes to adapt their operations, internal control
system, and risk management practices to the dy-
namic market environment, thus enhancing investor
protection and market integrity.%°

The Report also makes recommendations with respect
to the SEC’s process for approving SRO rule changes.
The Report discusses the requirements of Section 19
of the Securities Exchange Act of 1934 (the “Exchange
Act”), which requires SROs to file proposed changes
with the SEC. Although some changes may take effect
upon filing, the more significant filings (other than
those relating to fees) generally do not take effect until
the SEC affirmatively approves them. Treasury notes
in the Report that the delay associated with the ap-
proval process hinders the competitiveness of U.S.
exchanges when compared to their foreign counter-
parts that can act more swiftly.5!

The SEC has sought over the years to streamline this
process, without compromising its responsibilities
under Section 19. Treasury urges the SEC to take fur-
ther actions to speed up this process, including:

m  establishing a firm time limit for the SEC to
publish SRO rule filings;

m  defining more clearly and expanding the type of
rules deemed effective upon filing; and

m  streamlining of approval for any securities
products “common to the marketplace,” citing
rapid approval in 1998 of new derivative securi-
ties products.®? Treasury cautions that the “core
principles relating to the listing of contracts not
readily susceptible to market manipulation and
position limits should not apply in the securities
context, but the other core principles are com-
patible with the operations of securities ex-
changes.”®?

50 Reportat111.
51 Reportat 112-113.
52 Report at 113.

53 Report at 111 (footnote omitted).
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The SEC’s SRO review process has been the subject of
discussion for decades, as the Report suggests. The
SEC considered some SRO rule proposals for months
or years, but exchanges’ competitors, such as Alterna-
tive Trading Systems, or foreign exchanges, are not
subject to such reviews and can act with much greater
speed. On the other hand, the Exchange Act grants
substantial governmental authority to the SROs, which
argues for a careful review process. As the Report
notes, the SEC is well aware of these challenges and
has sought to address them, although with limited
success.

The recommendation for establishing a firm time limit
for the SEC to publish SRO filings would address a
longstanding concern about SEC staff actions in delay-
ing or refusing to publish SRO rule proposals while
staff comments and concerns are negotiated. The dis-
cussions between the SEC staff and the SRO pending
the publication of a proposal or amendment are en-
tirely opaque. A particularly vexing practice occurs
when the staff and the SRO discuss and agree in pri-
vate to amendments to a proposal that has been pre-
viously published for comment. In this situation, the
SRO then submits an amended proposal, and the SEC
approves the proposal on an accelerated basis, and
asks for comment at that time. The public’s opportu-
nity to comment is essentially meaningless, since
commentators would be submitting their views with
respect to a fait accompli.

Although a unified U.S. futures and securities regula-
tor would present a more familiar structure to UK
firms doing business with the U.S., whether the
merger would ultimately be welcome from a UK per-
spective will depend on how it impacts other substan-
tive issues, some of which are not specifically ad-
dressed in the Report, such as the extent of the
merged regulator’s extraterritorial reach and whether
it might offer UK licensed firms any increased free-
dom to operate in the U.S.5*

Payment and Settlement Systems®®
The Report has generated substantial attention for its

sweeping recommendations for banking, brokerage,
insurance, and other financial service providers. But

54 See infra under the heading “The Current UK System”

for a discussion of that system.

55 Report at 8 and 100-106.
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overlooked in this discussion is a substantial recom-
mendation for changing the regulatory framework for
payment and settlement systems.

Most significantly, Treasury recommends the creation
of a mandatory federal charter for certain payment
and settlement systems. The characteristics of the
federal charter include the following:

m  The charter would be limited to those payment
and settlement systems having systemic impor-
tance to the U.S. financial system and economy.
Retail payment systems would not be in-
cluded.%®

m  The Federal Reserve would be required to char-
ter, regulate, and supervise any payment or set-
tlement system that it determines to be sys-
temically important. It should have broad dis-
cretion to designate payment and settlement
systems as systemically important.

m  The charter “should incorporate” federal pre-
emption.%’

m |f the Federal Reserve has not required a federal
charter for a particular system, “existing state
charters would continue to remain an option.”%8

m  The charter would provide lead authority to the
Federal Reserve, with responsibility to coordi-
nate with other federal or state agencies.

m  The Federal Reserve would have the authority to
establish regulatory standards to ensure the
safety and efficiency of the systemically impor-
tant payment and settlement systems. For ex-
ample, those standards may include finality of
settlement, mitigation of credit and liquidity
risks, certainty of settlement, segregation of
funds, permissible investments for such funds,
and operational safeguards. The Report asserts
that the Federal Reserve as the regulator should
establish the standard rather than having the
standard established by statute.

m  As the lead regulatory agency, the Federal Re-
serve would have the authority to conduct ex-

5 Accordingly, it appears that Report would exclude

money transmitters, such as PayPal, from the federal
charter requirement.
57 Report at 9.

58 Report at 104.
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aminations of and obtain reports from systemi-
cally important payment and settlement sys-
tems. The Federal Reserve also would have
broad regulatory authority, including the author-
ity to require such systems to adhere to appli-
cable law by imposing cease and desist orders,
monetary penalties, and bars on individuals
from service in federally chartered payment and
settlement systems.

The proposed change is a substantial departure
from the current regulatory framework for secu-
rities clearing agencies. Under the Exchange
Act, an entity that constitutes a “clearing
agency” as defined in Section 3(a)(23)(A) (and
not exempted by subsection (B) of that section)
must register with the SEC under Section 17A.%°
The Exchange Act provides that the SEC must
coordinate regulatory activities with a bank
regulator when it is the “appropriate regulatory
authority” for a clearing agency.®® Nonetheless,
Congress determined that the SEC should have
the primary rulemaking and regulatory authority
over securities clearing agencies. Accordingly,
the proposed changes in the regulation of secu-
rities clearing agencies constitute a substantial
departure from the status quo.

Federally-chartered payment and settlement
systems would pay a portion of the costs asso-
ciated with their supervision and regulation.
They should not pay so much as to retard their
ability to develop or use new technologies.

The Federal Reserve would license systemically
important payment and settlement systems that
are based abroad but that operate in the U.S.
The arrangement should ensure that effective
risk mitigation and procedures exist between
U.S. and foreign regulators.

Although the Report proposes to require foreign
payment and settlement systems to register
with U.S. authorities, it suggests an alternative
regulatory arrangement that seems more analo-
gous to a mutual recognition regime.

59

60

Section 17A(b)(7) provides certain exceptions for secu-
rity futures.

See Section 3(a)(34)(B) and Section 19(b)(4) of the
Exchange Act.
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Treasury recommends that “a study should be per-
formed of whether all systemically important payment
and settlement systems, including those the Federal
Reserve Banks currently operate, are subject to com-
parable risk management and efficiency standards,
taking into account the finality, customer base, and
other attributes associated with each system.”®!

The Report does not specify what entity should per-
form the study. It seems unusual to make such de-
tailed recommendations for regulating payment and
settlement systems without the benefit of the informa-
tion that such a study would produce.

Mutual Funds and Hedge Funds

The Report does not deal with mutual funds in great
depth. As noted above, Treasury recommends that the
SEC propose changes to Congress to create a global
investment company that can be sold across different
jurisdictions and codify existing exemptive orders to
permit the trading of products already trading in the
U.S. or in foreign jurisdictions (e.g., ETFs). In addi-
tion, the Report proposes the applicability of the FFSP
charter to mutual funds, hedge funds and private eq-
uity funds and other providers of investment man-
agement and investment advisory services that are not
guaranteed.

While the stringent rules-based regulatory approach of
the Investment Company Act is not inherently consis-
tent with Treasury’s proposal (which relies on a prin-
ciples-based approach), the Report glosses over this
inconsistency, focusing instead on various big picture
recommendations. If the proposals outlined in the
Report move forward, the tension between the current
requirements of the Investment Company Act and the
principles-based approach outlined in the Report
would need to be reconciled.

With respect to private funds, there is little specific
discussion other than the application of the FFSP
charter to a variety of private funds (hedge funds, pri-
vate equity funds, venture capital funds). The applica-
bility of the FFSP charter to these funds would not
provide day-to-day regulation of these entities, but
would subject them to a greater degree of oversight
than is currently the case in situations where the
fund’s adviser is not currently registered with the SEC.

61 Report at 106.
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In addition, these entities would also be subject to the
requirements of the CBRA which would likely fall
somewhere in between the requirements of the In-
vestment Advisers Act of 1940 (the “Advisers Act”) for
registered investment advisers and the application of
a voluntary “best practices” regime that currently ex-
ists for unregistered private fund managers.

Investment Advisers

As discussed, the main focus of Treasury’s proposal
regarding investment advisers is to promote a conver-
gence in the regulation of investment advisers and
broker-dealers, including the establishment of an
SRO. While this type of convergence is clear at the
retail level where financial planners, financial advisors,
and old-fashioned “stockbrokers” often wear both a
salesman’s and portfolio manager’s hat, this conver-
gence is less an issue with respect to institutional in-
vestment advisers who clearly focus on the portfolio
manager role. Without a clear delineation between the
duty of the SEC and the SRO, firms that serve this role
are unlikely to view the addition of SRO regulation on
top of Advisers Act requirements as an advancement.
Accordingly, in applying these recommendations to
registered investment advisers, the challenge will be
in transitioning to an SRO-based approach without
duplicating the requirements of the Advisers Act or
creating a parallel regulatory structure of the type that
currently has proven problematic to dual registrants
(e.g., registered investment advisers and broker-
dealers).

Insurance

The Report calls for reform of traditional state regula-
tion of insurance on the grounds that insurance is a
national and a global industry and that state regula-
tion can lead to inefficiencies and undue regulatory
burden that slows innovation and limits insurers’ abil-
ity to compete nationally and internationally. Signifi-
cantly, the Report states that, “under the current U.S.
state-based insurance system, no regulatory official at
the federal level can speak for the interests of U.S.
regulators of insurers.”®?

m  Optional Federal Charter To address these
concerns, Treasury endorses the establishment
of a federal regulatory structure in the interme-
diate term through the creation of an optional

62 Report at 71.
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federal charter (“OFC”") for insurers. This would
allow insurers the choice of being regulated at
the national level pursuant to an OFC or con-
tinue to be regulated by the states. An OFC has
long been advocated by life insurance industry
interests, including the American Council of Life
Insurers, and has been the subject of congres-
sional proposals that have never been en-
acted.®3 These initiatives are sometimes op-
posed by small insurers and agent groups.
Treasury identifies certain core concepts that
should be incorporated in the establishment of
the federal regulatory structure including:

o safety and soundness;

o enhancement of competition among insur-
ers in international and national markets;

0 increased efficiency;

o promotion of rapid technological change;
O reduction of regulatory costs; and

Q consumer protection.

Office of National Insurance Treasury proposes
the creation, in the intermediate term, of an Of-
fice of National Insurance (“ONI") within Treas-
ury and headed by a Commissioner of National
Insurance (“CNI") which would regulate those
engaged in the business of insurance (i.e., in-
surers, reinsurers, brokers and agents). ONI
would be self-funded by assessments imposed
upon federally charted insurers and subject to
oversight by the appropriate congressional
committees. Treasury suggests that the federal
regulatory powers of the CNI should be compa-
rable in scope and force to those of other world-
class financial supervisors, including specified
regulatory, supervisory, enforcement, and reha-
bilitative powers to oversee the organization, in-
corporation, operation, regulation, and supervi-
sion of national insurers and national agencies.

Office of Insurance Oversight Recognizing that
the Congressional debate on the OFC is difficult
and ongoing, Treasury offers recommendations
for immediate action. Treasury recommends
that Congress create a national Office of Insur-

63

In 2006 and 2007, Senators John Sununu (R-NH) and
Tim Johnson (D-SD) introduced “National Insurance
Acts” that would have provided for an OFC under a
newly-created federal regulatory authority.
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ance Oversight (“O10”) within Treasury, which
could ultimately be rolled into the ONI/OFC
federal regulatory regime after Congress passes
significant insurance regulatory reform. Treas-
ury envisions that the OlIO would focus immedi-
ately on key areas of federal interest in the in-
surance sector and advise the Secretary of the
Treasury on major domestic and international
policy issues.

m  Conduct of Business Regulatory Agency and
Insurance Treasury also proposes CBRA have
authority to regulate insurance business con-
duct issues associated with disclosures, busi-
ness practices, and discrimination. Additionally,
Treasury suggests that the CBRA should have
primary responsibility for developing standard
disclosures so that consumers can compare an
insurance policy’s pricing and coverage options.

m  Federal Insurance Institution and Federal In-
surance Institution Charter. Treasury found
parallels between federal deposit insurance en-
joyed by banks and other depository institutions
and the system of state guarantee funds that
pay policyholder claims upon the insolvency of
an insurer (which generally does not cover vari-
able products). Treasury suggests the creation,
as part of the long-term optimal regulatory
framework, of a new federal insurance institu-
tion (FII) charter for insurers offering retail
products where some type of government guar-
antee is present, which would be similar to a
FIDI charter. Treasury states that a state-level
guarantee system could be explicitly maintained
in this framework. Treasury suggests a uniform
and consistent federally established guarantee
structure in the long run. Specifically, Treasury
proposes the establishment of a Federal Insur-
ance Guarantee Fund (FIGF) to create a federal
guarantee system.

Banking

The Report’s long-term recommendations to reform
the bank regulatory system are truly sweeping and
would transform the financial services regulatory
structure. By contrast, the intermediate-term propos-
als for the banking industry, while significant, are
much more modest in scope and incremental in na-
ture.

Apart from the payment and settlement systems pro-
posals discussed above, which would effect significant
substantive changes to the current regulation of clear-
ing agencies and other payment and settlement sys-
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tems, Treasury’s banking-related recommendations
are limited to (i) a calling for a study of whether the
FDIC or Federal Reserve would be the better federal
supervisor of state chartered banks, and (ii) phasing
out and transitioning the thrift charter to a national
bank charter, with a corresponding merger of the OTS
into the OCC. Neither of these latter two recommenda-
tions are particularly novel or far-reaching. Rather, the
banking industry has been discussing variations of
these proposals in some form or another for many
years. Indeed, the Report cites a 1997 Treasury pro-
posal to unify bank and thrift regulation as providing
the basis for elements of the proposal.

m  Federal Supervision of State-Chartered Banks
Under the current regulatory structure, the Fed-
eral Reserve is the primary federal supervisor of
those state-chartered banks that are members
of the Federal Reserve System. While this is not
always the case, state-chartered member banks
tend to be the larger state-chartered banks. The
FDIC, on the other hand, is the primary federal
supervisor of all state-chartered non-member
banks (the deposits of which are insured by the
FDIC) which typically, but not always, are the
smaller state-chartered banks. Treasury rec-
ommends making this regulatory structure
more efficient, and thus competitive, by making
one of these agencies responsible for the fed-
eral supervision of all state-chartered banks.
The arguments in favor of the Federal Reserve
focus on the importance of having a role in bank
supervision to the Federal Reserve’s monetary
policy and discount window lending functions.
Conversely, the arguments in favor of the FDIC
focus on the breadth of the FDIC's experience in
supervising small community banks and the
importance of that experience to the FDIC’s re-
sponsibilities as insurer of deposits.

m  Thrift Charter Treasury’s recommendation to
phase out the thrift charter reflects both (i) the
evolution of the federal thrift charter from its
origins as a very specialized financial institution
focused principally on accepting deposits and
making residential mortgage loans with a paral-
lel but separate regulatory structure to today’s
environment where thrifts more closely resem-
ble, compete directly with, and operate under a
regulatory structure that is very similar to, and
in many cases directly overlaps with, the regula-
tory structure applicable to commercial banks;
and (ii) an assessment, based on developments
in asset securitization, the decreasing residen-
tial mortgage market share held by thrifts, and
other regulatory developments “that the thrift
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charter is no longer necessary to ensure suffi-
cient residential mortgage loans are made
available to U.S. consumers.”%*

m  Specific elements of Treasury’s recommenda-
tion include:

a A two-year transition period during which (i)
all federally chartered thrifts would convert
by operation of law into national banks, and
(ii) the OTS would merge into the OCC.

O At the end of the two-year period, all state-
chartered thrifts would be treated as state-
chartered banks for all federal bank regula-
tory purposes.

a Thrift holding companies would become
bank holding companies subject to the Fed-
eral Reserve’s regulation under the Bank
Holding Company Act of 1956 (“BHC Act”).

o Unitary thrift holding companies grand-
fathered under the Gramm-Leach-Blilely Act
of 1999 would remain exempt from the
BHC Act’s activity limitations, provided that
they continued to meet the qualified thrift
lender tests, enhanced firewall and other
conditions of existing thrift law on the con-
version date.

o Each banking agency would institute a pro-
gram to accommodate voluntary specializa-
tion in housing finance.

a Congress should transfer federal supervi-
sion and regulation of state-chartered
thrifts to the FDIC.

The Implications for the Government’s Enforcement
Program

Some commentators have detected an anti-
enforcement bent in Treasury’s proposal, both in
terms of the emphasis on principles rather than rules
and in terms of the reorganization and repositioning of
the various regulatory agencies. The proposal has
been the subject of a critical op-ed piece by former
SEC Chairmen whose tenures were marked by vigor-
ous enforcement programs.®® These criticisms are

64 Report at 96.

65 William Donaldson, Arthur Levitt Jr. and David Ruder,
Muzzling the Watchdog, April 29, 2008, available at
http://www.nytimes.com.
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particularly pointed given recent market dislocations
and Congressional expressions of concern that regula-
tory toothlessness may have been a contributing fac-
tor.

It is true that the structure no doubt affects the im-
plementation of a regulatory regime, and principles-
based regulation provides more latitude if a regulator
decides to be de-regulatory. (The “light-handed” pru-
dential approach that has defined EU regulators is an
example.) Despite these concerns, an argument may
be made that the manner in which the pieces fit to-
gether is less important than the philosophy that ani-
mates the regulators. Under this view, the vigor of an
enforcement program reflects primarily the attitudes
of those who are called upon to administer it and, re-
gardless of whether a regulatory regime is rules- or
principles-based, regulatory agencies will pursue in-
vestigations and prosecutions if the will exists to do
so.

As discussed above, the proposals call for a merged
SEC/CFTC to adopt “overarching regulatory principles
focusing on investor protection, market integrity, and
overall financial system risk reduction.”®® It is easy to
see how an enforcement-minded regulator could fit
most of the major enforcement actions brought by
financial regulators over the past few years within the
rubric of such principles. Moreover, most of the recent
major actions brought by the SEC involve allegations
(or at least intimations) of intentional, reckless, or
highly negligent conduct, even if the terms on which
particular cases were settled did not describe such
conduct specifically. There have been few SEC actions
that have involved merely “technical” rules violations,
as that concept is narrowly understood, and most ac-
tions could have been brought under either a rules or
principles-based structure (this may be less true of
CFTC actions). Finally, the “rules vs. principles” de-
bate is inapplicable to the Department of Justice and
state authorities, whose jurisdiction is unaffected by
the proposals. It also is inapplicable to whatever SRO
(self-regulation being an important part of the model
reflected in the proposals) emerges.

One area in which the proposed structure could affect
enforcement lies in the potential overlap among the
agencies identified as components of the “optimal
regulatory structure.” As noted above, the proposals
contemplate a regulatory authority, CBRA, that would

66 Report at 115.
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consolidate the “consumer protection” aspects of cur-
rent regulatory agencies, including “disclosure, sales
and marketing practices...and anti-discrimination
laws...operational ability, professional conduct, testing
and training, fraud and manipulation, and duties to
customers (e.g. best execution and investor suitabil-
ity.)”®” The proposals also contemplate the establish-
ment of a corporate finance regulator as well as a
market stability regulator (a function that, as noted
above, would reside in the Federal Reserve). Under
this scenario, the Federal Reserve would have the au-
thority to collect information from financial institu-
tions and to make judgments concerning disclosure of
such information. One can foresee situations in which
the Federal Reserve decides that disclosure of certain
information would destabilize the financial markets.
Yet, to the extent that the institutions involved were
public companies (or subsidiaries of public compa-
nies), the corporate finance regulator could decide
that the companies had an obligation to disclose the
information and the CBRA could decide that the com-
panies’ failures to disclose such information consti-
tuted a fraud on consumers. The tenor of the propos-
als suggests that the principle of market stability
would take precedence. Assuming that this were so,
any enforcement mechanism available to the CBRA or
to the corporate finance regulator would be restrained
by the Federal Reserve.

Industry Reaction
Industry reaction to the Report has come from many

quarters and has included support®® as well as clear
opposition.®® Many important early remarks have been

67 Report at 20.

68 For example, John J. Castellani, president of Business
Roundtable, applauded the Report as “a broad effort de-
signed to modernize and improve a patchwork of out-
dated and overlapping regulations,” and went on to say
that its recommendations would “increase the competi-
tiveness of our financial markets, provide greater effi-
ciencies for our companies, and therefore increase
shareholder value.” Business Roundtable Statement on
The Department of the Treasury's Blueprint for a Mod-
ernized Financial Regulatory Structure, March 31, 2008,
available at http://www.businessroundtable.org.

69 For example, the National Association of Federal Credit
Unions President, Fred Baker, said that the “NAFCU will
continue to be proactive in opposing [the Report]” be-
cause the consolidation of federal credit unions in to
FIDIs would do away with many of the benefits that fed-
eral credit unions provide to borrowers. Treasury Blue-
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of a more general nature, indicating agreement on the
need for reform of the current regulatory regime but
naturally staying away from reacting to the particulars
of a Report that is just over 200 pages long.

Chairman Cox of the SEC commented that “financial
services regulation in the United States needs to be
better integrated among fewer agencies, with clearer
lines of responsibility.””® FINRA’s CEQ, Mary Schapiro,
applauded Treasury Secretary Paulson for raising the
issues dealt with in the Report, and supported the
general concept of modernizing regulation, stating
“[t]loday’s increasingly complex financial services
landscape and fragmented regulatory environment has
made it nearly impossible for the average investor to
navigate the marketplace and fully understand the
risks they may be exposed to and the protections they
are entitled to.””! The Investment Company Institute’s
(“ICI") President and CEO, Paul Schott Stevens, noted
that the “ICI commends Secretary Paulson on a pene-
trating examination of our current financial regulatory
structure, and on a bold concept of the reforms
needed to make that structure more appropriate to
today’s markets and more effective in protecting con-
sumers and promoting competitiveness.””? Tim Ryan,

print Unlikely to Become Law Soon, April 1, 2008, avail-
able at http://www.nafcu.org. The Consumer Federation
of America is also strongly against the proposal. The
CFA claims that the Report “fails to tackle the underly-
ing causes of ineffective regulation” and opposed a di-
minished role for states in the regulation of the financial
services industries. In its opposition, the CFA pointed
out that “[s]tates play a vital role in overseeing those
who do business in their states and in enforcing laws to
protect the citizens of their states. Any federal regula-
tory restructuring plan should not serve as a Trojan
Horse to advance Wall Street and the banking industry’s
preemption agenda.” Statement of the Consumer Fed-
eration of America in Response to the Department of the
Treasury’s Blueprint for a Modernized Financial Regula-
tory Structure, March 31, 2008, available at
http://www.consumerfed.org.

70 Statement of SEC Chairman Christopher Cox Regarding
Blueprint for Financial Regulatory Reform, March 29,
2008, available at http://www.sec.gov.

71 Statement of FINRA CEO Mary L. Schapiro Regarding
Treasury Secretary’s Blueprint on Revamping Financial
Services Regulation, March 31, 2008, available at
http://www.finra.org.

72 |CI President Welcomes Treasury's Blueprint On Finan-
cial Regulation, March 31, 2008, available at

http://www.ici.org.
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President and CEO of the Securities Industry and Fi-
nancial Markets Association (“SIFMA”) called Treas-
ury’s plan both thoughtful and sweeping, and com-
mented that “[o]ur present regulatory framework was
born of Depression era events and is not well suited
for today’s environment where billions of dollars race
across the globe with the click of a mouse. That fact,
teamed with the current market conditions, result in
an universal agreement that it is time to modernize
and revitalize the current system.””® As noted above,
the Report has been subject to criticism by former
SEC Chairmen.”*

Some additional reactions worthy of special note in-
clude the following:

m  CFTC Reaction to Merger of CFTC and SEC
Walt Lukken, acting chairman of the CFTC, rec-
ognized that while a new unified regulator for
securities and futures may bring efficiencies, a
larger regulatory bureaucracy may also jeopard-
ize CFTC’s ability to function effectively, which it
does now partially because of its small size.”®
He further commented that some of the benefits
of a unified regulator could be achieved simply
through enhanced coordination and information
sharing between the CFTC and the SEC.7®

m  FPA Reaction to SRO for Investment Advisers
Mark Johannessen, President of the Financial
Planning Association (“FPA”), stated that while
“structural” reform of the financial services in-
dustry is overdue, the FPA “strongly objects to a
self-regulatory regime for investment advis-
ers...” He added that the FPA would be recep-
tive to professional regulation that included
peer review to ensure competency. But
“[iInvestment advisers shouldn’t be penalized
for the mortgage industry and Wall Street going
berserk” and “[ilmposing a costly, self-

73 Treasury’s Regulatory Reform Plan ‘Thoughtful,” ‘Sweep-

ing,” Says SIFMA, March 28, 2008, available at
http://www.sifma.org.

74 See supra note 65.

75 Statement of CFTC Acting Chairman Walt Lukken Re-
garding Department of Treasury’s Blueprint for Modern-
izing the Financial Regulatory Structure, March 31,
2008, available at http://www.cftc.gov.

76 On March 11, 2008, the CFTC and SEC signed a coop-
eration agreement which addresses cross-agency issues.
An announcement of this agreement is available at
http://www.cftc.gov.
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regulatory organization on investment advisers

is ... flunking someone who gets straight A’s

[sic]. Mr. Paulson is unfortunately confusing

Wall Street with Main Street, and fiduciary

standards with sales regulation of brokers.”””

m  Optional Federal Charter There was mixed re-
action by some insurance industry participants
to the Report’s proposal to create the OFC.”8 On
the one hand, National Association of Insurance
Commissioners President Sandy Praeger was
against the proposal, stating, “We agree that
the federal government needs to remodel their
financial regulatory house, but they need to
leave the insurance ‘room’ alone! While we cer-
tainly support better coordinating and modern-
izing of their oversight efforts, ‘Modern’ does
not mean ‘Federal.” State insurance regulators
are marginalized in this report and frankly, for
our sector it looks more like a solution in search
of a problem.” 7° However, Governor Marc Raci-
cot, President of the American Insurance Asso-
ciation, commended the OFC proposal, noting
that “[p]roviding insurers with the option of a
single regulator for insurance will benefit con-
sumers and will be more efficient, effective and
rational given the ‘increasing tension’ a state-
based regulatory system creates.”®°

Political Reaction

The Report has received mixed reviews on Capitol Hill,
including criticism from leading Democrats and ap-
plause from some Republicans.

House Speaker Nancy Pelosi (D-CA) stated that while
the Report may be “a step in the right direction, we
need to go further; we must take steps now to . . .
help . . . families who are hurting.”8! This sentiment

77 FPA Statement Opposing SRO for Investment Advisers,
March 31, 2008, available at http://www.fpanet.org.

78 See supra discussion of OFC.

79 NAIC Response to Treasury Report Statement from NAIC
President Sandy Praeger, March 31, 2008, available at
http://www.naic.org.

80 AIA Applauds Treasury Recommendation of “OFC” Blue-

print, March 29, 2008, available at
http://www.aiadc.org.

81 Pelosi Statement on Paulson Proposal to Overhaul Regu-

lation of the Financial Markets, March 31, 2008, avail-
able at
http://speaker.gov/newsroom/pressreleases?id=0584.
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was echoed by Senate Majority Leader Harry Reid (D-
NV), who is reported to have said that his concern was
“about today” and that “the White House should direct
its attention to what needs to be done now,” such as
helping homeowners facing higher mortgage rates and
foreclosures.®?

Senator Christopher Dodd (D-CT), Chairman of the
Senate Banking Committee, commented that the Re-
port “will do nothing to end the housing crisis, which
is the root cause of the recession we are now experi-
encing,” and “[i]f the President and his advisors really
want to help, they should work with those of us in
Congress who are trying to reduce foreclosures and
end the credit crunch.”®® Senator Dodd turned his
attention to the Report’s “serious flaws,” noting that
“[o]n the one hand, it would allow the Fed to examine
all financial companies—not just banks—to be sure
they are not posing a risk to the overall financial sys-
tem. On the other hand, it fails to realize that the Fed
helped create this crisis by ignoring the red flags as
far back as five years ago. It does not make sense to
give a bigger shovel to the very people who helped dig
us into this hole.”8

House Financial Services Committee Chairman Barney
Frank (D-MA) commented that while Secretary Paul-
son’s plan is “a very constructive step forward . . . the
plan goes too far in diminishing the role of the states,
and not far enough in conferring needed new powers
on the Federal Reserve over non-bank financial institu-
tions for which they now have greater responsibil-
ity.”8%

Sen. Charles E. Schumer (D-NY), chairman of the bi-
cameral Joint Economic Committee, stated that while
the Report is “a good foundation” for updating regula-
tion, it “does not consolidate redundant agencies
enough and a single regulator may be a better ap-

82 Paulson Unveils Overhaul, Marilyn Greenwax, April 1,
2008, available at
http://www.ajc.com/business/content/printedition/200
8/04/01/regulation0401.html.

83 Dodd Statement on Treasury’s “Blueprint” for Regula-
tory Reform, March 31, 2008, available at
http://dodd.senate.gov.

8 1d.

8 Frank Statement on Paulson Plan, March 29, 2008,
available at http://www.house.gov.

Dechert

LLP

proach . .. [a]nd | strongly disagree with the Treasury
Secretary when he says the current regulatory frame-
work is not at fault for the unrest troubling our econ-
omy. The unregulated corners of our economy did
much to contribute to the meltdown in our housing
market and the accompanying spillover to our finan-
cial markets. The havoc wrought by independent
mortgage brokers, who fueled the housing bubble, and
credit ratings agencies, who rubber-stamped securi-
ties with no questions asked, certainly fueled the eco-
nomic crisis we have now. The Administration’s ‘de-
regulation-above-all-else’ attitude helped cause the
problems we now face. If we focus only on consolida-
tion—and don’t also adopt a careful, but more pro-
regulation, approach—then we will have approached
this modernizing task with too much of a pre-Bear
Stearns mindset.”8®

Among the Republican supporters of the Report is
Representative Spencer Bauchus (R-AL), the ranking
Republican on the House Financial Services Commit-
tee, who is reported to have commended the Report,
noting that it was “very comprehensive in its potential
impact . . . "8 At the time of drafting this update,
Senator Richard Shelby (R-AL), ranking member of the
Senate Banking Committee, had not publicly com-
mented on the Report.

The Current UK System

The UK has operated a unified futures and securities
regulatory structure to some degree since April 1988,
when the Financial Services Act 1986 (the “1986 Act”)
came into force. The 1986 Act established a structure
modeled loosely on the SEC and NASD, in which a
number of sector-specific SROs reported to a central
regulator, the Securities and Investments Board
(“SIB”). Initially, the regulation of brokers and dealers
in futures and in securities was split between two
SROs, the Association of Futures Brokers and Dealers
(“AFBD") and The Securities Association (“TSA") re-
spectively. In 1991, the AFBD and TSA merged to
form a single SRO for securities and futures brokers
and dealers, the Securities and Futures Association
(“SFA"). A separate SRO, the Investment Management

8 Schumer on Paulson Plan and Jackson Resignation,

March 31, 2008, available at http://www.jec.senate.gov.

87 David Cho, Long Fight Ahead for Treasury Blueprint,
March 30, 2008, available at
http://www.washingtonpost.com.

June 2008 / Special Alert 17




Regulatory Organisation (“IMRO"), was responsible for
the regulation of investment advisers and funds. How-
ever, unlike FINRA and the National Futures Associa-
tion currently, the SFA, IMRO and the other SROs op-
erated under a common statute and were required to
implement various common “core” rules and princi-
ples mandated by SIB that included core conduct of
business rules and client money regulations.

Shortly after coming into power in 1997, the Labour
government proposed the creation of a new “super-
regulator” that would regulate all investment business
then regulated by the SROs and SIB, as well as bank-
ing business regulated by the Bank of England and
insurance. This was achieved in stages by transferring
all relevant SRO and Bank of England staff to SIB
(which was re-named the Financial Services Authority
(“FSA™)) in 1998 and by enacting new legislation, the
Financial Services and Markets Act 2000 (“FSMA™),
which came into force in December 2001 along with a
new unified FSA rulebook. The structure of futures and
securities regulation under FSMA is thus broadly simi-
lar to the structure established in 1988 under the
1986 Act, but with the SROs eliminated.

One key difference between the UK regulatory struc-
ture and the Report is the “Long-Term Optimal” pro-
posal to create a separate prudential regulator and
conduct of business regulator. The FSA regulates both
areas. Another difference is, as noted above, that the
UK system no longer uses SROs.

While the creation of a unified U.S. futures and securi-
ties regulator could make life easier for UK firms by
reducing the U.S. regulators they are potentially af-
fected by, of greater concern will be the new U.S.
regulator's territorial reach and the new costs and
opportunities it may present. For example, UK in-
vestment managers will remember the extraterritorial
reach of the SEC’s hedge fund advisers rules that were
ultimately invalidated by the D.C. Circuit in July
2006.88 Many UK managers were forced to register
with the SEC under these rules, but withdrew from
SEC registration once the rules were invalidated. Any
attempt to re-introduce such a requirement in the new
legislation creating the unified regulator would be of
great concern to UK hedge fund mangers.

88 Goldstein v. SEC, 451 F.3d 873 (D.C. Cir. 2006).
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Although a unified U.S. futures and securities regula-
tor would present a more familiar structure to UK
firms doing business with the U.S., whether the
merger would ultimately be welcome from a UK per-
spective will depend on how it impacts other substan-
tive issues, some of which are not specifically ad-
dressed in the Report, such as the extent of the new
regulator’s extraterritorial reach and whether it might
offer UK licensed firms any increased freedom to op-
erate in the U.S.

Conclusion

We believe that there are many helpful recommenda-
tion in the Report. Examples are:

m  expansion of the President’s Working Group;

m  a Mortgage Origination Commission to develop
uniform minimum licensing qualification stan-
dards for state mortgage participants;

m facilitating the offering of a global U.S. invest-
ment company;

m access to Federal Reserve liquidity facilities for
non-depository institutions;

m  payments and settlements oversight; and

m  Optional Federal Charter for insurance compa-
nies.

Nonetheless, as discussed above, industry and politi-
cal comments to the Report were mixed, with strong
opposition to some of them. Treasury recognizes that
the intermediate and long-term recommendations will
not be adopted any time soon.?? In light of the com-
ments so far, it is unlikely that even the short-term
recommendations, except for the PWG recommenda-
tion,®° will be adopted in this or the next calendar
year. This is because most government agencies, even
if willing, will be required to draft and publish most
enacting rules for comments and then consider and
respond to those comments. More importantly, most
of Treasury recommendations require legislative ac-
tion, which cannot be expected to occur this year, and

8 For example, see Report at 89, 100, 137.

%  Report at 75-77. See also discussion supra, under
“Short-Term Recommendations.”
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