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Support Strong Systemic Risk Reform and 

Resolution Authority

Restoring American Financial Stability Act Discussion Draft

Why we need Systemic Risk reform:

· Stable management of systemic risk is important not only to the financial players on Wall Street, but – as the financial collapse-driven employment crisis has shown -- to every American on Main Street. 

· The systemic failures that caused giant financial institutions to fail last year also compromised the economic security–the jobs, homes and retirement plans–of millions of Americans who did not contribute to the problem.

· Regulating systemic risk is needed to ensure that the moral hazards and risk-taking activities of a handful of firms do not threaten the broader system.


Key elements of strong systemic risk prevention:

· The most prudent systemic risk reform would be to end the recent regulatory experiment of allowing insured depositories to engage in speculative risk-taking. The Senate should reinstate pre-1999 separations between commercial and investment banking and insurance, as embodied in the Glass-Steagall Act. 
· Reform should include other limits on speculative activities and market concentration, such as a cap on bank liabilities as a share of GDP, restrictions on proprietary trading and off-balance sheet activities, lower leverage limits, and enforcement of deposit concentration rules.
· One central regulatory authority should be responsible for monitoring and stemming potential systemic risks. 
· The systemic risk regulator must be directed to take mandatory mitigatory actions – including orders to divest – regarding institutions that create systemic risk because of their size or complexity, interconnectedness, or speculative activities.  
· Primary authority for systemic risk regulation may be assigned to a council of regulators, a new agency, or the Federal Reserve. If the Fed is given authority to oversee systemic risk, at the same time it must be made more democratic and transparent. Without reform, the Fed will be unlikely to take necessary steps to limit bank activity; it has designed-in conflicts of interest, with banks largely deciding who regulates them. 
· The systemic risk regulator must have the staff, resources, and expertise sufficient to monitor sources of systemic risk in institutions, products, and activities throughout the financial markets, and it must have the power to act promptly and independently. It must also have the authority to:
· Charge firms premiums for systemic risk;

· Impose progressive capital and liquidity requirements;

· Force the issuance of contingent capital; and 

· Limit and make transparent the use of structured investment vehicle and other off-balance sheet financing vehicles.

· Systemic risk and resolution authority are interconnected issues; strong safeguards against systemic risk require having strong resolution authority.

Why we need new resolution authority:

· Resolution authority is needed so that there is a process for failing bank and financial holding companies (such as Citigroup, Wachovia, Bear Stearns and Lehman) – as there currently is for conventional banks – that does not require massive taxpayer bailouts. Currently, the Federal Deposit Insurance Corporation (FDIC) has no authority to take distressed financial holding companies into conservatorship or receivership.  This is particularly problematic because bank and financial holding companies (such as Citigroup, recipient of $374 billion in government support) were the main culprits in the risky activities at the heart of the financial crisis.

· Clearly-defined resolution authority will help limit the government’s implicit guarantee that it will support failing institutions with taxpayer money.

· In the wake of last year’s financial failures, many institutions already considered “too big to fail” have grown bigger by acquiring failing companies, leaving our economy even more vulnerable.

· The Bankruptcy Code’s provisions for the distribution of the assets of a bankrupt financial institution take no account of the systemic considerations that regulators can and should consider.

· The status quo severely restricts the ability of the government to prevent the kind of systemic crisis that the failure of a large, interconnected institution can cause.


Key elements of strong resolution authority:

· A sensible approach that ends the current policy of piecemeal bailouts.

· Clear language that resolution is for the purpose of systemic financial stability and not for the purpose of rescuing failing financial companies; i.e.:

· Shareholders should receive nothing; 

· Unsecured creditors other than insured depositors or employees should the bear losses; and 

· Management and the Board of Directors responsible for the failed condition of the company should be removed.

· Assurance that to the greatest extent possible, the regulating agency responsible for resolution acts in a manner that minimizes recourse to the general fund of the Treasury.

· Costs associated with the resolution process must be financed only through assessments on financial companies and not by taxpayers. 
· Resolution Authority reform must be in addition to -- not a substitute for -- active, strong prudential regulation.

For More Information: Jane D’Arista, Political Economy Research Institute, jane.darista@snet.net; Heather McGhee, Demos, hmcghee@demos.org.
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