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MODERNIZING THE U.S. FINANCIAL
REGULATORY SYSTEM

WEDNESDAY, FEBRUARY 4, 2009

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 3:05 p.m., in room SD-538, Dirksen Sen-
ate Office Building, Senator Christopher J. Dodd (Chairman of the
Committee) presiding.

OPENING STATEMENT OF CHAIRMAN DODD

Chairman DoDD. The Committee will come to order.

Let me thank all of my colleagues, and I think you all understood
we intended, obviously, at some time earlier to have this hearing
a little earlier. But as I think all of you may know, we had an in-
teresting session on our side of the aisle, gathering today to listen
to some of our new economic team under President Obama, as well
as the President himself and others, talk about many of the issues
that are confronting the country, not the least of which was the
issue of the subject matter of this hearing, the modernization of the
U.S. financial regulatory system. I am particularly honored and de-
lighted to have Paul Volcker here with us, who has been a friend
for many years, someone I have admired immensely for his con-
tribution to our country.

How we will proceed is, because we are getting underway much
later than normal for the conducting of Senate hearings, with the
indulgence of my colleagues, I will make some opening comments
myself, turn to Senator Shelby, and then we will go right to you,
if we could, Chairman Volcker. Then I will invite my colleagues
and tell them that any opening comments that they do not make
for themselves, we will include them in the record as if given. And
since there are not many of us here, we can move along pretty
quickly, I hope, as well. So, with that understanding, we will get
underway and, again, I thank all of you for joining us here today.

Today, we continue the Senate Banking Committee’s examina-
tion of how to modernize our outdated financial regulatory system.
We undertake this examination in the midst of a deepening reces-
sion and the worst financial crisis since the Great Depression in
the 20th century. We must chart a course forward to restore con-
fidence in our Nation’s financial system upon which our economy
relies.

Our mission is to craft a framework for 21st century financial
regulation, informed by the lessons we have learned from the cur-
rent crisis and designed to prevent the excesses that have wreaked
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havoc with homeowners and consumers, felled financial giants, and
plunged our economy into a recession.

This will not be easy, as we all know. We must act deliberately
and thoughtfully to get it right. We may have to act in phases
given the current crisis. But inaction is not an option at all, and
time is not neutral. We must move forcefully and aggressively to
protect consumers, investors, and others within a revamped regu-
latory system.

Last Congress, this Banking Committee built a solid foundation
upon which we will base our work today, and I want to once again
thank Dick Shelby, former Chairman of this Committee, and my
colleagues, both Democrats and Republicans, who played a very,
very constructive role in the conduct of this Committee that al-
lowed us to proceed as we did.

Subcommittees and Committees held 30 hearings to identify the
causes and consequences of this crisis, from predatory lending and
foreclosures, to the collapse of Bear Stearns, the role of the credit
rating agencies, the risks of derivatives, the regulation of invest-
ment banks and the insurance industry, and the role and condition
of banks and thrifts.

The lessons we have learned thus far have been rather clear, and
let me share some of them with you.

Lesson number one: consumer protection matters. The current
crisis started with brokers and lenders making subprime and exotic
loans to borrowers unable to meet their terms. As a former bank
regulator recently remarked to me, “Quite simply, consumers were
cheated.” Some lenders were so quick to make a buck and so cer-
tain they could pass the risk on to the next guy, they ignored all
standards of prudent underwriting. The consumer was the canary
in the coal mine, but no one seemed to notice.

Lesson number two: regulation is fundamental. Many of the
predatory lenders were not regulated. No one was charged with
minding the store. But soon the actions of these unregulated com-
panies infected regulated institutions. Banks and their affiliates
purchased loans made by mortgage brokers or the securities or de-
rivatives backed by these loans, relying on credit ratings that
turned out to be wildly optimistic. So we find that far from being
the enemy of well-functioning markets, reasonable regulation is
fundamental to sound and efficient markets, and necessary to re-
s’ioi')e the shaken confidence in our system at home and around the
globe.

Lesson number three: regulators must be focused, aggressive,
and energetic cops on the beat. Although banks and thrifts made
fewer subprime and exotic loans than their unregulated competi-
tors, they did so with impunity. Their regulators were so focused
on banks’ profitability, they failed to recognize that loans so clearly
unsafe for consumers were also a threat to the banks’ bottom line.
If any single regulator recognized the abusiveness of these loans,
no one was willing to stand up and say so. And with the Fed choos-
ing not to use its authority to ban abusive home mortgages, which
some of us have been calling for, for years, the regulators were
asleep at the switch.

Lesson number four: risks must be understood in order to be
managed. Complex instruments, collateralized debt obligations,
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credit default swaps designed to manage the risks of the fault loans
that backed them turned out to magnify that risk. The proliferation
of these products spread the risk of subprime and Alt-A loans like
an aggressive cancer through the financial system. Institutions and
regulators alike failed to appreciate the hidden threat of these
opaque instruments, and the current system of regulators acting in
discrete silos did not equip any single regulator with the tools to
identify or address enterprise or systemwide risks. On top of that,
CEOs had little incentive to ferret out risks to the long-term health
of their companies because too often they were compensated for
short-term profits.

I believe these lessons should form the foundation of our effort
to shape a new, modernized, and, above all, transparent structure
that recognizes consumer protection and the health of our financial
system are inextricably linked. And so in our hearing today and
those to come—and there will be many—I will be looking for an-
swers to these questions. What structure best protects the con-
sumer? What additional regulations are needed to protect con-
sumers from abusive practices? We will explore whether to enhance
the consumer protection mission of the prudential regulators or cre-
ate a regulator whose sole job is protecting the American consumer.

How do we identify and supervise the institutions and products
on which the health of our financial system depends? Financial
products must be more transparent for consumers and institutional
investors alike. But heightened supervision must not stifle innova-
tion of financial actors and markets.

Third, how do we ensure that financial institution regulators are
independent and effective? We cannot afford a system where regu-
lators withhold bold and necessary action for fear that institutions
will switch charters to avoid stricter supervision. We should con-
sider whether a single prudential regulator is preferable to the al-
phabet soup of regulators that we have today.

Fourth, how should we regulate companies that pose a risk to
our system as a whole? Here we must consider whether to em-
power a single agency to be the systemic risk regulator. If that
agency is the Federal Reserve Board, we must be mindful of ensur-
ing the independence and integrity of the Fed’s monetary policy
function. Some have expressed a concern—which I share, by the
way—about overextending the Fed when they have not properly
managed their existing authority, particularly in the area of pro-
tecting consumers.

Fifth, how should we ensure that corporate governance fosters
more responsible risk taking by employees? We will seek to ensure
that executives’ incentives are better aligned with the long-term
health of their companies, not simply short-term profits.

Of course, my colleagues and our witnesses today may suggest
other areas. I do not mean to suggest this is the beginning and
end-all of the questions that need to be asked, and I welcome to-
day’s witnesses’ as well as our colleagues’ contributions to this dis-
cussion and the questions that ought to be addressed.

I look forward to moving forward collaboratively in this historic
endeavor to create an enduring regulatory framework that builds
on the lessons of the past, restores confidence in our financial sys-
tem, and recognizes that our markets and our economy will only
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be as strong as those who regulate them and the laws by which
they abide. That is the responsibility of this Committee. It is the
Republican of this Congress. It is the responsibility of the adminis-
tration.

I will recognize Senator Shelby for an opening comment and ask
my colleagues if they might withhold statements, at least at the
outset, so we can get to our witnesses.

With that, I turn to Senator Shelby.

STATEMENT OF SENATOR SHELBY

Senator SHELBY. Thank you, Mr. Chairman.

Today, the Committee will hear from one of this Nation’s most
respected economists and veteran policymakers. Dr. Volcker is no
stranger to this Committee. Senator Dodd and I remember many
years ago when he would come here as Chairman of the Federal
Reserve Board. During the financial crisis in the late 1970s, it was
Paul Volcker who helped put our economic house back in order,
and, Dr. Volcker, I welcome you back to the Committee again.

While I am very interested in the views of our witnesses on regu-
latory modernization, I think the hearing could be a little bit pre-
mature. Let me explain.

As I have said many times and will continue to say, I believe
that before we discuss how to modernize our regulatory structure,
or even before we consider how to address the current financial cri-
sis, we need to first understand its underlying causes. If we do not
have a comprehensive understanding of what went wrong, we will
not be able to determine with any degree of certainty whether our
regulatory structure was sufficient and failed or was insufficient
and must change.

I understand that next week Chairman Dodd plans to hold a
hearing on the origins of the financial crisis, for which I commend
him. I welcome that hearing, but I believe that one hearing, or
even a handful of hearings, falls well short of what these excep-
tional times will demand. Instead, this Committee should, I be-
lieve, and must conduct a full and thorough investigation of the
market practices, regulatory actions, and economic conditions that
led to this crisis.

The Committee should hear testimony from all relevant parties
and produce a written report of its findings. This work is crucial,
I believe, if we are to develop policies that will help end this crisis
and prevent it from occurring again.

While I understand many people have their own views of what
happened, this Committee has yet to make that determination in
a comprehensive and organized manner. As a result, nearly a year
and a half later, we still have not documented what started the cri-
sis and why it became so severe. The uncertainty about its origins
has not only exacerbated our economic downturn by undermining
confidence in our entire financial system, but it has left us without
a clear understanding of what needs to be done. We need to remedy
that. Thus far, the efforts of the Treasury Department and the
Congress have been ad hoc at best.

When this all began, I strongly opposed the TARP bailout legisla-
tion because I believed Congress jumped right to a legislative solu-
tion without first identifying the problem it was trying to solve.



5

Since we never developed a consensus about what caused this cri-
sis, neither Congress nor the Treasury Department can devise a
targeted solution. And as a result, TARP has drifted rudderless
since it was passed 4 months ago, wasting taxpayer dollars while
the crisis rages on without an end in sight.

It is well past time that we investigate the origins of the finan-
cial crisis so that we can begin to lay the groundwork for a bipar-
tisan, effective, and durable solution. In the absence of such effort,
there is now talk of creating a commission to examine the origin
of the financial crisis and to make recommendations for further ac-
tion. At this time, I would oppose the creation of such a commission
because a thorough investigation is something that this Committee
can do and must do. The American people rightly expect their
elects representatives, the Senators here, not unaccountable com-
missions to do the work necessary to solve the problems facing the
country.

This Committee is uniquely positioned to conduct a transparent
investigation that could build the necessary political consensus
around the appropriate legislative remedy that we must seek. This
particular Committee has a long history of conducting such inves-
tigations. The best precedent, I believe, for this type of investiga-
tion that our current economic situation demands is the year-long
investigation of stock market abuses the Committee conducted dur-
ing the Great Depression. The so-called Pecora hearings produced
a detailed report exposing a wide range of abuses on Wall Street.
The Committee heard testimony from hundreds of witnesses, pro-
ducing nearly 12,000 pages of transcripts from over 100 hearings.
The investigative staff was made up of dozens of individuals and
included attorneys, accountants, and statisticians. They conducted
scores of interviews and sworn depositions. The Committee subpoe-
naed corporate records and heard testimony from the heads of Wall
Street and industry, including 3 days of testimony, I have been
told, from Mr. Morgan himself. The Committee’s investigative
record comprises 171 boxes in the National Archives.

The record that the Pecora hearings established ultimately laid
the groundwork for the passage of the Securities Act and the cre-
ation of the Securities and Exchange Commission. Recently, re-
nowned economic historian Ron Chernow wrote an editorial in the
New York Times calling for Congress to initiate an investigation in
the tradition of the Pecora hearings. He stated the importance of
such an investigation to resolving the current crisis by pointing
out, and I will quote him:

If history is any guide, legislators can perform a signal service by moving
beyond the myriad details of the rescue plans to provide a coherent account
of the origins of the current crisis. The moment calls for nothing less than

a sweeping inquest into the twin housing and stock market crashes to cre-
ate both the intellectual context and the political constituency for change.

I believe that he is correct.

The hearings this Committee has held to date on the credit crisis
have been helpful, but I think they have lacked the focus and pur-
pose displayed during the Pecora hearings, partly due to the Com-
mittee’s lack of resources up to this time. To remedy this problem,
Senator Dodd and I have already submitted an initial request for
additional funding and office space for the Committee. We were re-
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cently informed that the Committee is going to receive additional
funding, although not what is necessary, I believe, to conduct a
thorough and fair investigation.

I am hoping that our colleagues on the Rules Committee would
agree that this type of effort here in the Banking Committee right
now is not only necessary but deserving of their support. I believe
the investigation should start by calling before the Committee all
of the regulators from the past decade or more who were appointed
to make sure this crisis did not happen, but it did.

The Committee has heard from regulators on their views on how
to solve the crisis, but it has yet to hear from present and former
regulators on what caused the crisis and whether steps could have
been taken to prevent it. The Committee, I believe, should supple-
ment this testimony with an exhaustive review of the records of the
regulators from that period. Once again, there will be a time to dis-
cuss what needs to be done, but before we entrust any new or ex-
isting regulator with additional responsibilities or authorities, I be-
lieve we need to know if and how our present regulatory structure
failed us.

After we complete a thorough review of the role of the regulators,
we should then call the CEOs of the largest banks, insurance com-
panies, brokerage firms, home builders, realtors, and other finan-
cial services companies of the past 10 years to testify. This, of
course, would be preceded by an extensive staff effort to examine
the activities of each institution or industry.

Since the crisis began, the Committee has not yet heard from
Wall Street CEOs on their role in creating the toxic assets that
have spread through our financial system like a cancer. Nor have
they publicly explained why their risk management systems failed
or why they operated with such dangerous levels of leverage. Be-
cause many of these firms have either failed, received public
money, or sought some type of Federal assistance, I believe they
owe it to the American people to explain how this crisis started and
what role they played in it.

Last year, I called for a hearing to examine the role of under-
writers in spawning the crisis. The Committee announced that it
would hold a hearing to examine underwriting practices, but it was
postponed and is yet to be scheduled. That hearing could now be
part of this effort.

Mr. Chairman, I am willing to work with you, as I have, and I
believe this Committee is uniquely positioned, as you do, to per-
form this important service at this time for the American people.
I pledge my full support should you choose to undertake your own
version of the Pecora hearings, as long as they are comprehensive.

Chairman DobpD. Well, I thank you, Senator, very, very much. I
would just note for the record that there have already been some
proposals, including one from Senator Isakson and Senator Conrad,
for sort of a 9/11 Commission—some of my colleagues may be
aware of this already—to be done outside of this Committee to go
back and examine that, and that has, obviously, some appeal as
well. Certainly we want to examine what happened, but also we
need to go forward.

With that, I thank you very much, Chairman Volcker, for being
with us, and for those are unfamiliar with our first witness, Chair-
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man Volcker is the Chair of the President’s Economic Recovery Ad-
visory Board, Chairman of the Board of Trustees of the Group of
30, and former Chairman of the Board of Governors of the Federal
Reserve System. Chairman Volcker worked in the Federal Govern-
ment for almost 30 years, including positions at the Federal Re-
serve Bank of New York, the Treasury Department, and Chase
Manhattan—he has a wealth of experience.
We thank you for coming and welcome you to the Committee.

STATEMENT OF PAUL A. VOLCKER, CHAIRMAN, STEERING
COMMITTEE OF THE GROUP OF 30

Mr. VOLCKER. Thank you, Mr. Chairman, Mr. Shelby, Members
of the Committee. I am delighted to be here. I want to make clear
that I am appearing as Chairman of the Steering Committee of the
Group of 30 and not as Chairman of the President’s Economic Re-
covery Advisory Board this morning.

Chairman DobDD. It is so noted. We will make that distinction
here.

Mr. VOLCKER. People accuse me of liking the title “Chairman,”
but I want to make sure Chairman of what.

[Laughter.]

Mr. VOLCKER. The Group of 30 is a group of people drawn from
the private and public sectors with experience in finance, and I em-
phasize that it is international, and this report was directed not
just toward the United States, although it is perhaps most relevant
to the United States. But it is directed toward authorities in any
country that has extensive financial operations around the world.

It does not discuss all the origins of the crisis. It does touch upon
it, but that is not my purpose in appearing before you this morn-
ing. What is evident is, whatever the cause is—and we could go
into that. What is evident is that we do meet at a time, as you
have emphasized, of acute distress in financial markets. Strongly
adverse effects on the economy more broadly are apparent. There
is a clear need, I think, for early and effective governmental pro-
grams. They cannot wait a year for attacking the immediate prob-
lems to support economic activity and to ease the flow of credit.
But I think it is also evident that more fundamental changes are
needed in the financial system, and they will take some time to
work out.

But to the extent that we have some sense of the direction of
those reform efforts, I think it will help the more immediate prob-
lem. The important thing is that we do not and should not want
to contemplate a repetition of this experience, and that is what this
report is aimed at, and I am sure will be your concerns over time.

I understand that President Obama and his people are going to
be placing before you some more immediate measures. They are
not the subject of our report. But when we look further ahead, I
do think the more we have a sense of the longer-term future, the
better place you will be for appraising the immediate actions to
make sure they are consistent with what we would like to see in
the longer run.

The basic thrust of the G-30 report is to distinguish among the
basic functions of any financial system. First, there is a need for
strong and stable institutions that serve the needs of individuals,



8

of businesses, of governments, and others for a safe and sound re-
pository of funds, providing a reliable source of credit, and main-
taining a robust financial infrastructure able to withstand and dif-
fuse shocks and volatility that are inevitable in the future. I think
of that as the service-oriented part of the financial system. It deals
primarily with customer relationships. It is characterized mainly
by commercial banks that have long been supported and protected
by deposit insurance, by access to the Federal Reserve credit, and
by other elements of the so-called Federal safety net.

Now, what has become apparent during this period of crisis is in-
creasing concentration in banking and the importance of official
support for what is known as systemically important institutions
when they become at risk of failure. What is apparent is that a
sudden breakdown or discontinuity in the functioning of those in-
stitutions risks widespread repercussions on markets, on closely
interconnected financial institutions, and at the end of the day, on
the broader economy.

The design of any financial system raises large questions about
the appropriate criteria for, and the ways and means of, providing
official support for these systemically important institutions.

In common ground with virtually all official and private analysts,
the G-30 Report calls for “particularly close regulation and super-
vision, meeting high and common international standards” for such
institutions deemed systemically critical. It also explicitly calls for
restrictions on “proprietary activities that present particularly high
risks and serious conflicts of interest” deemed inconsistent with the
primary responsibilities, I would say the primary fiduciary respon-
sibilities, of those institutions to its customers. Of relevance in the
light of recent efforts of some commercial enterprises to recast fi-
nancial affiliates as bank holding companies, the report strongly
urges continuing past U.S. practice of prohibiting ownership or con-
trol of Government-insured, deposit-taking institutions by non-fi-
nancial firms.

Second, the report implicitly assumes that while regulated bank-
ing institutions will be dominant providers of financial services, a
variety of capital market institutions will remain active. Organized
markets and private pools of capital will be engaging in trading,
transformation of credit instruments, and developing derivatives
and hedging strategies. They will take place in other innovative ac-
tivities, potentially adding to market efficiency and flexibility.

Now, these institutions do not directly serve the general public;
individually, they are less likely to be of systemic significance.
Nonetheless, experience strongly points to the need for greater
transparency. Specifically beyond some minimum size, registration
of hedge and equity funds should be required, and if substantial
use of borrowed funds takes place, an appropriate regulator should
be able to require periodic reporting and appropriate disclosure.

Furthermore, in those exceptional cases when size, leverage, or
other characteristics pose potential systemic concerns, the regu-
lator should be able to establish appropriate standards for capital,
liquidity, and risk management.

Now, the report does not deal with important and sensitive ques-
tions of the appropriate administrative arrangements for the regu-
latory and supervisory functions, which agency will supervise
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which institutions. These are in any case likely to be influenced by
particular national traditions and concerns. What is emphasized is
that the quality and effectiveness of prudential regulation and su-
pervision must be improved. Insulation from political and private
special interests is a key, along with adequate and highly com-
petent staffing. That implies adequate funding.

The precise role and extent of the central bank with respect to
regulation and supervision is not defined in the report. It is likely
to vary country by country. There is, however, a strong consensus
that central banks should accept a continuing role in promoting
and maintaining financial stability, not just in times of crisis, but
in anticipating and dealing with points of vulnerability and risk.

The report also deals with many more specific issues cutting
across all institutions and financial markets. These include institu-
tional and regulatory standards for governance and risk manage-
ment, an appropriate accounting framework (including common
international standards), reform of credit rating agencies, and ap-
propriate disclosure and transparency standards for derivatives
and securitized credits. Specifically, the report calls for ending the
hybrid private/public nature of the two very large Government-
sponsored mortgage enterprises in the United States. Under the
pressure of financial crisis, they have not been able to serve either
their public purposes or their private stockholders successfully. To
the extent that the Government wishes to provide support for the
residential mortgage market, it should do so by means of clearly
designated Government agencies.

Finally, I want to emphasize that success in the reform effort, in
the context of global markets and global institutions, will require
consistency in approach among countries participating significantly
in international markets. There are established fora for working to-
ward such coordination. I also trust that the forthcoming G-20
meeting, bringing together leaders of so many relevant nations, can
provide impetus for thoughtful and lasting reform.

Thank you, Mr. Chairman. I am delighted to have any comments
or questions.

Chairman DoDD. Well, thank you very much, Mr. Chairman as
well. And what I am going to do is ask the clerk here to put the
clock on at 8 minutes, and we will try to adhere to that so we can
get around to everybody, since we have not had opening statements
be made. And I will begin, then turn to Senator Shelby.

Let me, if I can, begin with a couple of—sort of a broad question,
if I can. The GAO report states—and I am quoting it here. It says,
“Mechanisms should be included for identifying, monitoring, and
managing risks to the financial system, regardless of the source of
the risk.”

Wl;at was the source of the risk in the current crisis, in your
view?

Mr. VOoLCKER. Well, that is a complicated question that goes to
some of Senator Shelby’s concerns about what caused the crisis. If
I were analyzing this crisis in a substantial way, you have to go
back to the imbalances in the economy, not just in financial mar-
kets. But as you know, the United States has been consuming more
than it has been producing for some years, and its savings have
practically disappeared, and that was made possible by, among
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other things, a very fluid flow of savings from abroad, low interest
rates—very easy market conditions, low interest rates, which in
turn incited the great world of financial engineering to develop all
kinds of complex instruments to afford a financing for businesses,
and particularly in this case for individuals, homebuyers, that went
on to exceed basically their capacity to pay. And it was all held up
by rising house prices for a while, as you know, and everybody felt
better when the house prices were rising, but that could not hap-
pen forever. And when house prices stopped rising, the basic fra-
gility in that system was exposed.

So you had an underlying economic problem, but on top of that,
you had a very fragile, as it turned, highly engineered financial
system that collapsed under the pressure. I think of it as we built
up kind of a Potemkin Village with very fancy structures, but they
were not very solid.

Chairman DoDD. Let me draw upon your experience as the
Chairman of the Federal Reserve System, and you correct me if my
facts are wrong about this thing. But as I understand it, there are
about 1,800 economists that work for the various Federal Reserve
banks across the country.

Mr. VOLCKER. How many?

Chairman DoDD. I am told about 1,800. I do not know if that is
true or not, but someone mentioned that number to me. But a very
high number, whether it is 1,800 or not, but a significant number
of people who do research all the time in the various banks. Can
someone explain to me why there was not someone sounding the
alarms out of the Federal Reserve System as people who monitor
and watch what is happening economically that would have sent a
signal to us back in the days of, I think, in 2005 or 2006 even, that
%lhis ?Was a problem emerging in a glaring way? Why didn’t we

ear’

Mr. VOLCKER. Well, I have to say I do not think economists are
very good at this kind of analysis. In a macro world, I am sorry
to say that, but I am not sure there has been much improvement
over the years. But I think if there are 1,800 economists, I am sure
some of them were concerned and did in their own way raise some
questions.

But, you know, when things are going well—this is the bane of
regulation. When things are going well, nobody wants to hear
about regulation and restraints.

Senator SHELBY. Absolutely right.

Mr. VOLCKER. And so it is very hard to have your voice heard.
When things are going poorly, everybody wants to regulate every-
thing. And somehow we have to find a balance between too little
and too much.

This was an extreme case, but it is not unusual for imbalances
to go along for a while without anybody really wanting to stand up
and take strong action.

Chairman DopD. Well, I would love to at some point further pur-
sue the discussion about the Federal Reserve System and how it
is working.

Let me ask you, if I can as well, about the consumer protection
issue. Your report describes the need to establish standards for
capital liquidity and risk management for financial institutions.
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But do you also believe that strong consumer protections play an
integral part in financial stability? I am sure you do, by the way.
And if so, what regulatory structure would best protect consumers?
A separate consumer protection agency, as has been suggested by
some? Elizabeth Warren, who will be before us tomorrow, has made
a recommendation along those lines. Distinct consumer protection
missions of the prudential regulator? Which of those two options do
you find

Mr. VOLCKER. Well, let me say, first of all, our report does not
deal with that question.

Chairman DoDD. You do not. I realize that.

Mr. VOLCKER. Quite deliberately. But there is—obviously, this
administrative question you raise is relevant. We were dealing
with what we think of as safety and soundness of the system. We
were not dealing with protection of consumers, protection of inves-
tors, business practices—which are related but a different function.
And one of the questions—which we did not deal with, but I think
the Congress has to deal with it and the administration has to deal
with it—do you adopt a separate agency and a separate adminis-
trative structure for what I will call “business practices,” including
consumer protection, separate from the prudential regulator—
which is a development which is true in some countries now, and
it is along the lines that Secretary Paulson proposed in his think-
ing about the long run.

I think that is a serious issue. I do not want to express an opin-
ion Iﬁ)W, but I have certain sympathy for exploring it, at least, per-
sonally.

Chairman DoDD. Well, I would welcome that as you give it more
thought.

Last, let me address the issue of systemic risk regulation again.
And I realize I am not specifically referring to the report in some
cases. I am drawing upon your knowledge and expertise in these
areas.

The G-30 report describes one of the lessons from the current
crisis as follows, and let me quote it. It says:

Unanticipated and unsustainably large losses in proprietary trading, heavy
exposure to structured credit products and credit default swaps, and spon-
sorship of hedge funds have placed at risk the viability of the entire enter-

prise and its ability to meet its responsibilities to its clients, counterparties,
and investors.

Three questions: Should we allow financial institutions to become
large and systemically significant? Should there be a single sys-
temic risk regulator or should that substantial be shared among
different agencies? Should the systemic risk responsibility be given
to the Federal Reserve, in your view? And are you concerned that
it would also be a burden on the Federal Reserve with numerous
divergent tasks which you and I have discussed? And I will not
elaborate here. You know the point I am trying to make. And,
third, are you concerned that extensive involvement by the Fed in
so many aspects of day-to-day operations of the economy and the
financial system might jeopardize its independence?

Mr. VOLCKER. Again, these are questions we did not deal with in
the report. We dealt with the structural question that we felt these
basic, systemically important institutions and banking institutions
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that are protected by the Government and are dealing in a fidu-
ciary way with customers should not engage in the kind of activi-
ties that you read from the report, these highly risky proprietary
activities, because it undermines potentially their basic function.

When it gets to who regulates it, it is just simply not in the re-
port. But I tell you, the kind of considerations that you raise for
the Federal Reserve, or without the Federal Reserve, I think are
very relevant to that decision. You will have a different Federal Re-
serve if the Federal Reserve is going to do the main regulation or
all the regulation from the prudential standpoint. And you have to
consider whether that is a wise thing to do given their primary—
W}iat is considered now their primary responsibilities for monetary
policy.

They obviously have important regulatory functions now, and
maybe those functions have not been pursued with sufficient avid-
ity all the time. But if you are going to give them the whole respon-
sibility, for which there are arguments, I do think you have to con-
sider whether that is consistent with the degree of independence
that they have and focus on monetary policy.

Chairman DoDD. I hope I am not over-reading you there. I hear
that tone suggesting that that kind of a super-regulatory function
would, I think, put into question the very issues that are raised by
it. A systemic risk regulator might have less of a problem, in your
view.

Mr. VOLCKER. That is true. Then you have to consider how the
systemic risk regulator matches up with the other prudential regu-
lators. There are very interesting questions here.

The G-30 issued a report, a rather detailed report, a year or so
ago or 9 months ago, on different regulatory practices around the
world, which raised the questions that you are raising, and almost
all countries are struggling with these questions now.

Chairman DobpbD. I thank you.

Senator Shelby.

Senator SHELBY. I want to pick up, Chairman Volcker, on some
of the area that Senator Dodd is getting into. I think it is very im-
portant.

Do you have any concerns, Dr. Volcker, that if the Fed assumes
too many responsibilities, its ability to conduct monetary policy
could be undermined?

Mr. VOLCKER. Yes.

Senator SHELBY. And what are your views on the separation of
monetary policy from banking policy along the lines of the reforms
that were enacted in the United Kingdom in the late 1990s that
gave banking regulation to the FSA and monetary policy to the
Bank of England?

Mr. VOLCKER. Well, that is an interesting experience. That was
rather widely acclaimed, and other countries attempted to or did
follow that pattern. But then when they had a crisis, they found
out it did not work so well.

Senator SHELBY. It did not work.

Mr. VOLCKER. And whether that was some idiosyncratic reasons
in the U.K. or whether it is a more general reason, I do not know.
But the underlying problem——

Senator SHELBY. Why didn’t it work, if you could——
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Mr. VOLCKER. Well, I

Senator SHELBY. I know it did not work.

Mr. VOLCKER. It seemed to be a lack of coordination between
three agencies involved—the U.K. Treasury, the Bank of England,
and the FSA, the regulatory agency—even though they had over-
lapping personnel to some extent. But it seems clear that coordina-
tion was not close enough.

But I would make one point in connection with your observation.
Supervision regulation has implications for the performance of the
financial system and the economy, and it can work in support of
monetary policy or it can work contrary to monetary policy. And
{)ha}‘g1 is one reason for giving the Federal Reserve responsibility for

oth.

Senator SHELBY. Dr. Volcker, as you keep up with all this, and
as a former Chairman of the Federal Reserve, you know the Fed
has had a dramatic expansion of its liquidity facilities over the past
year, and it has raised concerns that the Fed has moved out of the
realm of monetary policy and into the realm of fiscal policy.

The Group of 30 Report, as I understand it, recommends that
central bank liquidity support operations should not involve lend-
ing against or outright purchases of high-risk assets. Instead, your
report, as I understand it, recommends that those forms of support
should be handled by directly accountable Government entities.

In your view, what role should be given to the President or the
Treasury Secretary in approving Government bailouts or other sup-
port for institutions that will likely involve taxpayer dollars?

Mr. VOLCKER. Well, in cases where they do involve risk and the
use of taxpayers’ dollars, we are pretty clear that the administra-
tion, particularly the Treasury, ought to be involved in that deci-
sion, and the Federal Reserve should not undertake those kinds of
actions, if they do it at all, without the concurrence of the adminis-
tration.

Senator SHELBY. Is this in the line under our constitutional sys-
tem that it would be inappropriate for unelected central bankers to
determine whether a company or industry receives a taxpayer-
funded bailout? Shouldn’t those decisions be made by the President
and the Congress, who are accountable to the people? Is that

Mr. VOLCKER. Well, Congress can provide a framework for mak-
ing those decisions, but I think they do involve political questions
that the President and the administration should be involved in. I
think just to clarify, my own understanding from outside is when
the Federal Reserve has done this recently, they have worked
closely with the Treasury. They have not gone off on their own and
undertaken these measures.

Senator SHELBY. It seems like a new role for the Fed than when
you were Chairman.

Mr. VOLCKER. Yes, it is a non-traditional role.

Senator SHELBY. Non-traditional role. You are very:

Mr. VOLCKER. The report takes a traditional view of the func-
tions of the Federal Reserve.

Senator SHELBY. Dr. Volcker, recently Stanford economist and,
somebody you know, a former Under Secretary of the Treasury,
John Taylor, argued that excessively loose monetary policy during
the first part of this decade caused the financial crisis.
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Mr. VOLCKER. Well, I do not think I am going to get into that
question this afternoon. I do think that conditions in financial mar-
kets which were related to the large balance of payments deficit,
large current account deficit, and the free flow of money from
abroad laid the groundwork for many of the excesses in the mar-
ket.

Senator SHELBY. Now, this is in your report, as I understand it.
One of the key recommendations of the G—30 Report is creating a
failure resolution regime that imposes discipline—that is, actual
losses—not only on managers and shareholders but also on sophis-
ticated creditors.

I believe one of the primary failings of the recent bailouts of the
GSEs, AIG, and Bear Stearns was the intent of protecting any
creditors from losses.

Dr. Volcker, in terms of who qualifies as a “sophisticated cred-
itor,” do you believe that both financial institutions such as invest-
ment banks and foreign central banks would count as sophisticated
creditors? Or should?

Mr. VOLCKER. Well, they individually are sophisticated, yes.
Whether they need to be protected in some particular occasions is
another question.

Senator SHELBY. Given that the large creditors of the GSEs, AIG,
and Bear had no legal claim to being bailed out—which they did
not—what specific mechanisms would you suggest that we think up
here to put in place to assure that such sophisticated creditors take
losses in the future, which helps bring discipline to the market?

Mr. VOLCKER. The premise of your question included the GSEs?

Senator SHELBY. Yes.

Mr. VOLCKER. Well, the GSEs, I think, if I may say so, with the
connivance of the Congress, were considered to be something spe-
cial and they would be protected. And there was a general under-
standing, rightly or wrongly, while officially they did not have the
full legal requirement of a guarantee, through the years——
hSe‘;lator SHELBY. But they had the implicit guarantee, didn’t
they?

Mr. VOLCKER. Pardon me?

Senator SHELBY. The implicit guarantee.

Mr. VOLCKER. Yes, they had an implicit guarantee and that
was

Senator SHELBY. Was that because they were hybrid

Mr. VOLCKER.——I think, generally understood.

Senator SHELBY. you know, stock owned and Government
sponsored?

Mr. VOLCKER. We are very clear on one recommendation in this
report. We should not have that kind of hybrid institution any-
more.

Senator SHELBY. I totally agree with you.

Mr. VOLCKER. You know, you cannot change it overnight, but I
think as we design a new financial system, we ought to avoid that
kind of compromise that is going to get you in trouble.

That does not mean that Congress or the Government cannot
support the mortgage market if they want to.

Senator SHELBY. Right.

Mr. VOLCKER. But they ought to do it directly.
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Senator SHELBY. Yes, sir. Thank you.

Thank you, Chairman Dodd.

Chairman DopD. Thank you very much.

Senator Warner.

Senator WARNER. Thank you, Mr. Chairman.

Dr. Volcker, I have got three questions, and I think they follow
up on both the Chairman’s and Senator Shelby’s approach. It
seems from the report a clear understanding that there needs to
be some level of regulation of some of these institutions that fell
between the cracks. Yet it seems that even though major money
center banks that clearly were regulated followed the market to
start putting out these same kind of complex new instruments,
your term of “over the top financial engineering.”

I guess on a going-forward basis, as we move forward to some
new structure, even with regulation and transparency, is that
going to be enough or should there be some point of an evaluation,
almost a societal value evaluation, of some of these instruments,
whether the extra ability to price that risk down to the last decimal
point is worth all of the side risks that we have seen taking place
by some of these instruments?

Mr. VOLCKER. Well, we do a lot of talking about the importance
of risk management and so forth, but, in essence, the conclusion
that we have is that some of these innovations and some of these
very risky activities are almost inevitably going to get ahead of the
regulators, and these basic institutions—the big commercial banks,
in particular—are of systemic importance, therefore should not get
involved in those activities. They are too risky, and I think it is
clearly demonstrable they involve conflicts of interest that add to
the uncertainty and risk.

Senator WARNER. So you would see some system whereby there
might be bright-line prohibitions

Mr. VOLCKER. Yes, I see—we suggest some bright-line prohibi-
tions for hedge funds and equity funds, and you asked me about
proprietary trading—you did ask me about proprietary trading. I
think these big financial institutions probably have to have some
capacity, do need some capacity for trading. But if they have very
aggressive trading in very large amounts, where it is not quite
such a bright line, you probably need special attention, and we sug-
gest special attention via special capital requirements if they are
going to engage in those activities.

Senator WARNER. And as you said, sometimes these instruments
get ahead of the regulators, and how do you

Mr. VOLCKER. No question about that.

Senator WARNER. You do not want to stifle innovation, but it
seems to me that some of these instruments recently were more
ab(l){l‘l?t fee generation than they were about appropriately pricing
risk?

Mr. VoLCcKER. Well, I think that is true, but there is plenty of
room for innovation outside of the basic banking system, and that
is a distinction we make. All kinds of sophisticated capital market
techniques, a derivative explosion which may have gone too far, but
the whole idea of securitization could be developed outside the
banking system. To the extent it is inside the banking system, we
say, well, the bank should hold onto what they securitize. That is
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a traditional function. But outside, they can engage in all kinds of
trading and——

Senator WARNER. But wouldn’t you say some of these outside
functions now need to have some kind of regulatory——

Mr. VOLCKER. Yes, well, I guess we are trying to say we want
to go relatively lightly, if they are relatively small institutions
without systemic significance. But if they get big enough—and
some of the hedge funds have, and we had the experience of Long
Term Capital Management in the past where, rightly or wrongly,
people thought it had systemic implications. Then you have to
think about leverage requirements and capital requirements and li-
quidity requirements.

I myself think that would just be a handful of those institutions,
and most of them—we do call for reporting and registration, but I
do not think they would take heavy regulation.

Senator WARNER. Well, let me follow up on Chairman Dodd’s
question as well, one of the points he raised. A lot of your focus
is on systemic risk. We have heard the comment a lot in the pop-
ular press, you know, certainly these institutions are “too big to
fail.” On a going-forward basis to try to alleviate that systemic risk,
shoul)d there be some examination of sizing of some of these institu-
tions?

Mr. VOLCKER. Yes, well, we make a fleeting reference to that ac-
tually in the report. There is now more concentration than you ever
had in the United States. The degree of concentration is not as
great as many foreign countries have, but it is very large from our
history. And I think that is a question you want to ponder. It has
got political, obviously, as well as economic circumstances, whether
there is such a thing as not only “too big to fail,” “too big to exist.”

Senator WARNER. Right.

Mr. VOLCKER. And it has got—we certainly have seen how dif-
ficult it is to manage these institutions given the variety of func-
tions they have been performing. Now, we suggest that their func-
tions be simplified. That would be easier to manage. But, still,
there is in present law, as you know, a limit on deposit-taking. I
think it is 10 percent. You cannot go beyond 10 percent. Back when
I was Chairman, we once suggested 5 percent, which some people
thought was too big. Now it is 10 percent.

You know, it raises a question at some point. When is enough
enough?

Senator WARNER. Right.

Mr. VOLCKER. And I think you ought to look at it.

Senator WARNER. One last question. Over the last decade, as
somebody who spent some time in the financial markets, there has
always been the argument, oftentimes from our friends in the UK.,
you know, to come over to their markets. Wall Street was com-
plaining that if there was additional regulation, we would see a
flight of all these firms abroad, development of new money centers
all around the world with not as stringent a regulatory structure.

In light of this complete worldwide collapse, do you think there
will be an ability to come up with some strong international stand-
ards? Or are we going to be able to patch this over and still have
a few 2-years later, 5-years later, a rush to the bottom as firms try
to go around the world to find the least regulatory——
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Mr. VOLCKER. I think we have had a real wake-up call, here and
elsewhere, in Europe, Japan, China. And this wake-up call I hope
is strong enough so that we will emerge from this with consistency
and the basic regulatory and supervisory framework. If it does not,
I would still do what we think is appropriate here and let them go
if they want to be in——

Senator WARNER. Even if we have a regulated system, you could
make the argument that might be the safer system.

Mr. VOLCKER. Yes, and I think in the long run—suppose we now
had a strong regulatory system, and it was Europe and Japan and
elsewhere that was in worse shape. All the money would be flowing
into us because it was the strongest system.

Now, unfortunately, that is not the case right now. But it should
be the case. What should be the case is we have a high degree of
uniformity. And I do not think that is impossible. You already have
that pretty much in the capital area. Now, that is just one area.
You have got a lot of other areas—the hedge fund regulation, rat-
ing agency regulation, accounting is one place where I am sure—
I have a special background here, but I think we should have uni-
form accounting around the world.

Senator WARNER. If I just follow where you are headed, you
would actually say a strong regulatory system with appropriate
oversight in this country would not be counterproductive to the
continued growth of capital markets in the United States. It might
still be a long-term benefit to our country.

Mr. VOLCKER. Yes. That does not mean you want unproductive
regulation. Good regulation we ought to have, regardless of what
the rest of the world does.

Senator WARNER. All right. Thank you, sir.

Chairman DoDD. Thank you very much, Senator. I asked some-
one once, “Why do you think it is that the world comes here?”’—
talking about, obviously, not the present day, but a little time ago.
“Why does the world come here and bring its wealth?” The answer
I was given, two reasons: one, we are very good at making money,
and as importantly or more importantly, it was a safe place to be.
You might make a bad bet, but you were not going to lose your
money because the system was corrupt or did not work. And I
think that is the point that Senator Warner is making, and I think
if you have a strong, sensible, balanced regulatory system, the
world could also follow us. They may not join us, but they will
move in that direction.

Mr. VOLCKER. I have hopes that, given what has happened, you
will get some uniformity. You know, the argument always was we
will lose all this business to London. Well, London has got the
problem at least as much as we have, and I think that is generally
recognized at this point.

Chairman DoDD. Senator Johanns.

Senator JOHANNS. Thank you, Mr. Chairman.

In reference to your last comment, I will offer an observation,
and that is that the financial crisis is bad enough; where I do think
there is a good chance of uniformity, just as you suggest, I think
over time it is hard to sustain that. Why? Just simply because one
country is going to look at this and, you know, when things sta-
bilize—and hopefully they will stabilize—that country is going to



18

say, you know, we could get more banking business here if we
tweaked this a little bit and tweaked that a little bit. So you almost
need to think about what mechanism you have in place to deal
with that economic phenomenon. Countries want business, and
they are going to do things. Sometimes over time we see it is bad
judgment, but I would just offer that observation.

A couple more observations, and then I would like to ask you a
question. It seems to me—and this is so complicated. It is hard to
say there are a couple of reasons for what is going on, but it seems
to me that there are two really, really important things that really
have led in a substantial way to this financial crisis.

Number one is whatever mechanism was in place to evaluate
risk accurately just failed. Highly compensated, enormously bright
people being advised by the best in the business simply lost their
way when it came to evaluating risk.

The second thing was that, for whatever reason, as regulatory
agencies or departments tried to get a handle on this, it was very
difficult for them or they dropped the ball, or whatever, in terms
ofkthemselves blowing the whistle on unreasonable risk being
taken.

Those two things strike me as really fundamental to what we are
dealing with here. If you agree with that statement, I would really
be interested, Dr. Volcker, in your educating us on how your rec-
ommendations would deal with that, number one, the failure to ac-
curately evaluate risk and, number two, the failure, for whatever
reason, to blow the whistle on that risk.

Mr. VOLCKER. Well, we have got a lot of rhetoric in this report
about the importance of risk management and trying to deal with
the problem you have and the failures of risk management in our
leading financial institutions—partly, and importantly, because the
complexity became so great that we lost sight of how to measure
the risk.

Now, I have got a point of view on this, but the markets were
taken over by financial engineers. They were mathematicians. They
were not market people. They somehow thought that financial mar-
kets would follow the laws of physics or some natural law and ev-
erybody had a nice, normal distribution curve. And they kept being
surprised by outlying events. Well, they seemed outlying if you
thought of the world of a normal distribution curve, but that is not
the world of finance that I know. Financial markets are affected
today by what happened yesterday, and what is happening right
now affects thinking and affects what happens tomorrow. So you
get people going to extremes in both directions. And these financial
engineers kind of thought that they had the answer to how to
measure risk and take care of it.

Things were very complex. When you mixed together these enor-
mous compensation practices, the enormous gains possible, with
obscure financial engineering, you had a recipe for extremes, I
think, that kind of came back to haunt us.

Senator JOHANNS. If I might just

Mr. VoLCKER. That will be addressed by what is happening, but
so much of the best talent in the United States is going off into fi-
nancial markets. I wish more of it would go building bridges in-
stead of financial markets.
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Senator JOHANNS. If I might just offer another observation, and
your thoughts on compensation, I think, really warrant this Com-
mittee kind of digging deep on that issue. But there is another
piece to it, too. There was a point in time where someone was com-
pensated based upon the quality of the loan that they wrote. You
know, when I bought my first house, you didn’t get that loan unless
you had a reasonable chance of continued employment, you had 20
percent down in the bank, et cetera. However, the compensation
structure turned to how many loans you could write and bundle
and then sell, and like I said, nobody was figuring out how to
evaluate the risk, or if they did, they threw all the rules out the
window.

Mr. VOLCKER. Well, I think that is a good example. In the old
days, you had a customer. You evaluated his ability to pay, the
value of the house, and so forth. But then they came along and
said, well, look. If we put 80,000 of these loans together, our statis-
tical analysis says 85 percent of them will be OK and the result
was you put poorer and poorer loans in the package. It turned out
that 85 percent were no longer good, and that is where we are.

Senator JOHANNS. And the frustrating thing about that, and I
will wrap this up, for the average citizen out there is that 15 per-
cent now has been labeled toxic assets and somehow the taxpayer
feels like they are being imposed upon to own that risk today and
they are saying, “why me?”
hMr. VOLCKER. I don’t know how you want me to respond to
that——

Senator JOHANNS. You don’t have to respond, Doctor. You
are——

Mr. VOLCKER. There comes a time when you have to support
these institutions in the interest of the greater good and the sta-
bility of the markets. But one of the difficulties in this whole busi-
ness is very much commented on today, is how you price those as-
sets when the taxpayer takes them over.

It is possible you could think of a scenario where if the taxpayer
has to take them over and the markets are stabilized, the taxpayer
may actually make money. But you certainly don’t want to go into
it with the taxpayer unnecessarily losing a lot of money. But it is
a very—this is all complex enough so it is very hard to unscramble
all this stuff.

Senator JOHANNS. Thank you very much.

Chairman DopD. Thank you, Senator. Very good questions.

Senator Reed?

Senator REED. Thank you, Mr. Chairman, and thank you, Chair-
man Volcker, for not only your testimony, but for your service on
this G-30 Commission as well as so many other commissions.

We have been confronted with a long to-do list by the G-30 re-
port, but our capacity is limited. I wonder, could you focus on what
you consider to be the top two or three systemic risks that should
be dealt with immediately? A sense of priority, I think, would
help—I will speak for myself—would help.

Mr. VOLCKER. Well, when you say immediately——

Senator REED. Well, immediately in the

Mr. VOLCKER. First of all, we are going to have—I am not sure
this is what you meant in asking the question—it is going to cost
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more money to deal with this financial crisis. There shouldn’t be
any mistake in your mind about that, that this has deteriorated to
the point where it is going to take Government support in the in-
terest of overall economic stability and recovery, and it is going to
be lots more billions of dollars. I don’t know how many. But that
is necessarily a priority, which I hope and believe the administra-
tion will face you with shortly.

Now, looking ahead, I think we rather put the priority in what
I put in my statement as our first point, that you have got to take
these big protected institutions, particularly the large ones, but all
the banks are going to be protected to some extent, and you have
got to develop apparatus for protecting, but you have also got to
limit what they can do, and you want to do that as intelligently as
you can, because you want them to compete. You want them to be
innovative in providing services. But you don’t want them taking
a kind of risk that is inconsistent with the fact that at the end of
the day, Government support is in the background. Now it is in the
foreground. But ordinarily, it is in the background. And I think
that is the, I think, the most fundamental thing.

But there are so many things that need attention that it is hard
for me to rank them in priority. The accounting problem is a real
one. And apart from the fact of the desirability of uniformity, and
there has been a lot of progress in that area. That is one area I
think we are going to get uniformity, and we should get uniformity.
But then uniformity is one thing, but uniformity according to what
standard? And there, there is a problem with all this mark to mar-
ket business and fair value accounting. When should that be ap-
plied? When should it not be applied? If it is not mark to market,
what else do you do?

My own feeling is that is something that has to be thought about
by the regulators themselves and they ought to have a voice in the
accounting for the basics, banking anyway, banking, insurance
companies. But intellectually, that is a very tough problem.

Senator REED. Let me ask this related question. We are debating
a significant recovery package at the moment. That, I would think,
would complement any efforts we make to further aid the financial
institutions, because without this recovery package, then the poten-
tial hole has got to be much bigger. Is that your view, also?

Mr. VOoLCKER. That is right. No, you have got kind of a three-
legged stool. You have got the stimulus package to help provide di-
rect support to the economy. You have got to have the financial
package to unleash the flow of credit. And then related to both
those things, I think you have got the individual mortgage problem,
which nobody has figured out how to deal with very effectively, but
it is an important part of the problem. So you have got to advance
on all those fronts.

Senator REED. Let me——

Mr. VOLCKER. Let me just point out——

Senator REED. Yes, sir?

Mr. VOLCKER. the obvious. If you didn’t have the stimulus
package, let us say, the worse the economy gets, the more problems
you are going to have in the banking system. That is obvious.

Senator REED. And the bigger the hole that has to be filled.

Mr. VOLCKER. The hole gets bigger.
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Senator REED. In the G-30 report, the reported noted that credit
rating agencies are not held legally accountable for their ratings.
Do you believe that has to change?

Mr. VOLCKER. I believe this is an area that has to be reviewed.
We made a few suggestions in the report, including the one that
you mentioned. I don’t feel that that is the last word, frankly, what
we say in this report. The whole compensation structure is impor-
tant and we allude to it, but we don’t say what the answer is. I
am not prepared now to say I think I know the answer to that, but
it is not an unimportant question, obviously.

Senator REED. Let me ask you a final sort of set of questions.
The Chairman raised the issue of 1,800 economists at the Federal
Reserve. Did anyone sort of notice the implications of the housing
bubble building up and other problems? The Ranking Member has
talked about sort of looking into the regulatory practices of the
Federal Reserve, particularly regulating these large institutions.

My assumption is that on a daily basis, the Federal Reserve
would have hundreds, perhaps, of examiners within these institu-
tions. Why wasn’t anyone aware of some of these off-balance sheet
devices, liquidity puts? Was it an area of concern? Was this an
issue they were aware or, or were they completely blindsided? I
think it goes to the point of trying to discover who knew what
when so we have an idea of how we can restructure the

Mr. VOLCKER. I do not know the answer to your question. A per-
fectly reasonable question. I was not there. I can’t answer the ques-
tion.

Senator REED. That is a perfectly reasonable response.

Thank you, Mr. Chairman.

Chairman DobpD. Thank you.

Senator Bennett?

Senator BENNETT. Thank you, Mr. Chairman.

Dr. Volcker, welcome. We have had three simultaneous bubbles.
They haven’t burst simultaneously, but they were going on simulta-
neously. We have had the housing bubble. We had the oil bubble.
And then we had a credit bubble. The oil bubble, everyone who
pumps gas is delighted that it has burst. Everyone who produces
gas and oil is probably a little sorry that it has burst. But all of
the dire consequences that we heard predicted with respect to the
oil bubble are now no longer on the front page and we no longer
talk about the oil shock and its impact on the economy and the rest
of us because the price——

Mr. VOLCKER. What about the opposite? The price isn’t high
enough to stimulate the

Senator BENNETT. That is right. It has gone from $145 a barrel
to $35 a barrel and then bounced around. But that is a bubble that
burst and a collapse that happened very rapidly and the American
motorist is delighted.

The housing bubble has burst and we don’t know where the bot-
tom is. It is uneven across the country, and that is why I am a lit-
tle suspect of the Case-Shiller number, because that takes the
worst parts. There are some places in the country where housing
prices have actually risen, but the mortgage problem remains very
much a difficulty because nobody knows what the securities are
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worth. They don’t know how much toxic paper they have, and so
on.
Let us talk about the credit bubble. It is different from the clas-
sic bubbles of the housing bubble and the oil bubble, but we still
don’t have a firm handle on what is happening with respect to
credit. We don’t have any kind of normalcy. There was a time when
credit was enormously available. Now, it is almost not available at
all, except again, like the housing thing, there are some parts of
the country where it is available, or there are some markets where
it is available and others where it is not.

Look into your crystal ball and tell me, or tell us what it is going
to take for the credit bubble to resolve itself and how long you
think that might be.

Mr. VoLCKER. Well, I won’t profess to know the answer to that
question with any reliability. It is going to take some time. We are
not at the end of this business. And I think the immediate chal-
lenge is to provide some basis for greater confidence in the banking
system and in lending. You know, it is kind of a spiraling process.
The worse the economy gets, the less confidence there is, and the
less confidence there is, the more difficult creditors and the worse
the economy gets.

So we have got to break into that cycle, and I think that is why
I emphasized earlier the importance of dealing with the banking
situation. It is going to cost some money. And if we do that effec-
tively, then I think we could begin seeing the end of this. But it
is, I don’t know how many months, but it is not going to be over-
night.

Senator BENNETT. It is not going to be soon——

Mr. VOLCKER. We have had a great shock to confidence and trust
in markets and these markets depend upon confidence and trust
and it is going to take a while to restore that.

Senator BENNETT. It is not going to be soon and it is not going
to be cheap.

Mr. VOLCKER. And it is not going to be cheap.

Senator BENNETT. Now, since you have put your finger, I think,
on the real core of all of this, which is confidence, you talk about
a three-legged stool, a stimulus package, something, for want of a
better summary term, I will call more TARP to deal with the finan-
cial institutions, and then resolving the mortgage crisis. I am per-
fectly willing to go down all three roads, but what happens if we
pass a stimulus package that is not stimulative? Doesn’t that
produce a greater hit to the confidence circumstance than if we did
nothing?

That is what I think the debate is all about. I don’t subscribe to
those who say, well, we want the economy to fail because then
Obama will fail and then the Republicans will come back. This is
one Republican who rejects that, absolutely, and for the good of the
country.

But it is one thing to say, let us pass a stimulus package. It is
another to be sure it is going to be stimulative. It is one thing to
say, well, let us shore up the financial institutions. Then it is an-
other thing to be sure that the way we do that is going to be help-
ful, and so on. Can you give us your advice as an economist as to
what you think is the most stimulative?
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Mr. VOLCKER. Well, I want a stimulus package that stimulates.

Senator BENNETT. Well, we all stipulate to that.

Mr. VOLCKER. To the extent—you know the dilemma here—to
the extent you can take action that not only stimulates but is in
accordance with some longer-term needs of the economy, obviously
you are sympathetic toward that. I am sympathetic toward that,
and that, among other things, leads you to infrastructure.

Senator BENNETT. Right.

Mr. VOLCKER. The problem is, that takes time. So what do you
do in the immediate future? There are things that are very compel-
ling in the short run in terms of helping people that are out of
work in terms of unemployment compensation and other things
where there is the pressure of immediate money in their hands.
But when you take those two different kind of extremes, both use-
ful, put it together in as good a package as you can and get it
passed, would be my advice. I am not an expert on all the particu-
lars of this program. I haven’t looked at it. But I am aware of the
debate. But I hope that gets resolved in a constructive way as
quick as you can.

Senator BENNETT. I have talked to some bankers who say, well,
the injection of capital that has come as a result of TARP is not
only welcome, but essential, but we still do not have sufficient cap-
ital to make any loans. We have sufficient capital to sustain our
present balance sheet, which we didn’t have before. But we are un-
able to attract any private capital and we are unlikely to get any
more public capital. Do you have any prescription for us as to what
we should be doing there with respect to——

Mr. VOLCKER. Well, I don’t know what the administration is
going to propose, but I suspect there is going to need to be some
public capital—

Senator BENNETT. And then——

Mr. VOLCKER.——maybe quite a lot of it.

Senator BENNETT. Then the question arises, in what form? The
first TARP, for which I voted, contrary to my friend, Senator
Shelby, was sold to us on the basis that it was going to acquire the
toxic assets and clean up the balance sheets of the bank, and then
it changed toward a program of buying preferred stock or making
some other kinds of loans, warrants, and so on. Along with Senator
Dodd, I agreed we ought to give the Secretary of the Treasury full
authority to do whatever he thought was best, but the track record,
at least coming from somebody’s analysis, has been a little bit spot-
ty as to whether that is

Mr. VOoLCKER. Well, I think it is fair to say, if you look back over
the last 6 months or so, that they were kind of repeatedly fire-
fighting, on some crucial weekends in particular, and it may have
been successful or unsuccessful in particular cases, I think mostly
successful in putting out a particular fire, but it didn’t come across
as being very consistent and very credible in terms of what comes
next and I think we have suffered from that. And what we need
now is, I think, a kind of comprehensive program that recognizes
the breadth of the problem—it is not just one or two institutions—
and provides a framework for dealing with this in a consistent way.
I think that is essential to get confidence back in this situation. I
hope that is what is going to happen in the next couple of weeks.
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Senator BENNETT. Thank you very much.

Chairman DoDpD. Thank you, Senator Bennett.

Just a quick question before I turn to Senator Schumer. In your
view, Doctor, looking back, did we do the right thing in early Octo-
ber in supporting that TARP program or not?

Mr. VOLCKER. You know, it is very hard to sit on the outside and
say what should have been done in particular circumstances. All I
know is something had to be done. Whether it was perfect foresight
or whatever, we could have done it differently, you mentioned the
TARP program, which was designed in the first instance—I had ac-
tually written something about it before it happened and suggested
that we get rid of some—buy up some of these so-called toxic as-
sets, and that was the original intention and then they switched,
maybe for good reason. But the whole thing wasn’t as persuasive
as it might have been.

Now understand, as time goes past, these loans are getting
worse. They are not getting better because the economy is worse,
so that makes it more difficult.

Chairman DoDD. So the answer

Mr. VOLCKER. Well, the answer, as I say, I think you need, apart
from the stimulus program, you need a program that looks big
enough, powerful enough, across the board enough, not that it nec-
essarily has to be applied, but you have something there that can
be applied in terms of further deterioration of the market or indi-
vidual institutions. You hope that by the mere fact of being there,
confidence might begin to be restored. The better looking the pro-
gram, the less you have to use it.

Chairman DoDD. So I think I hear you saying, yes, you agree
that it should have been done. How it was executed is another mat-
ter. Is that a fair characterization?

Mr. VOLCKER. I think—yes, I think so.

Chairman DoDD. Senator Schumer?

Senator SCHUMER. Thank you, Mr. Chairman, and thank you,
Mr. Chairman. It is good to see you. I have been on Banking Com-
mittees for 28 years and I think you have been testifying before
them for about 28 years.

Mr. VOLCKER. Just about.

Senator SCHUMER. So it is good to see you. I have an opening
statement, Mr. Chairman. I am going to forego reading it. It out-
lines my general views on regulatory reform, including a much
more unitary—well, controlling systematic risk, ensuring sta-
bility—I have always thought all holding companies should be reg-
ulated by one regulator, maybe the Fed, maybe not, but one regu-
lator, and I know you have been asked about that—unifying our
regulatory structure—we have too many regulators, too many holes
between the cracks, too many conflicting organizations. Third, reg-
ulating the currently unregulated part of the markets, both instru-
ments and entities, hedge funds and others. We need to do that.
Fourth, to recognize that we are in a global financial world, global
solutions, and increase transparency. Those have been my five
principles. I wrote an op-ed about this about a year ago and I have
been sticking with them. It hasn’t changed. So I ask unanimous
consent that that be put in the record.
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Senator SCHUMER. I would like to focus on the international part
first, because to me, the biggest challenge we face when we set up
a new system of regulation is not what we do here. I think there
is sort of a consensus. I mean, I have heard Chairman Dodd has
said, Chairman Frank, the administration, they are very similar to
the five things that I have outlined here. But how in this inter-
national financial world, with a national system of regulation, don’t
you always flee—doesn’t money always flee to the lowest common
denominator? And if we regulate swaps here or regulate hedge
funds here, they just migrate to a place where they are not regu-
lated because the individual operators, regulation is a common
good.

Mr. VOLCKER. Well, I expressed some optimism on this point ear-
lier, before you came in

Senator SCHUMER. Good. Well, I welcome hearing again, because
there isn’t much——

Mr. VOLCKER. I have optimism only because this crisis is so seri-
ous. We here in this country, in the U.K., in Japan, potentially in
China, have never seen anything like this, and so this kind of fo-
cuses the mind. I think the leaders in Europe and the United
States, Canada, Latin America, they are all interested in this sub-
ject.

You have a forum in the G-30. I don’t think it is an ideal forum
for this purpose, frankly, for getting into the detail, but it is a good
forum for making sure that somebody else does it. And we do have
some international bodies that are making progress.

In many of the areas that you would be concerned with, take
hedge funds, the Europeans are more concerned about regulating
hedge funds than we are.

Senator SCHUMER. You know, I am not so worried—I mean, al-
though the details, look how long it took to get some agreement on
Basel and the capital accords.

Mr. VOLCKER. Right.

Senator SCHUMER. Everyone had general agreement and it took
five or 10 years to get this done.

Mr. VOLCKER. Now wait a minute, I was largely, or importantly
responsible for the first so-called Basel Agreement. It only took 2
years.

Senator SCHUMER. Right, but Basel II took much longer.

Mr. VOLCKER. The revision took much longer because we did
such a good job the first time.

[Laughter.]

Senator SCHUMER. But, you know, in this new global world, Hong
Kong could decide that they don’t want the Western consensus.
They will go for the short-term hit of having——

Mr. VOLCKER. I——

Senator SCHUMER. You know, it is just difficult.

Mr. VOLCKER. Look, one area where this is front and center is
in accounting——

Senator SCHUMER. Yes.

Mr. VOLCKER. and I have a special interest in this because I used
to be the Chairman of the International Accounting Standards
Committee.

Senator SCHUMER. Right.
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Mr. VOLCKER. And there, the suspicion in the United States has
been our U.S. GAAP is better than anything else and that we have
international accounting standards and we ought to adopt U.S.
GAAP. Well, I think that has been proven to be a bit of an illusion.
U.S. GAAP is not God, either——

Senator SCHUMER. Right.

Mr. VOLCKER. and there are lots of problems, and I see no rea-
son—I do not believe that the international standards are in any
sense weaker than GAAP. They are more principle-based

Senator SCHUMER. Yes.

Mr. VOLCKER. but in terms of the substance, they are no
weaker, and there has been a lot of progress.

Now, there are political pressures on the international standard
setters and we ought to be alert to that and those pressures, frank-
ly, are—well, they are in the United States, too, but they are par-
ticularly strong in Europe, and I think we all have an interest in
maintaining the independence of the standard setters and we want
to put pressure on them to do a good job.

Senator SCHUMER. Yes.

Mr. VOLCKER. But I think that is a promising area and a very
difficult area.

Senator SCHUMER. Yes, it has been difficult, the most difficult.
My worry is a year from now, when we begin to see the light at
the end of the tunnel here, say China will decide they want to gain
the immediate advantage and just set up rather sophisticated

Mr. VOLCKER. No, but we——

Senator SCHUMER. trading operations, and it just——

Mr. VOLCKER. We said

Senator SCHUMER. My experience——

Mr. VOLCKER. We said earlier, if we have got good regulation,
and good is not synonymous with a lot of regulation necessarily,
but if we have intelligent regulation and the rest of the world
doesn’t follow us, well, that is too bad, because I think in the end,
it will be recognized that we have the best and the business will
come here.

I am tempted to say, because this is not the first time I have
been before this Committee and this problem arising in the United
States, where when you talk about—the Senator talked about ev-
erybody wants to tweak the regulation to their advantage.

Senator SCHUMER. Yes.

Mr. VOLCKER. That is true of American States. They are always
trying to tweak——

Senator SCHUMER. Of course.

Mr. VOLCKER. financial regulation to the advantage of par-
ticular States. So we have had a certain experience there.

But all I can say is if we can’t deal with this now, given the ex-
tent of the problem not just in the United States——

Senator SCHUMER. Around the world.

IXIr. VOLCKER.——but around the world, we have an opportunity
to do it.

Senator SCHUMER. Yes. I agree, it is a unique opportunity. It is
just my experience has shown everyone agrees 10,000 feet up, and
you start getting into the details and they don’t, and then there are
new instruments that come along and new opportunities for one
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country to gain on the other and they trade that short-term benefit
to everyone’s long-term detriment. But good. I am glad you are op-
timistic.

Mr. VOLCKER. One thing I would say in that connection, maybe
I am optimistic and out of it and don’t know what is going on, but
there are bodies

Senator SCHUMER. I doubt that.

Mr. VOLCKER. internationally to deal with this, and to the ex-
tent it can be left to these more or less expert bodies, and account-
ing is one example, but the Basel Committee is another exam-

ple
Senator SCHUMER. Yes.
Mr. VOLCKER.——and there are several other examples, the polit-

ical leaders ought to put pressure on those expert groups. When
they try to do it themselves——

Senator SCHUMER. I understand.

Mr. VOLCKER.——I think you get a problem.

Senator SCHUMER. All you need is one significant outlier to throw
off the—to toss up the apple cart.

One other question, because my time is running out, credit rat-
ing agencies, where there has been real trouble. Do you think the
model ought to change, that we ought to——

Mr. VOLCKER. I mean, I can answer that question yes. But if you
ask the next question, how——

Senator SCHUMER. Yes.

Mr. VOLCKER. I will tell you, I am not ready to make a pro-
nouncement. I think that

Senator SCHUMER. Well, what about the old model, where in-
stead of the issuer paying for it, it was the investor that did?

Mr. VOLCKER. Well, I was surprised to learn, or I had forgotten,
because ever since I have been compos mentis and an adult, I think
the AAA ratings or AA or whatever they were, but 20 or 30 years
ago, they were paid by the investor.

Senator SCHUMER. Exactly. Yes, and it worked.

Mr. VOLCKER. And it worked. It seemed to work. So why can’t
it work again? I don’t know the answer.

Senator SCHUMER. The one—and this will be my last, because
my time is expiring—the one thing people say is that when the in-
vestor pays, the investor doesn’t want to make it public and there
is sort of a public good.

Mr. VOLCKER. Yes.

Senator SCHUMER. What would you think of some quasi-govern-
mental intervention here?

Mr. VOLCKER. I can’t see the governmental agency making the
credit rating. The potential political pressures that will come on,
everybody

Senator SCHUMER. Well, that is why I said quasi. Don’t you think
the Fed is pretty well removed from political pressures?

Mr. VOLCKER. Well, I think the Fed is more removed, properly
SO——

Senator SCHUMER. Yes, it should be.

Mr. VOLCKER.——than any other agency, and I like to think it
has earned that in part over time by competence in the way it acts.
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But I don’t think you just want to pile everything on the Federal
Reserve. At some point——

Senator SCHUMER. Yes.

Mr. VOLCKER. it breaks.

Senator SCHUMER. Well, to clarify, my view would be to go back
to the investor-paid initially. We have got to do something to
change it.

Mr. VOLCKER. Well, I agree with that.

Senator SCHUMER. Thank you. Thank you, Mr. Chairman.

Chairman DoDD. I won’t ask you to comment on this, but since
your knowledge and background in accounting, the FASB model,
and I realize they are very different functions we are talking about
here, but a FASB model has worked fairly well in accounting
standards, particularly when we got away from the industry sup-
porting it and financially underwriting it.

Mr. VOLCKER. Well, that is—the IASB is the FASB model writ
large internationally.

Chairman DoDD. So there is a value in maybe talking about that
model, as well.

Senator Crapo has been, of all the members of this Committee,
probably has worked as hard on Government regulation, reform
regulation as any member, so we welcome your continuing partici-
pation in the Committee, Mike. Thank you.

Senator CRAPO. Thank you, Mr. Chairman.

Chairman Volcker, I want to go back to the Group of 30 report
just to kind of try to understand maybe in a little more detail with
you what was intended by it. I am going to first focus on one of
the concepts that Senator Schumer mentioned—I apologize for my
voice, I might lose it during the questions—and that is the prin-
ciple of unifying our regulatory system.

For some time even before we ran into this crisis, I have been
arguing that we need to unify our regulatory system and really
make sure that we had the right regulatory system for our finan-
cial system and for our capital markets. In that context, as I look
at what we have today, it seems to me we have a lot of overlap
that is unnecessary. We have gaps where there is no regulation
where there should be. And we have weaknesses in some parts of
our system. And what we need to do, as I think you said earlier,
we need to get good regulation, not necessarily a lot of it. We have
got to be thorough. We have got to cover everything, and in my
opinion, eliminate overlaps.

As I look at the first principle of the Group of 30’s report, it talks
about dealing with gaps and weaknesses and so forth in the sys-
tem. But one of your first points is that the activities of banks
should be subject to prudential regulation and supervision by a sin-
gle consolidated regulator. Do I understand you or the report at
that point to be talking about something like merging the functions
of the OCC and the OTS and perhaps other regulators?

Mr. VOLCKER. Well, we deliberately did not get into the specifics.
We were at a high level of generality when it came to the adminis-
trative arrangements. But we do recognize the problem that you
just described and that you had to have some kind of a unified sys-
tem, at least for banks.
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Senator CRAPO. And when you say at least for banks, I noticed
one of your other points was that the activities of large insurance,
investment banks and broker dealers require consolidated super-
vision. Are you not saying essentially the same thing there in other
contexts?

Mr. VOLCKER. Well, I can’t say, speaking in the report, we were
saying the same thing, because we deliberately didn’t want to get
into the detail. I think it is an important subject, but we were con-
centrating on what the substance of the regulation should be. At
some points, we said it should be consistent. But we didn’t opine
about who should do what.

Senator CRAPO. Well, let me try to take you there, and you don’t
have to speak for the report right now. A lot of discussion has been
made about whether we should have a single regulator like they
have in England, whether we should have three regulators, one for
the systemic, one prudential, and one consumer protection

Mr. VOLCKER. Well, one of——

Senator CRAPO. Do you agree with those approaches or that idea
of consolidating?

Mr. VOLCKER. I think you should at least explore the idea of two
regulators, which was raised by Secretary Paulson’s report a year
or so ago, that you have one on so-called business practices and
consumer protection and investor protection and one on prudential
safety and soundness concerns. They overlap. They are not entirely
separate, but there is substantial difference between those two ap-
proaches. In fact, there is enough difference in approaches you will
get a clash between those agencies. But maybe that is healthy——

Senator CRAPO. Right.

Mr. VOLCKER. instead of just having one. Now, you take the
English pattern, they went all one way and away from the Central
Bank. Now, that didn’t work so well in terms of crisis. So how do
you get what we did say very clearly is whatever system you
have, you had better get the Central Bank involved enough so they
can respond effectively to a crisis.

Senator CRAPO. And that is consistent also with Secretary
Paulson’s blueprint——

Mr. VOLCKER. Yes.

Senator CRAPO.

Mr. VOLCKER. Yes.

Senator CRAPO. One other point that was made in the report is
that the money market mutual funds that were wanting to con-
tinue to offer bank-like services should be required to be reorga-
nized as special purpose banks. Could you expand on that a little
bit? What was intended by that?

Mr. VOLCKER. Well, what was intended by that—you go back in
history a little bit. Money market funds developed because—to es-
cape regulation, effectively. This is a way to provide a banking
service outside of banks, and they had some competitive advan-
tages because they weren’t banks and they didn’t subject to bank-
ing regulations. So when a crisis came along, the framework was
not adequate. In some cases, they were owned by rich parents and
it was OK. When they weren’t owned by a rich parent, you had a
collapse with widespread repercussions.

in terms of the suggestions made there?
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We said, you should not essentially say we should not have insti-
tutions out there that promise to act like a bank, but they are not
regulated and protected like a bank. And if they are going to be
protected de facto, which is what happened here, in effect, they got
a free ride, and they shouldn’t have gotten a free ride. So if they
are going to act—if they are going to talk like a bank and squawk
like a bank, they ought to be regulated like a bank.

Senator CRAPO. Well, one of the principles that I tend to follow
as I approach this issue is that similar products or similar func-
tions should be regulated with the same rules or by the same regu-
lators. Would you agree with that principle?

Mr. VOLCKER. Well, I think if you adopted that regulation on
money market mutual funds, the natural thing would be to have
the same regulator as the banking regulator.

Senator CRAPO. Thank you. One more thing I would like to ask
a little clarification on and that is your comment and the report’s
comments about the way we should handle our GSEs, Fannie and
Freddie. You indicate that a clear separation of Government finan-
cial support from the private profit-seeking sector of this should be
done. It is not clear again whether you are saying that we should
nationalize the Fannie and Freddie functions or whether we should
withdraw the Federal guarantees or accomplish the Federal guar-
antees in some other way. What exactly are you saying?

Mr. VOLCKER. We are saying that is your choice. You ought to
do one or the other.

[Laughter.]

Senator CRAPO. All right.

Mr. VOLCKER. You shouldn’t leave them hung up in between, be-
cause it is confusing and when you got into trouble, were they pub-
lic agencies or were they not? And if they were acting in the public
interest, were they doing right for their fiduciary responsibility to
the stockholder? I think they got placed in an impossible position.
They were supposed to be important constructive factors in the
mortgage market. The crisis came along and they were so over-ex-
tended in pursuit of their stockholder interests that they couldn’t
perform the public function. And if they performed the public func-
tion, their stockholders would squawk. And you shouldn’t permit
that to happen.

Senator CRAPO. Thank you very much. Just one last question,
and really, this is sort of a summary to go back to what we have
already talked about and that you have already expressed a com-
ment on, but I would just like to explore it a little further with you,
and that is it seems to me that right now, depending on whether
you count the FDIC, there are six or seven Federal regulators with
overlapping responsibilities in some cases, and as I said earlier,
gaps in some places and so forth.

It seems to me that regardless of the specifics, that Secretary
Paulson’s blueprint, the Group of 30 report, even though it didn’t
get into the details, and a number of the other reports that have
dealt with this same issue have all concluded that we have too
complex a system that needs unifying and simplification. Now,
whether we go to a single regulator or whether we go to a smaller
number than the seven that we have now, that we need to simplify
and reduce the number of regulators and clearly identify the func-
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tions they are regulating and then move forward from there. Is
that general statement something you could agree with?

Mr. VOLCKER. Yes, I agree with that, but I guess what I would
say is when you get to that stage, that stage ought to be second.
I don’t mean it should be way off, but you ought to have some feel-
ing about the substance of the regulation and then decide who
should do it rather than decide who should do it and worry about
the substance afterwards.

Senator CRAPO. Agreed, and in that context, just to help me in
my mind, I am starting to think of that substance part of it as
something focusing on systemic risk, prudential regulation, and
then consumer protection, and there may have to be some other in-
surance aspects or whatever.

Mr. VOLCKER. Yes.

Senator CRAPO. But would that tend to be the kind of thing you
were talking about?

Mr. VOLCKER. I think it is one of the possibilities, yes. A good
possibility.

Senator CRAPO. Thank you very much.

Mr. VOLCKER. The report doesn’t say so, but——

Senator CRAPO. I understand. I understand.

Chairman DoDD. No, and let me just say, too, I appreciate Sen-
ator Crapo’s longstanding involvement in this and I think we are
sort of heading in the same direction on a lot of this. Obviously,
the devil is in the details, a lot of it, but you are getting sort of
a consensus emerging up here and some ideas and thoughts in this
direction. That is why your testimony is so tremendously helpful.

I can’t—first of all, I don’t disagree at all about the conflicting
missions of the GSEs of protecting your shareholder interests and
the public policy notion of housing. I am struck by the notion that
we are sort of doing—aren’t we doing the same thing now? When
I look at Citi and Bank of America and Goldman Sachs and the in-
fusions of massive amounts of taxpayer money, once again, now
you have got the exact same situation we talked about with the
GSEs. In effect, we have a massive amount of public money going
in, so that we are setting public criteria on private institutions.
What is the difference?

Mr. VOLCKER. Well, the difference, I hope, is that this is a reac-
tion to a particular emergency and it is transitional and nobody is
thinking you are keeping it that way.

Chairman DobpD. All right. I hope so.

Senator CRAPO. You are right, and I hope so, too.

Chairman DoDD. Let me just also, and Senator Shelby had to go
on to another meeting, let me just in a sense respond and ask, as
well. I mean, look, we obviously know that we have got to go back.
We are reviewing all the time how we get here. We are asking ev-
eryone what their thoughts were on how this happened and it is
a very important question. None of us disagree with it.

As the Chairman of a committee here, and all my members serve
on other committees, as well, and we have obviously got a very im-
portant agenda to deal with, not the least of which is the mod-
ernization of the regulatory structure and some sense of urgency,
I happen to believe, and I think you have implied this, if there is
any silver lining in all of this right now, it is that I think there
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is a willingness and an understanding that we have to move. In the
absence of this moment, if this were, quote, “normal” times, I think
we would have a hard time engaging in this debate and discussion
because of the vested interests that don’t want anything to change
at all. So we have been given a moment, unfortunately, here, trag-
ically, I might add. But it is a moment.

Now, what do we do with the moment, and my fear is that if I
end up squandering a year going back and reviewing for the next
number of months how we got here—not an illegitimate question—
that I may miss the moment, and I will look back and this Com-
mittee will look back and say, we had an opportunity. Recognizing
the moment, we need to do something about this.

And so I respect immensely the idea that we ought to spend
time, and I want to move carefully, obviously, and deliberately. But
my concern is if we miss the moment, we will find ourselves in a
deeper hole for a good many years to come.

So let me ask you, Doctor, if I can, do you sense that, as well?
Should this Committee and the others responsible, obviously the
House and the President, the executive branch, move? And again,
as I sensed it, your priority would be to deal with systemic risk up
front and soon. Is that correct?

Mr. VOLCKER. Yes, you know, with all deliberate speed.

Chairman DoDD. I agree.

Mr. VOLCKER. I am not enchanted by, you know, talking about
combining the SEC and the CFTC. It is an important issue, but do
that as part of the whole thing. Just don’t pick out particular
issues like that, in my view, but I——

Chairman DoDD. Deal with the totality of it. And an issue that
Senator Crapo brought, and I care about, as well, is sort of the
forum shopping that went on by the major interests that restruc-
ture themselves in order to pick out a regulator. It is all back-
wards, in a sense. We should be determining who is going to be
regulated, not you choosing who you are going to be regulated by,
and that has been a constant problem, as well.

So as I hear you say it, the systemic risk would be the area you
think we ought to be aggressively pursuing, carefully but aggres-
sively pursuing. Am I correct?

Mr. VOLCKER. Yes.

Chairman DoDD. Do my colleagues have any additional ques-
tions? Senator Warner?

Senator WARNER. One quick question. Thank you, Mr. Chairman,
and I had to step out for a moment, so if Senator Crapo asked this
question, I apologize.

One of my questions earlier was about the argument over the
last decade, if we added more regulation, how the capital markets
would migrate elsewhere, and it seemed like, and I was one of
those folks who held up what looked like the model in the U.K. as
maybe one to go after. Clearly, it has not proven to be all it was
made out to be. Is there some other—as we think through this, is
there some other nation around the world that has got a regulatory
structure that you say, hey, as you think through this in America,
look at country X or country Y?

Mr. VOLCKER. I hate to make an advertisement for the Group of
30, but we just issued a big report on that subject. We described,
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I don’t know, what, two dozen countries, different systems. We re-
frained from saying which is best, but we did pronounce a lot of
pros and cons, what looked more promising and the advantages,
disadvantages of different systems.

There seems to be some intellectual and other movement toward
what the Senator was describing of two agencies, one for business
practices and one for prudential. I can’t claim that that is wide-
spread, but there are two or three countries, or four or five coun-
tries that now follow that. For a while, this business of putting ev-
erything in one agency seemed to attract a following. That enthu-
siasm has been a bit dampened by the fact it didn’t solve all the
problems in the U.K.

But those are the two alternatives that need to be looked at. The
United States is big enough and complicated enough, we may have
a system like nobody else’s, but I don’t think anybody is very happy
with the system we have and it takes this kind of a crisis to change
it.

Senator WARNER. Well, you could, Dr. Volcker, maybe you could
share with the Chairman at some point which of those countries
you think might be models or might give us some guidelines or les-
sons we could learn from.

Mr. VOLCKER. We do have—your staff can, I am sure, look at the
report we have on that subject because it does try to describe the
strengths and weakness of different approaches. And there is a
pretty strong feeling, which is not the case in the United States
historically, that similar functions should be subject to the same
regulator and the same regulations, which is——

Se‘z?nator WARNER. So focused on function rather than on institu-
tion?

Mr. VOLCKER. Than by institution, yes.

Senator WARNER. Thank you, Dr. Volcker.

Thank you, Mr. Chairman.

Chairman DobDD. Thank you very much, and Doctor, we thank
you immensely. Let me just recommend, as well, and I am sure you
will agree based on your last comment, why don’t we make avail-
able the staff of the Group of 30, and for any interested members
and their staffs, we will try and set something up and have a ses-
sion where they can go through and do exactly that, get into more
details and the questions back and forth as part of our ongoing ef-
fort here. It might be very worthwhile and we will arrange that to
occur, as well.

And I should have said at the outset, by the way, and I apolo-
gize, Doctor, you and the Group of 30, the people who are involved
in this, I know the names are listed in the report itself, but I want
the record to reflect how much we appreciate that effort. This was
a very comprehensive effort made to examine this

Mr. VOLCKER. Thank you.

Chairman DoDD. and it is appropriate that our first witness
in a series of hearings we are going to be having on this subject
matter comes from this very group that brings a wealth of knowl-
edge and expertise to this subject matter. We are going to hear
from the GAO and staff, who have also been involved in this. I am
going to bring them up here shortly, but I want the record to re-
flect how much we appreciate that effort.
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You have begun a very important discussion, obviously not a
completely comprehensive one, but one that touches on the very
major issues we will have to address in the coming days if we are
going to effectively respond to the challenge of modernizing our
regulatory structure, so I thank you.

Mr. VoLCcKER. Well, I think I can speak for my colleagues that
engaged in the study that we appreciate your interest. We feel it
was worthwhile, so——

Chairman DoDD. Well, this is the moment. This is the moment.
We have been given, unfortunately, a moment.

Mr. VOLCKER. And just in terms of all this competition between
countries and so forth, this is an international report.

Chairman DoDD. I know that.

Mr. VOLCKER. There is no sharp cleavage between people from
different nationalities.

Chairman DobDD. Thank you very much.

We will leave the record open a little bit. There may be others
who couldn’t be here today who would like to maybe submit some
ideas and questions to you, as well, and if you have a chance to
respond to those. We thank you.

Mr. VOLCKER. Thank you.

Chairman DobD. I will invite our second witness up, our second
panel. Welcome to Dr. Gene Dodaro, who is the Acting Comptroller
General of the U.S. Government Accountability Office, the GAO.
Mr. Dodaro has worked for over 30 years in a number of key posi-
tions at GAO, including Chief Operating Officer. He will also be
testifying tomorrow before the Committee on the Troubled Asset
Relief Program, so he is a busy man with being here today and to-
mMorrow.

Mr. Dodaro will be accompanied by two GAO staff members, Rick
Hillllman and Ms. Orice Williams. We thank you for joining us, as
well.

Why don’t you come on up and sit with—have both of you come
up and sit there, because I know you worked very closely on the
details of all of this and I know Mr. Dodaro would appreciate hav-
ing you sit there with him, as well, and respond to some of this.

Again, we thank you very, very much. I am sorry about the
delay, but obviously a lot of questions for Dr. Volcker. So we wel-
come your comments, and again, congratulations on this. All of us
have great respect for the GAO and the work you do, but this is
a very important effort you have put forward and sort of a template
for us to begin this very important discussion of regulation mod-
ernization.
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STATEMENT OF GENE L. DODARO, ACTING COMPTROLLER
GENERAL, U.S. GOVERNMENT ACCOUNTABILITY OFFICE

ACCOMPANIED BY RICHARD J. HILLMAN, U.S. GOVERNMENT
ACCOUNTABILITY OFFICE; AND ORICE M. WILLIAMS, U.S.
GOVERNMENT ACCOUNTABILITY OFFICE

Mr. DopArO. Thank you very much, Mr. Chairman. I appreciate
the opportunity to appear before you and the members of the Com-
mittee this afternoon to assist your deliberations on the financial
regulatory system.

As you mentioned, we in this report embarked on an effort to as-
sist this Committee and the Congress in tracing the evolution of
the financial regulatory system over the last 150 years, how it has
evolved; to talk, second, about some of the developments in the
market that has really challenged that regulatory system; and to
put forth a framework to help guide decisions on how to craft and
evaluate proposals to change the system going forward.

Our bottom line conclusion is that the current system is out-
dated, it is fragmented, and it is ill suited to meet the 21st century
needs of our nation. There are many reasons for this. Three I
would point out, trends that we identified in the report.

First is that the regulators have struggled and often failed to
mitigate the systemic risks of large interconnected financial con-
glomerates or to adequately ensure that they have managed their
own risks. There is no one single regulator charged with looking at
risk across the financial system. This, as mentioned in the earlier
discussions today, is a problem that needs to be addressed.

Second, regulators have been confronted with some large market
participants that are less regulated. Non-bank mortgage lenders,
credit rating agencies have been mentioned here. They are two that
we point out in our report, as well.

Third, both the regulators, consumers, investors have all been
challenged by the emergence and growth of complex financial in-
struments, whether it is collateralized debt obligations, credit de-
fault swaps, over-the-counter derivatives. All these products have
really evolved and introduced new dimensions into the system that
really outpace the regulators’ ability to be able to handle that.

Now, going forward, we think that action needs to be taken. It
needs to be deliberative, as pointed out here in the discussion so
far. And in order to assist this, we outline nine characteristics in
our report which we think are good touchstones.

First is that the regulatory goals need to be clear and articulated
in statute, and the goals really ought to drive the substance of the
organization, as Dr. Volcker mentioned earlier, and they ought to
be in statute so that they can be used to hold the regulators ac-
countable going forward and can provide consistency over a period
of time and ensure that there is consistency in the regulation going
forward.

Next, it has to be—reform has to be comprehensive. The current
institutions and products that, where there are gaps, the gaps need
to be closed and it needs to be looked at in an interrelated set of,
as has been mentioned, in a unified basis going forward.
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System-wide risk needs to be addressed. Somebody needs to be
in charge of making sure that the system-wide risks are monitored
going forward.

It needs to be flexible and adaptable, and by that we mean it has
to allow for innovation, but somebody has to be staying abreast of
risks that are emerging going forward. We know where the risks
are now. What shape they will take in the future is really any-
body’s guess at this point, but we need to have a monitoring system
in place that can triage those risks, make determination, not be to-
tally reactive to the situations going forward.

It needs to be efficient and effective. By this we mean there is
overlapping jurisdictions right now that can be consolidated or
look(eizd to to consolidate so we have an efficient system going for-
ward.

Consumer protection has to be also a paramount consideration
here. Every time we have evaluated an activity for this Committee
or another committee in Congress in terms of whether it is credit
card fees or whether it is mutual fund fees, the disclosures invari-
ably aren’t adequate enough going forward, and I believe there also
needs to be more attention to financial literacy concerns. The Fed-
eral Government has a commission on this, but it hasn’t been—had
a strategic plan, been resourced properly. That needs to be part of
the package, as well.

The regulators have to have the right authorities. They have to
have proper independence, and that involves the funding sources
that they draw upon to ensure that independence going forward.

And last, taxpayer exposure has to be minimized. We believe
that whatever structure is put in place, that future failures are
borne by the cost of the market participants and not by taxpayers
going forward. An example here 1s what is set up currently in the
Bank Insurance Fund, where fees are paid and then institutions,
if they fail or are taken over, then the fund is recapitalized by the
participants in the fund and not by taxpayers going forward.

Now, to your point about seizing the moment, one of the things
that we did in order to highlight attention to dealing with this
issue was add the need to modernize the financial regulatory sys-
tem to our most recent update for the High-Risk List that we keep
for the Congress and unveil at the beginning of each new Congress,
and this is important because we have added areas in need of
broad-based transformation as one of the criteria to be put on the
High-Risk List. We think it was important to do that, to feature
this as the attention of need of change both by the executive
branch and importantly by the Congress, in this case, through leg-
islative initiatives.

So that sort of concludes my opening statement. My colleagues
and I would be happy to answer any questions that you have.

Chairman DoDD. I must say, you are always a spectacular wit-
ness. That was his testimony given without reading, and your com-
prehensive knowledge of your own report is pretty impressive. You
have testified before us on numerous occasions and you always do
an excellent, excellent job, and so I command you and your staff
for your depth of understanding and appreciation of the issue.

Am I to understand, by the way, when you listed the list, the list
is not necessarily in the order of importance, because consumer
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protection comes sort of at the mid-point in that list and I don’t in-
terpret that to mean that that is less important than the first issue
you raised.

Mr. DODARO. That is correct. Basically, these nine characteristics
all have equal value. The only thing I would say is we list the regu-
latory goals articulation up front, which could include—and should
include—consumer protection as sort of an overarching starting
point. But other than that, they are all of equal importance.

Chairman DoDD. And the last comment you made is I under-
stand to be that you believe this ought to be a high-priority item
for this Congress, the 111th Congress.

Mr. DODARO. Definitely.

Chairman DoDD. Yes. Let me, if I can, begin with the first ques-
tion I asked Dr. Volcker, because again, while obviously we are
looking forward here, Senator Shelby’s point, whether you want to
have this Committee do it or someone else do it or however, and
I think you can walk and chew gum, that we can actually do both
functions maybe simultaneously, that is analyze how we got here
as we decide what steps to take going forward, is an important
question.

And so the question I asked Dr. Volcker was, I will repeat, and
that is your, in fact, the report here states, and I quote here:

Mechanisms should be included for identifying, monitoring, and managing
risk to the financial system regardless of the source of the risk.

What was the source of the risk?

Mr. DopaRro. I think, you know, basically the three areas that I
pointed out in terms of these developments that have occurred that
have outpaced the ability of the financial regulatory system. It de-
pends on how you want to frame it. Our report frames it in terms
of market developments compared with the regulatory system. Our
report is not a comprehensive inventory of every, perhaps, poor de-
cision that was made by individual regulators or by companies or
by other institutions going forward. Clearly, that is worthy of in-
vestigation.

But our point was that there are these broad trends, and these
trends, you know, we have seen emerge over a period of time. In
1994, we issued a report on the problems that were emerging in
derivatives. In 2004, at the request of this Committee, we issued
a report talking about the need to modernize the financial regu-
latory system. So a lot of the need to change the system, I believe
has been emerging over a period of time. It was definitely brought
to the forefront over this past year in the scope and dimensions of
the problem. But I think there is enough basis of study being done
that could begin to build the record that Senator Shelby was talk-
ing about.

But until action is taken, we continue to have these exposures
and vulnerabilities, and I don’t think, you know, some of this can
proceed on a parallel path.

Chairman DobDD. I agree with you, as well.

Let me—the structure of the financial regulation. Again, we have
heard a lot of different ideas today. I keep sensing some com-
monality among members up here and I would like to raise, if I
can, in order to address the problem, should we consolidate regu-
latory agencies? If so, which agencies should be consolidated and



38

what public policy goals would such consolidation achieve? Is there
a role for maintaining a State-Federal system of optional bank
charters, for instance, in your view? What are the advantages and
disadvantages of creating a Federal insurance regulator?

We are debating up here, and this subject has been before us, on
the Optional Federal Charter. A lot of people think there is not
much debate over life issues. There is a significant debate over
property casualty issues of how we go. What are your thoughts on
those questions?

Mr. DobpARoO. I will ask Mr. Hillman to comment on the insur-
ance industry. He has done a lot of work on that area. But in terms
of your first question about consolidation, some of our work in the
past, in the banking regulators agency, we raised the issue of the
potential benefits of merging OTS and OCC and perhaps the super-
visory responsibilities of the FDIC as a potential area that ought
to be examined going forward. Obviously, many people have men-
tioned the SEC-CFTC potential issue going forward.

But my point would be, at this juncture, those decisions need to
be made in concert with identifying who the systemic regulator
would be, because the relationship between that regulator and the
other regulators that may have more specific prudential respon-
sibilities, I think needs to be thought of in a holistic fashion. Other-
wise, we are going to put in place another potentially fragmented
system to replace a fragmented system that we already have.

Chairman DoDD. So get to the systemic risk issue first?

Mr. DopARoO. First, and then in parallel with that decide how to
make the other system support that, and it will also help the sys-
temic risk regulator because they won’t be having to deal with as
many other entities going forward and it does address the issue of
regulatory arbitrage that you mentioned earlier, Mr. Chairman.

But Rick can comment on the insurance area.

Chairman DoDD. Yes.

Mr. HiLLMAN. The notion of an alternative national insurance
regulator is something that is deserving of significant merit, that
we need to best understand the tradeoffs associated with that. But
in recent years, the preponderance of evidence, particularly
amongst the larger insurance companies, suggests that they are at
a disadvantage compared to the banking and security sectors in
that the banking and security sectors can bring new products to
the market more swiftly that are similar to products that are also
being sold by the insurance industry. However, the insurance in-
dustry, rather than having one or a small number of regulators to
get product approval, has 54 separate regulators from the 50 dif-
ferent States and four different Territories. So the idea of having
some commonality associated with the introduction of products of
similar nature in the marketplace is something that deserves close
attention.

Chairman DobDD. Yes. Well, it does and this Committee cares a
lot about it. What about the State-chartered versus federally char-
tered institutions?

Mr. DopARO. I think what we have seen and observed over time,
the State function, particularly as it relates to consumer protection,
has provided an important safeguard and we think the benefits of
that need to be preserved going forward. There needs to be obvious
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coordination in this area. There are—it is important always to have
some checks and balances in the system, and I think the Federal-
State issue is one of the important checks and balances that needs
to be maintained in a revised system. Most of our work is focused
on the Federal level, of course.

Chairman DoDD. Let me jump, if I can, to the issue of failing in-
stitutions. The GAO report suggests that a regulatory system
should have adequate safeguards that allow financial institution
failures to occur while limiting taxpayers’ exposure. Can you give
us an example of some of those safeguards?

Mr. DODARO. I mentioned, alluded to one in my opening state-
ment. The Bank Insurance Fund, I think, is the model that we
have in mind going forward here extended across the system
whereby the banks pay fees into the system. The fund is then cap-
italized. There is a statutory ratio that is set, and if the fund falls
below that ratio, FDIC has a number of years in order to recapi-
talize the fund

Chairman DobDD. Right.

Mr. DODARO. but that is done by the financial institutions in
the system and not supported by taxpayer funds. I mean, that was
something that was modernized during the savings and loan and
banking crisis we had in the 1990s.

Chairman DoDD. Yes.

Mr. DopArRO. We think there ought to be something like that
more broadly speaking in this system so that the taxpayers aren’t
turned to to provide anywhere near the level of investment that we
are being asked to provide today.

Chairman DobDD. The former SEC Chairman, Bill Donaldson,
once warned against executive compensation plans that empha-
sized rewards for short-term financial targets, and I quote him
here. He says, “People with targets and jobs dependent on meeting
them will probably meet the targets, even if they have to destroy
the enterprise to do it,” end of quote.

I wonder if you might explain the relationship of compensation
to risk taking, particularly when oriented toward short-term goals
and discuss how they should be addressed.

Mr. DODARO. This is an area that we haven’t studied extensively
going forward, but clearly the role of incentives here are important
going forward and you are seeing some of that. We point some of
that out in our report in terms of the number of mortgages lent,
for example, and the incentives systems build into it. So I think
that is an area that needs a lot more study and attention, but
clearly, the incentives in the corporate governance aspects of this
can’t be overlooked going forward.

Chairman DoDD. So the issue of proxy voting and so forth on
compensation issues, it has been discussed a little bit in the past,
but to what extent shareholders at what level have a right to par-
ticipate in making—first of all, they find out invariably a lot of
these contracts are entered into and you don’t discover all the de-
tails of them until someone is leaving.

Mr. DoDARO. Mr. Chairman, let me go back and look at what we
have done in the past. I don’t have a ready answer for you on that
today and we will provide one.
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Chairman DoDD. I appreciate it. I thought you might, but it was
one I wanted to raise.

Let me turn to Senator Johanns.

Senator JOHANNS. Thank you, Mr. Chairman.

A couple of thoughts. Having run a State government from the
Governor’s office and having a Director of Insurance which I ap-
pointed and regulating insurance at the State level, I will tell you,
and we were a fairly small State population-wise, at least, that
there was a closeness of regulation there that never got very far
away from you.

Now, I compare that with having run a Federal department, very
large, 110,000 employees in 75 foreign countries. We regulated a
whole bunch of things. These regulatory enterprises can be so big
and the diversity so enormous around the country that what hap-
pens is exactly what your report points out. It just breaks down.

And so when you start comparing State charter versus Federal
charter, et cetera, 1 think we have to keep that in mind. I really
do. Having run both, I can tell you, a department that regulates
on a national basis is always going to fight that battle. That is my
observation.

My question, though, deals with kind of a follow-up on this whole
issue of risk analysis. How do you figure out that this basketful of
assets has value and what is its value and what exposure do you
want to take to that risk? I would like to hear your thoughts on
that. Is this something where you would suggest that our regu-
latory framework have kind of a pre-approval feature to it, because
once the investments are made, the horse has pretty well galloped
out of the barn, if you know what I am saying. I would just like
to hear your thoughts about that.

Mr. DoDARO. Yes. Clearly, the risk management failed at several
levels in this situation. It failed at an institution level. It failed at
an industry level. It failed at the national level and at an inter-
national level. I think the breadth in which this moved across the
globe, I think really surprised a lot of people.

At the request of Senator Reed, in his capacity as a Chair of one
of the subcommittees of this Committee, we are looking at risk
management practices going forward and I will ask Ms. Williams
to give you a little bit of an outline on what he has asked us to
do, and we will be reporting on that shortly.

But this is an area that I think is really in need of attention
going forward. This is the role that we would see the systemic risk
regulatory playing, to monitor the developments and to make that
decision. And I think you are going to have to rely on the regu-
lators to make the decision as to whether to intervene or not. There
is the possibility perhaps of allowing pilots to go forward without
it being system-wide. There are other cases where you may want
to be watching it, monitoring it for a while very closely. But this
risk management that we have in mind needs to be an active risk
manager, not over-reactive, but not under-reactive, as well.

Orice?

Ms. WILLIAMS. Basically, what we are going to do on this engage-
ment, we are looking at risk management oversight. We are specifi-
cally interested in what the Federal regulators do when they look
at risk management at an institution, how they actually go about
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examining that particular aspect of a financial institution, and
then we are looking at how the regulators identify risk that they
are going to focus on in an examination, because they do risk-based
examinations, to see how often risk management bubbled up in the
past several years up to the current point. And then finally, we are
looking at the resources that are dedicated to the examination
function across the banking regulators, as well as the SEC.

Senator JOHANNS. One other thing I wanted to ask you about as
you start to look at this is the whole issue of offloading risk, and
maybe there is no solution to that, but it seemed to me this system
got created in such a way that the premium for me as the broker
was to write the loan at all costs, whatever I could do to get that
person to sign on the dotted line, then it is packaged and it is sold
off and the risk goes to somebody else and somebody else or what-
ever.

I would really like to hear your thoughts on how to deal with
that, because—and maybe that gets back to the issue of valuation
again. But to me, that seems to be an important element as we
think about what we want to do with the regulatory system.

Mr. HiLLMAN. When you go back a decade or more, the process
that depository institutions typically followed in funding mortgages
is they would have their own underwriters review the competency
of individuals to pay those loans and they would go through a de-
tailed process before making a decision to provide a loan to an indi-
vidual. Once that decision was made, they would hold that risk or
hold that loan on their books themselves.

Today, most oftentimes that is not the case. The case is a model
of originate to distribute, where institutions are making decisions
and receiving a fee for that service and passing that risk on to oth-
ers. This originate to distribute model is one of the reasons why we
have resulted in the crisis that we are in today and some say that
additional attention is going to be needed in the future to help to
ensure that at least some responsibilities are being held by each of
the individual parties along the way to ensure the appropriateness
of decisionmaking at each of those levels.

Senator JOHANNS. Can I often one last piece to this? That piece
would be the thought of rating the risk. Is that an appropriate gov-
ernmental function? For example, if my bank wants to go out and
originate junk in the hopes of marketing it, we should call it that.
If, on the other hand, they are following a model of caution and due
diligence and doing the very best they can to make sure that those
loans are going to be repaid, that should be viewed differently.

But the important thing is, how do we let the consumer know
that? How do I, Mike Johanns, going in to make my deposit, how
do I know that those practices have been employed, so if I buy their
stock or invest my money in that stock or whatever, I am an in-
formed consumer? These are complicated issues, but I think that
is what we are trying to get to here, is to protect the consumer.

Mr. DoDpARoO. I think basically the answer to that question, Sen-
ator, I think involves safeguards at various levels. You need to
have the regulators in the examination be clear that the institu-
tions are following due diligence, good practices; second, there is
proper disclosure; and then third, there is education, and then a
consumer protection safeguard in place.
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So it is a very important question. It runs—the threat of it runs
through all these various areas that we are talking about. I don’t
think there is one solution to it, but it is something that needs to
be looked at on a comprehensive basis because it is pivotal to the
decisionmaking that takes place within all these various levels of
institutions and products.

Senator JOHANNS. We have run out of time, but my final
thought, Mr. Chairman, is this. If we don’t figure this piece out, the
mechanism won’t make a bit of difference. We can create this. We
can put it under the Fed. We can do whatever, whatever, but if you
don’t solve that piece of it, then they are almost guaranteed to fail
as a regulator and we will be back to reports like you just wrote.

Mr. DopARO. Yes, and basically, that is why we set out those
characteristics, because if you address all the characteristics, we
believe you will get at this issue. This isn’t just the question of
moving boxes around and solving a problem. It is not anywhere
near that simple.

Senator JOHANNS. I went over my time, so thank you.

Chairman DobDD. No, you didn’t, Senator. You just made a very,
very valuable point to me, because if there is that common denomi-
nator, as Mr. Dodaro just described that thread, I believe it is con-
sumer protection. I think we have operated for far too long, over
the last number of years, where there has been a notion that con-
sumer protection was antithetical to economic growth, that if you
were talking consumer protection, you were creating hurdles, bar-
riers to economic growth.

And the painful lesson we have all learned in these last number
of months, several years now, is that when consumer protection is
foremost in your minds, what happens to that investor, what hap-
pens to that customer who walks in, if you are guarding and
watching out for them, that you can avoid the very problems we
got into.

We didn’t watch out, that is we, the regulators, the Government
itself, was not watching out for what happened to that purchaser
of that mortgage. We were assuming somehow that the system was
taking care of them, and they weren’t, and so they got cheated in
the process. When you abandon the consumer in your analysis of
all of this, you put economic growth at risk, and I think your ques-
tion is right at the heart of it.

We just move boxes around here and create different structures
and make it look more simple, but without providing that kind of
protection, coming back to the notion that protecting the consumer
is absolutely essential for economic growth and the avoidance of
the very situation we find ourselves in today, I think is an excel-
lent point. Thank you for it.

Senator Warner?

Senator WARNER. Thank you, Mr. Chairman.

Mr. Dodaro, nice to see you again and, again, compliments on
initiating this report and listing it as a top priority for the Con-
gress to take on and the country to take on.

I want to follow up on Senator Johanns’ point. One of the areas
that has been suggested—and I do not know if you all have
weighed in—is if you are originator of one of these mortgages or
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one of these loans, you keep a stake in the game, that you cannot
sell off 100 percent of that risk.

Have you taken a position or do you have a comment on that
“stake in the game” notion?

Mr. DoDARO. Now, we have not looked at that particular issue,
Senator.

Senator WARNER. Mr. Chairman, that is one way, if you are not
taking the whole—selling off 100 percent of the risk, as Mr.
Hillman mentioned earlier. A decade ago the bank, the originator
of the loan, would keep that loan on its books and have a long-term
obligation. As they have been securitized and sliced and diced, that
connection and bond between the lender and the lendee has dis-
appeared. And one proposal is reconnection and making sure that
if you originate, you keep some skin in the game.

Chairman DoDD. Absolutely.

Senator WARNER. But let me also follow up on, I think, your ap-
propriate point about protecting the consumer, and it is kind of,
again, from a—I keep coming back to, you know, this kind of way
we approach this. My concern is, Mr. Chairman, that we clearly
need to do a better job of protecting the consumer, but I think we
have operated on the premise that transparency and disclosure
alone would be enough to protect the consumer. And it seems like
we have had two contradictory policy goals. On one level, we want
to protect the consumer. On the other level, as we push out these
more challenging mortgages or credit cards, the population that we
are dealing with are oftentimes the least financially literate.

So what I question, even with more focus on financial literacy
programs, is whether disclosure alone is going to get us there and,
you know, will there need to be some type of restrictions—again,
I come back to my bright lines—on certain products that if you are
not, for example, a qualified investor—I spent 20 years in the ven-
ture capital business. You know, to invest in my venture capital
funds, which were high risk, you had to be a qualified investor.

Do we need to have, in addition to—if we are going to truly pro-
tect the consumer, in addition to disclosure and transportation, are
we going to need actually some bright-line prohibitions?

Mr. DODARO. I definitely think that the systemic regulator that
we are talking about would fulfill that function, or at least that
could be one of the functions they fulfill, is to assess the risk level,
and there have to be tolerances put in place and balances and deci-
sions made on a case-by-case basis as to whether the risk—you
know, assuming you have these clear goals of consumer protection
as one of your goals, along with, you know, allowing innovation and
capital formation. But, I mean, all those things have to be bal-
anced. But I think you definitely need that in place.

I agree with what you are saying, that, you know, disclosure,
transparency alone are not going to be enough. I think you need
to have it sort of from one end to the other. One is the regulators
need to be protecting the consumers as well as allowing for innova-
tion, all the way through transparency, disclosure, down to edu-
cating people more to make them more financially literate.

Senator WARNER. I had a family member who I warned time and
again do not get into this adjustable rate mortgage. All the warn-
ings in the world, all the transparency in the world, would not
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have precluded her from taking a bad long-term action. I was able
to bail her out, but now we are looking to a national Uncle Sam
bailing everybody out because at some point people with informa-
tion may still not be making good financial judgments here.

Mr. DoDARO. I agree completely.

Senator WARNER. So there has to be some protection component.

Mr. DODARO. Right.

Senator WARNER. I know our time is getting short, but one last
question. We have spent a lot of time, again, about all these new
financial tools and the over-financial engineering that is taking
place. How do we make sure that the regulators stay abreast of
these tools and have the skills and the technology and the com-
petency to make sure that they actually understand these new
products as they emerge?

Mr. Doparo. Well, I clearly think—and I will ask Ms. Williams
to comment on this because she has been doing a lot of our work
on these instruments. But, first, clearly the goal has to be set for
them to do that. And I think if the Congress sets a statutory—as
part of the regulatory goal, an expectation that occur, that is there,
I think they need to be given then the authorities to be able to hire
the necessary people and compensate them appropriately for doing
Ehat. And I do think they would have the capability to be able to

o it.

There is no doubt in my mind that you have some very talented
people in the regulatory system right now that, given the proper
goals and expectations, can, you know, develop in that area. It will
not be easy because of the ingenuity of many of the market partici-
pants, but I think it is achievable.

Orice, do you have anything?

Ms. WiLLiaAMS. The only thing that I would add is that this is an
area that the regulators are always going to be at a disadvantage
in dealing with because the markets are always looking to come up
with new and innovative products. But I think one of the things
that would really help—and we tried to speak to this with our prin-
cipal, focused on having, you know, a flexible, nimble process for
regulators to be able to adjust, is to get beyond the type of product
and the label that is attached to a particular product and really be
able to focus on the risk that that product may pose to the system
and making that the focus and the driver for whether or not prod-
ucts need to be brought under a regulatory umbrella.

Senator WARNER. So actually making a risk assessment of the
product, and then if the assessment was the product was too risky,
thgln perhaps saying some universes of consumers might not be eli-
gible to——

Ms. WiLLiAMS. Or that it needs to be, you know, regulated or
looked at from a regulatory perspective and not just focus specifi-
cally on it meets this statutory definition so, therefore, it falls out
of a regulatory jurisdiction versus it poses this particular risk to
the system, therefore, it needs to be subject to some level of regula-
tion and oversight.

Senator WARNER. We had that situation last week in the Madoff
hearing where we had both SEC and FINRA here, and, you know,
asked very much suddenly, you know, on broker-dealers, if some-
body says they were an investment adviser and FINRA is looking,
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they are going to suddenly stop and not turn over that information.
These regulatory lines clearly in that case might have precluded
exposing a real financial scam.

Ms. WiLLiaMS. Exactly. And one example, we have worked look-
ing at credit default swaps, and that is another example of a prod-
uct that meets a definition and, therefore, there is

Senator WARNER. No examination beyond meeting the definition.

Ms. WiLLiams. Exactly.

Senator WARNER. Amen. Thank you very much.

Ms. WILLIAMS. You are welcome.

Senator Akaka.

[Presiding.] Thank you very much, Senator Warner.

Mr. Dodaro, it is good to see you again, and our panel. I am so
glad that we have a new team that is addressing the problems that
we are facing immediately. And I think you know the history of the
so-called Financial Literacy and Education Commission. That is
chaired by the Secretary of Treasury, and it has a mission that has
really not been carried out. And I think that is an answer to some
of the problems that have been mentioned here.

Previously, I heard about protecting the consumers. Well before
the current economic crisis that we are facing at this time, finan-
cial regulatory systems were failing—failing to adequately protect
working families from predatory practices and exploitation. And
this Commission was really put in place to try to prepare strategies
flhat would deal with the problems that people in the country would

ave.

I would tell you that one of the huge problems that this country
has is that this country is financially illiterate. And so these finan-
cial literacy programs fill that void, and we need to really, I feel,
try to bring that back to life and to help the causes here.

Families have been pushed into mortgage products with associ-
ated risks and costs that they could not afford. And instead of uti-
lizing affordable, low-cost financial services found at regulated
banks and credit unions, too many working families have been ex-
ploited by the high cost of fringe financial service providers such
as payday lenders and check cashers. I would tell you—and I am
sure it is not only in Hawaii—that you find offices like these out-
side of our bases, and so our military personnel really suffer on
this.

So my question to you, Mr. Dodaro, is: How do we create a regu-
latory structure that better protects working families against pred-
atory practices?

Mr. DopARro. I will ask Rick to elaborate on the Financial Lit-
eracy Commission, Senator Akaka, but first, it is a pleasure to see
you again as well.

We have studied the Financial Literacy Commission. We have
also studied issues relating to information being provided to our
military families to educate them. Ms. Williams was involved in
that, and we can provide that information for the record as well.

But I think, clearly, the issue first has to be a clear articulation
of consumer protection being a clear goal of the regulatory system,
to have it organized properly, resourced properly, and there needs
to be continual congressional oversight. I think this is an area that
the whole financial regulatory system needs to have some ongoing
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oversight activities. Even if the Congress makes the determination
that the system is going to be modernized and a new system is put
in place, the idea that that would operate effectively from day one
without continual refinement and oversight I think is an unreal-
istic goal.

And so I would say there needs to be a proper transition and it
needs to be followed through on oversight. But let me have Rick
talk about the Financial Literacy Commission, because I could not
agree with you more about its importance.

Senator AKAKA. Thank you.

Mr. HiLLMAN. We recently completed a report assessing the Fi-
nancial Literacy Commission at the Department of Treasury. Ex-
actly as you have said, this Commission was established to help to
promote financial literacy on a nationwide level. It brought to-
gether over 20 departments and agencies who had financial literacy
programs with the hope of consolidating those efforts and distrib-
uting those out to the nations in need. What we have found, how-
ever, though, is that the Commission itself is well understaffed and
unable to achieve the mission which it was set up to accomplish.

For example, one of the activities that the Commission undertook
was to ask each of these agencies to determine the extent to which
they had any overlap or duplication in the individual financial lit-
eracy initiatives that they had undertaken. And due to a lack of re-
sources, they asked each of the agencies to themselves make that
assessment as opposed to having some sort of expert assessment
done by an outside party.

That internal assessment came up with very limited suggestions
as to how the financial literacy programs could be improved, and
we made a recommendation that they seek additional expertise to
assess the effectiveness of those programs.

Regarding the notion on the military bases, we have done signifi-
cant work and we have work ongoing now that is looking at the
extent to which sales of financial products to the military, particu-
larly egregious insurance products, are continuing to cause havoc
on bases. Sadly, we are finding that that continues to be the case.

One of the major limitations associated with the oversight of pay-
day lenders and other types of establishments that you mentioned
in your State that is rampant across all States has to do with the
fact that those types of associations that fall outside of the reach
of a financial services regulator are under the regulatory authority
of the Federal Trade Commission. The Federal Trade Commission
is largely an enforcement agency, not an oversight agency. It is a
small organization with significant responsibilities, and currently
configured, it is simply unable to achieve the level of oversight that
most would like to have.

Senator AKAKA. Yes, and I also understand that the Commission,
as you said, has been understaffed. Also, they are having problems
trying to come to some consensus among themselves, the 20 Fed-
eral agencies, and simply because they have different missions and
perspectives. But I hope that we can look at these missions and
perspectives as a means of bringing a solution to this particular
problem. And part of the mission, of course, is education, and this
is one thing that we really need to press across the country. And
I feel that if more of the citizens of this country were better edu-
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cated financially, some of the problems we are facing now may not
have been as large as this.

But I think we need to, Mr. Dodaro, work on this Commission
to make it more effective and to use its efforts to deal with finan-
cial literacy in the country.

Mr. DopaRro. I agree, Mr. Chairman, and we would be happy to
follow up on our report and provide a follow-up activity report on
how well they have implemented the recommendations to the Com-
mittee.

Senator AKAKA. Well, let me thank you for your January 2009
report, and I have seen parts of it, and your report states that:

New and more complex products raise challenges for regulators in address-
ing financial literacy. Without sufficient financial literacy, individuals will

not be able to effectively evaluate credit and investing opportunities or be
able to cope with difficult economic situations.

And we agree with that.

My question to you is: How can we ensure that in a new regu-
latory structure financial literacy is effectively addressed?

Mr. DODARO. I think in the characteristics that we point out in
our January report, Senator, we point out a couple things, charac-
teristics that are pivotal to this issue. One is clear articulation in
statute of a regulatory goal. So this needs to be clearly articulated.
Someone has to be given the responsibility for doing it, proper re-
sources, proper accountability back to the Congress, and I think
that there needs to just be follow-up.

This is not a hugely difficult task in the sense if we make a pri-
ority and then we apply the proper resources and we ensure people
are following through on this initiative. Plus I think this is one
that if there is work to be done with our education system, there
needs to be an integrated fashion, you know, put in place to be able
to do this.

One of the things that I almost did rather than come to GAO
many, many years ago is I had an idea to start a class to be taught
in high schools on this very issue at that point in time because I
think it is very important. It has got to start early with people and
be built into the education system, and then it has to be reinforced
on a more sophisticated level as people take on additional respon-
sibilities and begin working and making larger purchases going for-
ward.

Senator AKAKA. Well, I want to thank our witnesses today for ap-
pearing here, and I apologize for Chairman Dodd, who was called
away. That is why he is not here. And I want to thank you again
for your responses.

The hearing record will remain open for additional statements
and questions, and, again, I thank you for your responses and look
forward to having you in hearings in the future.

This hearing is adjourned.

[Whereupon, at 5:36 p.m., the hearing was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follow:]
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STATEMENT OF SENATOR CHARLES SCHUMER

First, I'd like to thank Chairman Dodd for holding the first of what I'm sure will
be many hearings on financial regulatory reform. For decades, America generally,
and New York in particular, have been the financial capitals of the world. Our mar-
kets have been the deepest, most liquid and safest. Our dominant position was built
not only on our talent, ingenuity and expertise, but also on a foundation of strong
but efficient regulation, and a reputation for fairness, that demonstrated to inves-
tors that they would be protected from fraud and financial recklessness here. The
events of past 24 months have destroyed our reputation as the system has been
gripped by a financial crisis that resulted from years of regulatory neglect at all lev-
els.

Eight years of the Bush Administration’s one-sided, laissez-faire, deregulatory ide-
ology have helped cripple our financial system, and an outdated and overmatched
regulatory system in this country compounded their failure. Even former Federal
Reserve Chairman Alan Greenspan, once an ardent defender of deregulation and
the free market, recently acknowledged that there was a “flaw” in his belief that
markets could and would regulate themselves. I hope that we’ve learned that as ap-
pealing as deregulation may seem in good times, the price we ultimately pay will
be far higher than had we exercised the good judgment and restraint imposed by
responsible regulation.

Designing a regulatory system is a complicated and difficult task. Regulation
must strike a delicate balance—providing a sense of safety and security for inves-
tors, without snuffing out the flame of entrepreneurial vigor and financial innova-
tion that drives economic growth.

It’s easy, and even tempting, to go to the ideological extremes on either end of
the spectrum. But threading this needle correctly is an essential component of re-
storing confidence and long-term stability to the financial system.

For many years, the United States had struck that balance very well. However,
new factors, including technology, globalization, and industry consolidation and evo-
lution have left our regulatory infrastructure too far behind the reality of today’s
global financial system.

Where does this leave us? Well, it leaves us needing significant reform. As we go
forward, I believe there are a number of clear principles that we must adhere to.
I've discussed these principles before, but I think theyre worth repeating now as
we begin the discussion of regulatory reform under a new Administration.

1.) We must focus on controlling systemic risk and ensuring stability.

In increasingly complex markets, even the most sophisticated financial institu-
tions don’t always understand the risks their decisions involve. Smaller institutions
like some hedge funds and private equity firms, can also create systemic risk in to-
day’s world and cannot escape regulation, particularly when it comes to trans-
parency. We need regulation that looks at risk systemically and above all, we need
to ensure that whatever may happen to any individual financial actor, we can be
confident that the financial system itself will remain strong and stable.

2.) We need to look closely at unifying and simplifying our regulatory structure.

In this era of global markets and global actors, we cannot maintain the older
model of separate businesses with separate regulators. Right now there are too
many regulators at the Federal level with overlapping authority. This creates a reg-
ulatory “race to the bottom” as less responsible firms are able to play the regulators
off one another in their efforts to operate with as little oversight and as few restric-
tions as possible.

3.) It is clear that we must figure out how to regulate currently unregulated parts

of the financial markets and opaque and complex financial instruments.

There are too many vital players and products in the financial markets that oper-
ate beyond the scope of Federal regulators, yet have the ability to put the system
at risk. We must create an effective regulatory framework for those actors and for
more exotic financial instruments like complex derivatives and even the relatively
plain vanilla credit-default swaps, which have grown into a multi-trillion dollar part
of the financial system.

4.) We must recognize that a global financial world requires global solutions.

In this era of global finance, while we have international markets, we still have
national regulations. The danger is that there is often a rush to the place where
regulation is lightest and least effective. This may be our toughest challenge.

5.) Increased transparency must be a central goal.
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We must continue to emphasize transparency among all market participants. The
ability of investors, lenders and especially regulators to evaluate the quality of hold-
ings and borrowings is essential for restoring confidence.

A complete overhaul of this nation’s financial regulatory system will be difficult,
complex and time consuming. I look forward to working with President Obama, and
under the leadership of Chairman Dodd to advance this process so that as we begin
to recover from the current financial crisis in the coming months, we have a system
in place to prevent its repetition.

PREPARED STATEMENT OF PAUL A. VOLCKER
CHAIRMAN, STEERING COMMITTEE OF THE GROUP OF 30

FEBRUARY 4, 2009

Mr. Chairman and Members of the Senate Banking Committee:

I appreciate your invitation to discuss the recent Report on Financial Reform
issued by the “Group of 30”. I remind you that the Group is international, bringing
together members with broad financial experience from both the private and public
sectors and drawn from both highly developed and emerging economies. While cer-
tainly relevant to the United States, most of the recommendations are generally ap-
plicable among globally active financial markets.

I understand that the text of the Report has been distributed to you and your
staff and will be included in the Committee record. Accordingly, my statement will
be short.

What is evident is that we meet at a time of acute distress in financial markets
with strongly adverse effects on the economy more broadly. There is a clear need
for early and effective governmental programs both to support economic activity and
to ease the flow of credit. It is also evident that fundamental changes and reform
of the financial system will be required to assure that strong, competitive and inno-
vative private financial markets can in the future again support economic growth
without risk of a systemic financial breakdown.

It is that latter challenge to which the G-30 Report is addressed. I understand
that President Obama and his administration will soon place before you a specific
program for dealing with the banking crisis. Such emergency measures are not the
subject of our Report. However, I do believe that the implementation of the more
immediate measures will be facilitated by an agreed sense of the essential elements
of a reformed financial system.

In that respect, the basic thrust of the G-30 Report is to distinguish among the
basic functions of any financial system. First, there is a need for strong and stable
institutions serving the needs of individuals, businesses, governments, and others
for a safe and sound repository of funds, as a reliable source of credit, and for a
robust financial infrastructure able to withstand and diffuse shocks and volatility.
I think of this as the service-oriented part of the financial system dealing with cus-
tomer relationships. It is characterized mainly by commercial banks that have long
been supported and protected by deposit insurance, access to Federal Reserve credit,
and other elements of the Federal safety net.

What has become apparent during this period of crisis is increasing concentration
in banking and the importance of official support for systemically important institu-
tions at risk of failure. What is apparent is that a sudden breakdown or disconti-
nuity in the functioning of such institutions risks widespread repercussions on mar-
kets, on closely interconnected financial institutions, and on the broader economy.

The design of any financial system raises large questions about the appropriate
criteria for, and the ways and means of, providing official support for these system-
ically important institutions.

In common ground with virtually all official and private analysts, the Report calls
for “particularly close regulation and supervision, meeting high and common inter-
national standards” for institutions deemed systemically critical. It also explicitly
calls for restrictions on “proprietary activities that present particularly high risks
and serious conflicts of interest” deemed inconsistent with the primary responsibil-
ities of those institutions. Of relevance in the light of recent efforts of some commer-
cial enterprises to recast financial affiliates as bank holding companies, the Report
strongly urges continuing past U.S. practice of prohibiting ownership or control of
Government-insured, deposit-taking institutions by non-financial firms.

Secondly, the Report implicitly assumes that, while regulated banking institutions
will be dominant providers of financial services, a variety of capital market institu-
tions will remain active. Organized markets and private pools of capital will be en-
gaging in trading, transformation of credit instruments, and developing derivatives
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and hedging strategies, and other innovative activities, potentially adding to market
efficiency and flexibility.

These institutions do not directly serve the general public and individually are
less likely to be of systemic significance. Nonetheless, experience strongly points to
the need for greater transparency. Specifically beyond some minimum size, registra-
tion of hedge and equity funds, should be required, and if substantial use of bor-
rowed funds takes place, an appropriate regulator should be able to require periodic
reporting and appropriate disclosure. Furthermore, in those exceptional cases when
size, leverage, or other characteristics pose potential systemic concerns, the regu-
lator should be able to establish appropriate standards for capital, liquidity and risk
management.

The Report does not deal with important and sensitive questions of the appro-
priate administrative arrangements for the regulatory and supervisory functions.
These are in any case likely to be influenced by particular national traditions and
concerns. What is emphasized is that the quality and effectiveness of prudential reg-
ulation and supervision must be improved. Insulation from political and private spe-
cial interests is a key, along with adequate and highly competent staffing. That im-
plies adequate funding.

The precise role and extent of the central bank with respect to regulation and su-
pervision is not defined, and is likely to vary country by country. There is, however,
a strong consensus that central banks should accept a continuing role in promoting
and maintaining financial stability, not just in times of crisis, but in anticipating
and dealing with points of vulnerability and risk.

The Report deals with many more specific issues cutting across all institutions
and financial markets. These include institutional and regulatory standards for gov-
ernance and risk management, an appropriate accounting framework (including
common international standards), reform of credit rating agencies, and appropriate
disclosure and transparency standards for derivatives and securitized credits. Spe-
cifically, the Report calls for ending the hybrid private/public nature of the two very
large Government-sponsored mortgage enterprises in the United States. Under the
pressure of financial crisis, they have not been able to serve either their public pur-
poses or private stockholders successfully. To the extent the Government wishes to
provide support for the residential mortgage market, it should do so by means of
clearly designated Government agencies.

Finally, I want to emphasize that success in the reform effort, in the context of
global markets and global institutions, will require consistency in approach among
countries participating significantly in international markets. There are established
fora for working toward such coordination. I trust the forthcoming G-20 meeting,
bringing together leaders of so many relevant nations, can provide impetus for
thoughtful and lasting reform.
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FOREWORD

o July 2008, the Group of Thirty (30} launched a project on fnancial reform under the
leadership of a Steering Committee chaired by Paul A, Volcker, with Tommaso Pados-

Schioppa and ‘Arminio Fraga Neto as its Vicé Chairmen, They were supported by other

(330 members wha participated in an informal working group. All members (apart from
those with current and prospective national official respousibilities) have had the opporiu-
nity to review and discuss preliminary drafts.

‘The Report is the responsibility of the Steering Committee and reflects broad areas of
agreement among the participating G30 members, who participated in their individual ca-
pacities. The Report does not reflect the official views of those in policymaking positions.or

in leadership roles in the private sector. Where there are substantal differenc

in emphasis

and substance, they are noted in the text.

The G30 undertook this project as the global financial crisis entered its second year.

The analysis has been informed by the extreme events later in 2008, which rocked the very
foundation of the established financial systen and which led to unprecedented and massive
government intervention both in the United States and in many other countries to contain a
spreading fAinancial panic.

The Report does not address the need for these or possible further emergency actions.

Difficult questions of weaning markets and financial institutions from official fife support

are sure to arise. While the analysis and recommendations deal in some instances with the

need for legistation, regulation, and supervision, the Report is not directed toward ques-
tions about the appropriate focus and narure of national administrative arrangements.
These are, in any event, influenced by the partdcular constitutional, legal, and administra-
tive traditions of individual nations and regional arrangements.

The Reporr, rather, focuses on how the financial system might reasonably be organized
once the present crisis has passed, to better assure a reasonable degree of stability. Palicy-
makers, central bankers, and financial regulators will necessarily remain focused on dealing
with immediate threats to the effective functioning of markets, However, in taking what
are in effect emergency measures, a consensus on the desirable and lasting elements of a
reformed system can be useful, and even neieisary, ro speed restoration of confidence in
sturdy, competitive, and efficient financial arrangements serving both national and inter-

national markets. The Report, benefitting from the experience and broad perspective of

G30 members, is intended to help inform the needed debate among policymakers and the

international financial cormunity on these issues, The Report addresses:

z. The policy issues related to redefining the scope and boundaries of prudential

regulation;
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b. Reforming the structure of prudential regulation, including the role of ceniral banks,

s and other ele-

the implications for the workings of “lender-of-last-resort™ facili

ments of the official “safety net,” and the need for greater international coordination;

. Improving governance, risk management, regulatory policies, and accounting prac-
tices and standards; and

d. Improvements in transparency and financial infrastructure arrangements.

Two final notes are in order.

First, this Report is intended to bé useful to policymakers in all the countries whise

financial systems have been distupted in this crisis. For this reason, most recommmendations

are framed in terms thar should permit consideration in different countries i’ a fashion that
takes account of particular features of their national systems. Fowever, since this.crisis has
been rooted in developments within the United States, and given the particular importance
of reforms to the 1.5, financial system in terms of its size and global impact, several of the
issues and recommendations have a direct U.S, focus,

Second, the focus of this Report is on the safety and soundness aspects of financial
regulation. There are many other important aspects of financial regulation that are touched
upon here only to the extent that they bear on financial stability, including competition
policies, customer and investor piotection, market practices oversight, and financial fraud

andd crime prevention. Also, to the extent distinctions ave drawn between regulation and

supervision, the former encotmpasses the setting of policies, principles, rules, and standards,
while the latter encompasses the judgmental application of those policies and standards to
pacticular institutions.

The key issue posed by the present erisis is erystal clears Hlow can we restore strong,
competitive, innovative financial markets to support global economic growth without once
again risking a breakdown in market functioning so severe as to put the world economies
ar risk?

The search for viable answers to that question veeds o begin.

Gnt 4 Dbl /fuoé'f

Taul A, Volcker Jacob A. Frenkel
Chairman of the Trustees Chaivman
The Group of Thirty The Group of Thirty
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INTRODUCTION

Market economies require robust and competitive financial systems; national and interna-

tional, to intermediate between those with financial resources and those with productive

and innovative uses for those resources. That itermediation necessarily poses risks—risk

with respect to bitdging maturity preferences of savers and borrowers and risk with respect
to creditworthiness, The process, to be effective, depends on mutual trast—trust based on
confidence in the integrity of institutions and the continuity of markets, That confidence,

taken for granted in well-functioning financial systems, has been lost in the present crisis, in

substantial part due to its recent complexity and opacity.

The costs and economic implications of the present ¢r

cannot be fully known at this
point, but we know they are severe, whether méasured in teillions of dollars, in the length

and depth of the worldwide recession, or in the simple human terms of unemployment and
shattered personal finances. We also know that there is a need for comprehensive reform

that addr

es the major institutional, market, regulatory, policy, and infrastructure weak-

nesses that have been exposed,

These include weak credit appraisal and underwriting standards; extreme and sometimes
wnrealized credit concentrations; raisjudged maturity mismatches; wildly excessive use of
leverage on and off balance sheets, often imbedded in lictle-understood financial products;
and unwarranted and unsustainable confidence in aninterrupted marker liguidity, Gaps in
regulatory oversight, accounting, and risk management practices that exaggerated oycles, a
flawed system of credit vatings, and weakness in governance also need attention,

To some degree, these factors have been evident in other, less damaging periods of foan-

cial crises, Two unique features have worked together to help account for the extent of the

current marker breakdown, Highly aggressive arid unbalanced compensation pracrices have
strongly encouraged risk taking over prudence. At the same rime, highly engineered finan-
cial inscruments, in their complexity, obscured the risk and uncertainties inherent in those
instruments, giving rise to false confidence and heavy use of leverage toenhance profits, as
dsset prices rose, As those asset prices began declining, the risks became apparent, trig-
gering sales of assers. A downward spiral of deleveraging has undermined the stability of
even the largest financial institutions ar the core of the systemy, contributing to an economic
contraction of global proportions. Authormmies in most countries have been swretched ro and

even beyond the limits of their capacity to restore liquidity and.contain the instability.

This Report is organized »

ollows. Part 1 fays out an overview of a program of reform,
the Group of Thirty guiding principles, and core recommendations, Part 2 through Part 5

lay out the reasoning behind and content of 18 specific policy recommendations, $pecifical-
ly, Parr 2 reviews the policy issues related o redefining the boundaries of prudential regula-

tion; Part 3 reviews issues related to the srrengrhening of prudential reguladion, including
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the role of central banks, and international coordination; Part 4 addresses matters velared

to improving governance, risk management, regulatory policies, and accounting policies;
Part § concesns needed improvements in transparency and financial infrastructure, includ-
ing arrangements for clearing and settling over-the-counter transactions; Part 6 provides

a concluding comment; and a full list of the recommendations provided throughout the
Report can be found in the Appendix.
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PART 1

An Overview of a Program for Reform
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Recent market-driven forces, combined with the official responses, have set in motion

strong pressutes for consolidation wichin financial systems and wholesale changes in the

steacture of such systems, The:potential for undug concentration, unfair competition, and

increasing conflicts of intetest will require artention. Massive extensions of the scale and

estions of

Yeach of government safety hets protecting the financial system raise practical qu

fair and predictable official intervention, including issues arising from resulting government

ownership interest, and, more fandamentally, questions as 1o the appropriate bonndaries
and.expectations of such interventions by both financial institutions and their customers.
The clear implication is thatat least the very large and complex banking organizations that
now account for so much of the extensions of credit and carry the major responsibility for
maintaining the financial infraseructure will need to be held to more rigorous standards of
prudential regulation and supervision, with new constraints on the type and scope of their
risk-taking activiries. Confidence in capital markets will also have to be restored, with more
transparent and understandable markets and products,

At the same time, while there can be lirtle doubt about the need for more effective of-
feial oversight, care must be taken riot to extend the reach of regulations oo far or too
deeply. The new financial systent must not become so entangled in restrictions that it can~
ot flexibly and efficiently support the process of finaneial intermediation so essential to
eCONOMIE Progress.

A reform program that reflects a sensible balance between these considerations should

help bring aboun:

» A system with clearer boundaries between those institutions and fAnancial activities
that require substantial fornial prudential regilation for reasons of financial stabilicy

and those thar do not.

-

A system with stronger regulitory incentives for holding large (systemically signifi-
3 Y Y ¥ sig

cant) institutions to the highest standards of governance and risk management,

v

A systern in which there is more scope for using regulatory policies to mitigate inher-

ent tendencies toward destabilizing excesses in risk taking and risk aversion.

» A system with a more tobust fdilure resolution regime, having the practical capacity to
permit orderly closings of large financial institutions and the administration of safery
net resources in a mannet that reinforces disciplive on managers, shareholders, and
sophisticated creditors

PAs

a high degree of politicaland market independence, and the vesources necessary to

rstem in which those responsible for prudential regulation and supervision

superyise giant institutions and to keep abreast of market innovations,
» A system in which central bank responsibilities for promoting financial stability are

supported by adequate anthority and capacity.
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» A syster in which there are stronger incentives to achieve higher levels of risk trans-
parency as regards financial products, markers, and lnstitutions.
» A system in which there is a higher degree of international consistency and coordina-

resolution

tion as regards regulatory, supervisory, and accounting policies and eris

practices,

GUIDING PRINCIPLES FOR FINANGIAL REFORM

The overall objective of the needed reform of the financial system must be to encourage

diverse, competitive, predominantly privately owned and managed institutions and mar-

kets, able to efficiendy and Hexibly meet the needs of global, national, and local businesses,
governments, and individuals. That broad objective, whether achicved through the spon-
taneous forces released by the current crisis or by considered public policy—most Iikely by
a combination of the two—mwst also encompass assurance that instability in free financial
markets not again reach the point of undermining the functioning of national or interna-
tional economies.
In rebuilding what is now a broken system to meet those needs, certain guiding prin-

ciples are particularly relevant. The recommendations set out in this report are responsive

to these principles.

1. The Public Sector Role in Safeguarding Financial Stability

The inherent volatility of free and open financial markets, and the danger that volatility

may occasionally h crisis proportions threatening economic stability, needs to be recog-
nized in the design of the financial system, The ptimary aim of prudential regulation should

be to maineain the health of the system and contain systemic risk by:

®

Subjecting the largest and most complex banking organizations judged o be systemi-

cally important to the highest international standards for ongoing close regulation

and supervision.

o

Requiring non-bank financial institutions that dre also judged potendally to be of
systemic importance to be-subject to some form of formal prudendal vegulation and
supervision to assuge appropriate standards for capiral, liquidity, and risk manage-

ment.

o

Assuring critical elements of the infrastuctuie supporting the financial system, includ-

ing clearing and seutlement systems and related legal frameworks, are made sufficient-

ly robust to permit the orderly closing of Targe; complex financial institutions.

(=9

. Avoiding accounting, regulatory, or other practices that may inadvertently reinforce

recurrent tendencies toward excessive exubérance or risk aversion.
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2. Fair and Effective Competition
To enhance fair and effective competition, regulatory policies and approaches should,
insofar as feasible, treat financial services common to different institutions uniformly by

seeking:

a. A balance between the benéfits of open and free competition and the potential for
unfair competition ariging from explicit and implicit government protection, excessive
concentration of financial resources, or extensive conflicts of interest.

b. A balance berween the protection implicit in access to central bank liquidity support
for systemically importast institutions and restrictions on risk-prone activities or

those that present unmanageable conflicts of interest.

3. Official Oversight and Crisis Response
While the precise arrangements may differ among countries, official oversight and crisis re-
sponse require building a strong, professionally managed structure of public agencies, with

substantial insulation from particular political or private interests by assuring:

a. Central banks, given their traditional role and concerns for financial scability, their
financial resources, their responsibilities as “lender-of-last-resorr,” and their rypically
professional managefnent and high degree of independence within governments, have

an important role in regulatory rules and oversighy

o

. In those rare and exceptional instances of crisis when budgetary resources are re-
quired or governmental funds are placed at risk, the responsibility lies with the ap-
propriate governmental authotities to authorize such expenditures and ro affirm and

support central bank decisions,

¢, Basic crisis resolution procedures and resources should be available to of 1 agencies
to deal with instances of institutional failure 5o severe as to potentially impair system

funcrioning.

4, International Consisténcy and Goordination
Effective application of these principles requires a substantial degree of intermational consis-

tency in approach and coordination by means of:

a. Reviewing and reinforcing existing efforts 1o achieve common capital, accounting,
and reporting standards.
b. Achieving a clear understanding of an appropriate response to failures or near failures

of internationally active anid €ystemically huportant SBnancial institutions.
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5. Governance and Risk Management

The need for high standards of institutional governance and risk management must be

recognized, with emphasis o

2. Engaged and knowledgeable independent boards of directors focused on long-run
performance;
I i

b, A corporate enltate of governance that demands ced compensation policies
and practices and fosters incentives for disciplined risk management, including strong
and independent risk management staffs;

. Regulatory and supervisory policies that reinforce those practices and incentives.
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Throughout these principles, a consistent theme is the importance of conraining systemic
risk and maintaining close oversight of *systemically important” financial instirations.
If-the financial industey and markets avé to operate, as far as possible, according to the
prisciples of competitive markets, thett exits of firms that are unprofitable and ineffective
must be accepted. Regulation and supervision cannot and should not pursue an objective
of zero failures even among the largest players. The primary aim of prudential regulaton is
to maintain the health of the system as a whole and contain systemic risk, The appropriate

standards for judging regulatory effectiveness are limiting the potental for wildly disrup-

tive institutional fatlures, managing the process.of failures when they occur in a way that
reinforces. discipline on senior management and sharcholders, and containing the market
fallout from such fathures.

There are general characteristics that together define a financial institution as “poten-
tally systemically significant.” These are size, leverage, scale of interconnectedness, and the
degree 1o which the company provides infrastructure services eritical to the markers. These
characteristics are described more fully in Box 1.

Tn practice, it is some combination of these characteristics that make for a porential “sys-
semicatly important” financial institution. While these eriteria can be defined in advance in
general terms, it would not be sensible or prudent for regulators to define them with statisti-
cal precision or inflexibly. Rather, a country’s prudential régularor—in cooperation with its
ceniral bank in those countries where these roles are separate—should have sufficient au-
thority 1o set and modify eriteria used 1o make these determinations. The end result should
be a basis for identifying firms that are likely to require patential regulatory intervention to
manage the process of failure and hence aiso require more prevéntative oversight,

The comimon expression “too big'to fail” is both misleading and too facile ro reflect the

realiry of official support for “failing” institutions. In pechaps the most typical scenario,

the ingtitution s in fact permitted to fail, in the sense that pracuically all equity investments
are fost, Depositors and often other nnsophisticated ¢reditors are protected, but the institu-
tion foses its identity by liquidation, mergey, or effective public ownership. In some recent
instances, support has been provided in a way that not only has protected all types of credi-
tors, but has also let stockholders retain some equity interest with a hope of recovery, thus

more accurately fitting the description of “teo big to fail.”
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FOUR GORE RECOMMENDATIONS

The reforma proposals described in the body of this report consist ofan extensive set of

jaterrelated changes in policies, practices, and market standards. These are best viewed in

the context of the following four broadly stated core recommendations, which provide a

framework for the overall program of reform:

L

I

jit

v,

Gaps-and weaknesses in the coverage of prudential regulation and supervision must
be chisinated. All systemically significant financlal institutions, regardless of type,
must be subject to an appropriate degree of prudential oversight. (Recommendations
1 through 3.}

The quality and effectiveness of prudential regulation and supervision must be
improved. This wili require better-resourced prudential regulators and central banks
operating within structutes thar afford much higher levels of national and interna-

tional policy coordination. (Recommendations 6 through 8.}

Institutional policies and standards mist be strengthened, with particular emphasis
on standards for governance, tisk management, capital, and Houidity, Regulatory
policies and accounting standards must also guard against procyclical effects and be
consistent with maintaining prudent business practices {Recommendations 9 through
12

Financial markets and products must be made more transparent, with better-afigned
risk and prudestial incentives. The infrastivcnure supporting such markets must be
made much more robust and resistant to potentisl fatlures of even large financial

institgrions, {Recommendations 13 through 181

~a
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PART 2

Redefining the Boundaries
of Prudential Regulation
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CORE RECOMMENDATION |
Gaps and weaknesses in the coverage of prudential regulation and supervision

must be eliminated. Al systemically significant financial institutions, regardless of type,

must be subject to an appropriate degree of prudential oversight.

Financial inatitutions and the system in which they operate develop in response to an ongo-

ing dynamic tension among competitive market forces, innovations that alter those forces,
and laws and regulations that constrain choices, influence innovations, and then respond to
subsequent market development. While the increased degree of international integration of
financial markets has worked to bring about a degree of convergence in key characteristics
of national financial systems, there remain a number of significant differences in the finan-
cial institutions structures across the economically most-developed and emerging countries
and in the nature of official response to failures and market discuptions.

In times of financial crisis, such as we are now experiencing, these differences can have
an important bearing on how a crisis unfolds and what type of policy responses are re-
quired. Significantly, actions raken by one or more European countries to protect deposi-
tors rapidly influenced flows of funds in other national jurisdictions with different banking

systems and regularory authorities, Because of a number of distinguishing institutional

characreristics, the current crisis has raised an unusually large number of questions within
the United States as to how best to define the boundaries for prudential regularion and
supervision.

The U.S. financial system is large, complex, and multifaceted, with characteristics distin-
guishing it from systems m other major countries. These characteristics, which have led to
particolar challenges in responding to the current crisis, are: (a) the relative size and impor-

tance of capital markets; (b) the relative size and importance {until recently) of stand-alone

investments hanks; {¢) the regional and local nature of much of the deposit banking system;
{ch) the nature of the regulation of the insurance sector; {e) the size of federal government di-
rect and sponsored ivolvement in market-based credit intermediation; and (f) the complex-
ity of the structure of U.S. regulation and supervision. (These characteristics are described
in more detail in Box 2).

In several important respects, it was problems ar firms that were undesregulated or
uaregulated that became a Hash point for the spread of the subprime maortgage crisis, At
the start of 2008, there were eight very large non-bank U.S. financial firms that should have
been regarded as systemically significant; five investment banks, the world's largest insu-
ance company, and two Government-Sponsored Enterprises {GSEs). All of these firms have
been radically transformed.

There was also a yun on U.S. money market mutual funds, leading to a rushed program
of remporary federal inserance, backed by an unprecedented use of the resources of the
Treasury’s Exchange Stabilization Fund. A series of central bank programs have provided

sizeable direct support to the commercial paper funding markers, Finally, with the cre-
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r
&

ation of a large fund authorized by Congress, the Troubled Asset Relief Program {TARP),
expanded programs of Federal Deposit Insurance Corporation (FDIC) debt guarantees, and
extensive central bank asser masket support programs, piblic sector financial support s

being provided to the capital structure of institutions and across a broad range of markers.
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In response to these crisis-driven events and regulatory interventions, the United States
is moving rapidly to a financial system in which a smail number of exceptionally lafge

bank holding companies'are 4t the core of the system. These firms are, and presumably

will continue to be, chafacterized by a scale and complexity that market participants arid
Administrations will regard as both too big and too interconnected to be allowed todefanlt
on creditor obligations or disappear Indeed, potential failure would be likely to require

extensive government intervéntion and government assistance, with few if any doméstic

institutions capable of acquiring them io their entirety,

These core institutions are gaining even larger dominant positions in-terms of credit and
capital market activides, large-scale corporate banking, nationwide deposit taking, and
many other segments of the corporate and retail financial business. If permicted by law and
regulation, these firms will Jikely-become lntegrated across business lines and geographies,
will maintain a presence as operators of private pools of capital, will dominate the core of
the OTC derivative markets, and will step Into any void created by the truncation of the

GSEs in terms of varicus forms of housing finance.

These developments are widely viewed as portending a further round of exter con-

solidation in the U.8. banking systern. How fast and far that proceeds will depend not only
on economic and market developmerts, but alse on how government programs deliberately
or otherwise encourage mergers and on how statutory limits on depaosit concentration and
certain functions are administered or modified.

Plainly, rhese developments pose public policy issues, including questions of excessive
concentration, competitive faifness, moral hazard, and conflicts of interest, which are not
new. In the past, they have been dealt with in a piecemeal and poorly coordinated fashion.
The rush of recent events and the seale of seructural changes that have been set in motion

add to both rhe complexity and Girgency of developing more appropriate policies.

in sum, market forces and erisissdriven actions have moved the United States perhaps be-
vond a point of no retern, toward a financial system with a much greater concentration of

financial resources and influsnce in a small number of extremely large and complex banking

organizations. In other major countries, concertration in a refatively few institutions has

been more common. However, the changes forced by this financial crisls, toward further

consolidation in national banking systems and renewed importance of the banking sector
relative to non-bank financial and capital market sectors, are of a different magnitude.

The events of 2008 underscore the importance of redefining the boundaries of the official
“safety ner™ and of prudential regulation, strengthening the effectiveness and streamlining
the structure of financial regulation, and reassessing the role of central banks and the effec-

tiveness of the tools available tothem,
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1. Prudesntial Regulation and Supervision of Banking Ovganizations
No matter how robust failure management mechanisms are, markets are likely to presume
that the largest regulated financial institutions will; to seme extent, be protected against the
full force of marker discipline with the potential tonsequence of encouraging excessive risk
taking-—rthe essence of moral hazard, To corpensate for this, and to keep the probability of
potential failure of such institutions to acceptably low levels, existing regulatory standards
and supervisory approaches will need to be upgraded. The necessary corollary is increased
emphasis on the quality and level of regulatory and supervisory resources.

Recent experience in the United States and elsewhere has demonstrated instances in

which unanticipated and unsustainably large losses in proprietary trading, heavy exposure

to structured credit products and credic default swaps, and sponsorship of hedge funds ha

placed at risk the viability of the entire enterprise and its ability ro meers its responsibilivies

to its clients, counterparties, and investors,

These activities, and the “originate-to-distribure” model, which facilitated seliing and re-
selling highly engineered packages of consolidated loans, are for the most part of relatively
recent origin, In essence, these activities all step away from the general concept of relation-
ship banking, resting on individual customer service, toward a more impersonal capital
markets transaction-oriented financial system. What is at issue is the extent to which these
approaches can sensibly be combined in a single institution, and particularly in those highly

protected banking institutions at the core of the financial system.

Almost inevitably, the complexity of much proprietary capital marker activity, and the
perceived need for confidentiality of such activities, limits transparency for investors and
creditors alike. In concept, the risks involved might be reduced by limiting leverage and at-
taching high capital standards and exceptionally close supervision.

Some members of the G30 feel such an approach could be sufficient to deal with these
visks, fu practice, any approach must recognize that the extent of such risks, potential
volatility, and the conflicts of interests will be difficult to measure and control. Experience
demmonstrates that under stress, capital and eredit fesources will be diverted o cover fosses,
weakening protection of client interests, Comples and unavoidable conflicts of interest
among clients and investors can be acute, Morebver, to the extent that these proprietary

activities are carvied out by firms supervised by government and protected from the full

force of potential failure, there is a strong element of unfair competition with “free-stand-

ing™ institations. In the last analysis, there is @ mote ntangible aspect highlighted by recent
experience. Is it really possible, with all the complexities, risks, and potential conflicrs, that
even the most dedicated board of directors and top managernent can understand and main-

tain control over such a diverse and complex mix of activities?
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These questions are related o the i

sue of whether prudential regulation and supervision
should follow functional or consofidared lines: should primary supervision of trading and

securities activir

, hedge funds, investment management, and other elements of a large
banking organization be the respdnsibility of security or market authorities to facilizate
competitive equality, or should a single regulator take responsibility for prudential supervi-

sion of an eatire diversified banking organization ot other institutions of systemic impar-

tance? if the consolidation of oversight takes place in an institution apart from the central
bank, the *last resort” funder for trroubled institutions, what principles can be established
to encourage appropriate relationships among the various agencies and with the teasury or
finance ministry that carry broad governmental responsibilities?

Setting out a reasonable and desirable approach toward these organizational and regu-
latory challenges lies at the heart of fashioning the new financial system. The following

recommensdations suggest such an approach.

Recommendation 1:

a. In all countries, the activities of government-insured, deposit-taking institutions
should be subject to prudential regulation and supervision by a single regulator (that
is, consolidated supervision). The largest and most complex banking organizations
should be subject to particularly close regulation and supervision, meeting high and

common international standards.

b

Lavge, systemnically inportant banking institutions should be restricred in undertak-

ks and serious conflicts of

ing proprietary activides that present particularly high ri
interest. Sponsorship and management of commingled private pools of capital (that
is, hedge and private equity funds in which the banking institutions own capital is
commingled with client funds) should ordinarily be prohibited and large proprietary
trading should be limited by strict capital and liquidity requirements. Participation
in packaging and sale of ¢ollective debt instruments should require the retention of a

meaningful part of the credie risk.

o

In general, goverment-insured deposit-taking institutions should not be owned and

controlled by unregutated non-fnancial Grganizations, and strict fmits should be

imposed on dealings among such banking instirutions and partial non-bank owners.

[+

. To gnard against excessive concentration in national banking systems, with implica-
tions for effective official oversight, management control, and effective compesition,
nationwide lmits on deposit concentration should be considered at a level appropriate

1o individual court
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2. Consolidated Supervision of Non-Bank Financial institutions

Recent experience in dealing with troubled but systemically significant non-bank financial
Institutions in some countries points to the need for consolidated regulation and supervi-

sion of such institutions.

Recommendation 2:

a. For those countries Jacking such arrangemeits, a framework for national-level con-
solidated prudential regulation and supervision over large internationally active insur-
ance companies should be established.

b. An appropriate prudential tegulator should be designated for those large investment

banks and broker-dealers that are not organized as bank holding companies.

3. Monsy Market Miutual Funds and Supervision

The widespread run on money market mutual funds has underscored the dangers of institu-
dons withrno capital, no supervision, and no safety net operating as large pools of maturity
transformation and liquidity risk, These have been compounded by provision of transaction
account services, with withdrawals on demand at pat, mimicking the services of regulated
comumercial banks, A regulatory distinction should be drawn between those services that
are most appropriately housed in regulated and supervised banks, particularly the right to
withdraw funds on demand at par, and those that can reasonably be provided by mutwal

funds focused on shore-term fixed-rate credit instrurments,

Recommandation 3:

a. Money market mutaal funds wishing to continge ro offer bank-like services, such
as fransaction account services, withdrawals on demand at pan and assurances of
maintaining a stable net asset value (NAV) at par, should be required to reorganize
as special-purpose banks, with appropriate prudential regulation and supervision,

government insurance, and access to central bavk lender-of-last-resort facilities.

=8

Those institutions remaining as money market mutual funds should only offer a con~
servative investment option with modest upside potential at relatively low risk, The
vehicles should be clearly differentiated from federally insured instroments offered by
banks, such as money market deposit funds, with no explicit or bmplicit assurances to
investors that funds can be withdrawn on désnand at a stable NAV, Money market mu-

tual funds should not be permitted vo use amortized cost pricing, with the implication

that they carry a fluctuating NAY rather than one that is pegged ar US$1.00 per share.
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4. Dversight of Private Pools of Capital

The issue of the appropriate pradential regulatory treatment of private pools of capi-
ral—more specifically, hedge funds—has been considered by policymakers aumerous thnes
since the collapse of Long Term Capital Management in 1998. The generally prevailing
view has been to continue to rely on a combination of: (a) enhanced market discipline, (b}
indivect oversight via close scrutiny of the regulated intermediaries they use for financing
and operating services, and (o) nioral suasion to encourage the spread of improved risk
management and compliance practices, Tn some jurisdictions, such as the UK, this has
been supplemented by formal regulatory oversight of the local managers—but not the funds

thernsetves—-and more formal arrangements to develop best practices standards, which

have been encouraged by its recently created Hedge Funds Standards Board.

Taken rogether, these measures have had some degree of success, in terms of bringing
about improvements in hedge fund risk management and fanding practices, and improved
counterparty risk management practices. Nonetheless, volatility has been greater than
anticipated, with instances of strongly adverse consequences for sponsoring institutions,
including some of systemic tmportance.

The question, going forward, is whether experience warrants a continuation of the

fargely unregulated status of hedge funds, and if not, the extent of such regulation. Several
indications point teward limited and flexible official regulation. The need for greater tans-
parency supports the introduction of formal authority to register and track those funds,

in terms of size, use of leverage, risk styles, and other important variables, This anthority
should be associated with the jurisdictions in which the fund managers conduct a major-
ity of their business. Second, efforts to achieve continuous improvement in market and
counterparty discipline would be enhanced by formal regutatory authority relative to the
funds and managers. Third, the increased emphasis on financial stability in the mandates

of prudential regulators and ceneral banks pomts to the need for greater, more s

access to information crucial ro under

nding the potential for growing risk imbalances in
the systern. Finally, there can be no assurances—especially if this sector continues to grow
in relative importance—that the largest, most complex funds might not become a future
source of significant systemic risk.

While less pressing, similar considerations may be relevant for large private equity funds

operating on the basis of substantial borrowing. In contrast, venture capital funds, dealing

by their nature with small companies and providing essential capital and managerial sap-

port for entreprencurial innovation, need to be free of inhibiting oversight.

Recommenidation 4:

a. Managers of private pools of capital that employ substantial borrowed funds should
be required to register with an appropriate national prudential vegulutor. There should

be some minimum size and vénture capital exemptions from such registration require-

mert.
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. The prudential regulator of such managers should have authority o require periodic
regulatory reports and public disclosures of appropriate information regarding the
size, mvestment style, borrowing, and performance of the funds under management.
Since introduction of even a modest system of registration and regulation can create
a-false impression of lower investment visk, disclosure, and suitability standards will

have to bereevaluated.

g

For funds above a size judged to be poteniially systemically significant, the prudential
regulator should have authority to establish appropriate standards for capital, liquid-
ity, and risk management.

Lo

. For these purposes, the jurisdiction of the appropriate prudential regulator should be
based on the primary business lovation of the manager of such funds, regardless of
the legal domicile of the funds themselves, Given the global nature of the markets in
which such managers and funds operate, it is imperative that a regulatory framework

be applied on an internationally consistent basis.

5. Govarament-Sponsored Enterprises

The hybrid business model of the housing finance Government-Sponsored Enterprises

(GSEs), in which they are both profit-seeking private companies and agents of government
B bi jt & 5 B

policy, has been shown to be unworkable over time and particularly in the midst of cris
The sense of an lmplicit government backing facilitated a degree of leverage and risk taking
that proved unsustainable. The specialized regudatory oversight was both inadequate and
too susceptible to political pressure, This was compounded by misaligned incentives in

i

bank capital rules for banks to take on oversized exposuves to these GSEs. The competition

from private market firms further induced the GSEs to expand into higher risk-taking ac-
tivities and lower underwriting standards in the interests of maintaining a dominant market
position. Then, in the face of the fall of housing markert prices, the GSEs had lost the capac-
ity to provide strong support for the mortgage market, which was their public mandate, In
the end, the goverament had no choice but to intervene directly.

Two tmportant financial policy lessony are: {a) the crucial importance of clearly sepa-
rating government financial support from private profit seekings and (b} the need for any
chosen level of goverhment support to be explicit and properly accounted for. These lessons

are relevant for other industries and other countries.

Recommendation 5:

. For the United State:

o

the policy resolution of the appropriate role of GSEs in mort-
gage finance should be based on a clear separation of the functions of private sector
mortgage finance risk intermediation from government sector guarantees or insurance
of mortgage credit risk,

b. Governmental entities providing support for the mortgage market by means of market

purchases should have explicit staturory backing and finar

cial support. Hybrids of



32

80

FINANCIAL REFORM 4 Framework for Financial Stability

private ownership with government sponsorship should be avoided. In time, existing
GS
entities, with the government, if it desires, maintaining a capacity to intervene in the

E mortgage purchasing and portfolio acrivities should be spun off to private secror

market through a wholly owned public institution.



PART 3

The Structure of Prudential Regulation
and International Coordination
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CORE RECOMMENDATION H
The quality and sffectivensss of prudential regulation and supervision must

he improvetl This will requive berrer-resourced prudential regulators and central banks

aperating within steuctures thar afford auch higher levels of national and international

policy coordination.

§. Regulatory Shrusture
The recent G30 report, The Structure of Financial Supervision, presents in some detail the

characteristics of four different approaches to the organization of financial regulation and

supervision, The four approaches ave: institutional, functional, integrated, and vwin peaks.

These different approaches are described in detail in Box 3.
The conceptual pros and cons of each approach are set out in the earlier report and will
not be repeated here. The direction of change is clear—that is, to some variant of either

the twin-peaks {regulation by objective} or integrated approach. Bither approach, and a

nunber of variants on them, is compatible with the large, bank-centered structures that are

emerging within most countries.
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To a significant extent, the choice of which regulatory structural model to employ has to
reflect a balancing of country-specific preferences, with appropriate weight to its founding
political principles such as, in the United States, the principles of checks and balances, and
a mix of Federal and State authority, There is, therefore, no single correct answer to the
question of what is the eptimal structure for organizing financial regulation and supervi-
ston. There is, however, an emerging consensus around a number of key points, including:

(a) the need to substantially simplify and conselidate overly complex structures; (b) the em-

ed

phasis on clarifying and stressing guiding principles of regulation rather than a rules-b
approach to regulation; (¢} the importance for much greater levels of international coopera-
tion and coordination on such matters as accounting standards, listing standards, licenses

to operate as regulated firms, supervisory ove

tit mechanisms, and, most important,

prudential capital and liguidity standards; {d) the importance of regulatory arrangements
having the flexibility to adapt to new types of institutions, instruments, and markets; and
(e} the need ro ensure the political and market independence of national regularory aurhori-
ties. Finally, there is a growing appreciation of the importance of ensuring that central
bank responsibility for promoting financial stability is supported by adequare authority and
capacity,

Regardless of how regulatory agencies are reorganized, prudential supervisors have a
common need to better ensure that fnancial institutions adequately prepare for and re-
spond to periods of financial stress. That rale requires a renewed emphasis on the complex
nature of judgments about the stability of large banking organizations, The caliber, quality,
and integrity of people required to meet these challenges points to the need for more sub-
stantial efforts to attract, develop, and retain individualy fully capable of engaging sevior

private sector

GURTEIPAres.

Recommendation 6:

a, Countries should reevaluate their regulatory structures with a view to eliminating
unnecessary overlaps and gaps in coverage and complexity, removing the potential for

regulatory arbitrage, and improving regulatory coordination.

o

In all cases, countries should explicitly teaffirm the insulation of national regulatory

authorities from political and market pressires and reassess the needs for improving

the quality and adequacy of respurces available to such authorites.

7. Role of the Central Bank

A central policy issue in regulatory reorganization is how to strike the right balance be-
tween the role of the central bank and that of other national regulators. National:govern-
ments must decide precisely where to strike that balance. What is imporrant fs to do so in
a Fashion that properly enables the central bank to fulfill its main policy missions. Beyond

the central mission of monetacy policy, central banks normally have a role i managing and
b 3 3 FHIE
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supporting payments systems, i providing liquidity. ro banks in times of stress, and more
broadly in maintaining financial stability.

Recent events provide impetus for recognizing a financial stability role for central banks,
That carries with it a need for adequate authority and the tools to carry out this mission.
Broader authority to collect information helpful ro understanding potential threats to
stability is but one element of this. Another is how best to combat the development of
financial excesses before they build into full-fledged crises. More countercyclical regulatory

and supervisory policies are one such tool. Consideration of asset market developments in

ing monetary policies has beerr a controversial but important debate.

To the extent that exce

ssive use of leverage is a recurring significant contribution to
potential financial instability, central hanks may consider the value of employing counter-
cyclical rools that work directly to-avoid excesses. Some form of broad-based collateral
sequirements or margin-serting authority, including authority to set minimum initial and
maintenance maggin requirements across a broad range of financial asset markets and in-
struments in which leverage is typically employed, is a possibility, As with.any formal rule-
making authority, over time, market pracices and innovations will develep to exploit gaps
andd weaknesses, Any rule that forces market participants o hold more collateral than they
would voluntarily creates some costs. These, however, are not reasons to abandon consider-

ation of expanding the tools available to temper extréme financial excesses that potendally

create far greater Costs.

An important element of post-crisis reform is to consider which crisis management

actions and innovations developed by central banks should usefully remain part of poli-
tymakeré’ rooikits and which should be strictly limited or eliminated entirely. The point
is that broadly extending the safery net may actually encourage risk taking to the point of
facilitating future excesses and carry central banks into areas more appropriately veserved

for political authorities.

Revommendation 7:

a. Where not alveady the case, central banks should aceept a role in promoting and
maintaining financial stability. The expectation should be that concerns for financial
stability are refevant not just in times of financial crisis, but also in times of rapid

credit expansion and increased use of leverage that may lead to cris

=g

. In countries where the central bank is vot the pradential regulatos, the central bank
should have: (i} a-strong role on the governing body of the prudental-and markers
regulator{s); {ii) a formal review role with respect to proposed changes in key pruden-
tial policies, especially capital and liquidity policies and margin arvangements; and (iif)

t

a supervisory role in regard to the largest systemically significant firms, and critic

payment and clearing systems.
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sharp distinction should be maintained between those regulated banking organiza-
g 018

tions with normal access to central bank lquidity facilities and other types of financial

institutions whose access, if any, should be limited to extreme emergency situations of

critical systemic importance.

=9

. Central bank emergency lending authority for highly unusual and exigent circum-
stances should be preserved, but should include, by law or practice, support by ap-
propriate political authorities for the use of such authority in extending such credit o

non-bank instiutions.

-

. Central bank liguidity support operations should be limited to forms that do not
entail lending against or the outright purchase of high-risk assets, or other forms of
long-rerm direct or indirect capital support. In principle, those forms of support are
more appropriately provided by directly accountable government entities, In practics,
to the extent the central bank is the only entity with the resources and authority to act

quickly to provide this form of s

stemic suppart, there should be subsequent approval

of an appropriate governmental entity with the consequent risk transfer to that entity.

8, International Coordination
There is much that can be done to imprave international regulatory and supervisory coordi-
nation. Certain specific and needed enhancements can and should move forward within the

existing framework of international cooperation, The most pressing and complex of those

enhancernents relate to making crisis management coordination more effective and aper:
tional by agreed protocols. Rffective and timely information sharing, including information
about large individual institutions operating in a aumber of jusisdictions, is a start. Greater
clarity is required as to which jurisdiction or agency has the responsibility, in terms of man-
aging the failure process, and how the costs of failure and the burdens of financial suppore,
to the extent needed, will be shared. In the current market environment, some of the largest
regulated financial institutions have grown to-a scale that raises questions as to the capac-

ity of some horie country regulators to manage and support the failure resolution process.

These concerns warrant early high-level consideration within international policy forums.

Recommendation 8

=

. National regulatory authorities and finance ministers are strongly encouraged to
adapt and enhance existing mechanisms for mternational regulatory and supervisory

coordination. The foc better coordinate

of needed enhancements should be ro: {i
oversight of the largest international banking organizations, with more rimely and
open information sharing, and greater clarity on home and host responsibilities, -
cluding in crisis management; (i) move beyond coordinared ruke making and standard

serving to the identification and modification of material national differences in the
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application and enforcément of such standardss (iii) close regulatory gaps and raise

standards, where needed; with respect to offshore banking centersyand (iv) develop

the means for joinr consideration of systémic risk concerns and the cyclicaliry inplica-

tions of regulatory and supervisory policiés. The appropriate agengies should strength-
en their actions in member countries to promote implementation and erforcément of

international standards.

o

. Given the recurring fmportance of excessive leverage as a contributing factor 16
financial disruptions, and the increasingly complex ways in which leverage can be
employed on and off balance sheets, prudential regulators and central banks should
collaborate with international agencies in an effort to define leverage and then collect
and report data on the degree of leverage and maturity and liquidity mismatches in
various national systems and markets.

¢. To the extent new international regulatory organizations are ultimately needed, the

initial focus should be on developing more formal regional mechanisms, such as in the

Buropean Union, but with continued atrentiveness 1o the global dimension of most

significant financial markets,
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GORE REC{}MMEQSMEGN i

institutional policies and standards must be strengthened, with garﬁrjmar
emphasis on standards for governance, risk management, capital, and lguidity.
Regulatory policies and accouniting standards must also guard against procyclicat effects

and be consistent with maintaining prudent business practices.

In a market-based financial systém, many stakeholders are involved: shareholders, manag-
ers and other employees, clients, regulators, and the public at large. For each stakeholdes,
costs and benefits and risks and rewards should—-as far as possible-—be balanced. & pre-
vequisite for this is that incentives should be consistent with the principle that risks should
be borne by those who take them, The more this condition is satisfied—and one role of
public policy is to help bring this about—the more the risk of systemic inseability fs re-
duced. A second prerequisite is that risks must be as transparent as possible o the relevant
stakeholders in financial instinucions. The more opaque are the risks being taken, the more
difficult it is for stakeholders to asgerrain if there is reasonable balance bepween risks and
expected rewards.

In looking back ar the ar

y of problems encountered during this financial crisis, there

hat contribute o tnstabil-

are numerous examples of misaligned incentives, of incentive
ity and cyclicality in financial markets, and of shorrcomings. in the transparency of risks, in
firms, in markets, and in stractured products.

The first step toward improving incentives and transparency must be taken av the level
of private sector firms central to financial risk intermediation. Further steps can be taken by

regulators and by accounting standard setters,

9. Regulatory Standards for Governance and Risk Management

To be effective and sustainable, improvements in governance and risk management must

be driven by leadership in private sector firms incorporated into a business culture that

promotes discipling and a focus on long-run performance, Direction for that must start

at the top, with boards of directors thar are engaged and up to the task of overseeing the
complexities of modern financial risk management. Complexities cannot be an excuse for
poorly prepared and informed boards. In the first instance, senior management has respon-
sibility for providing boards with timely information, and, if necessary, the training neces-
sary to use it. In turn, boards must be populated with sufficient expertise to absorb such
information and act on it, if need be with the bencfit of independent outside advice. If these
criteria canmot be met, the argument for reducing the size and complexity of these organiza-
tions becomes relevant,

tn terms of specific improvements in firm risk management practices, leading firms n the

financial industry have in recent years together assessed their capacity and willingness to
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cooperate in taking corrective steps to forestall crises, It is less clear how diligent firms and
regalators have been in following up on implementation of recommended improvements.
1t is quite clear that what had been recommended before this most severe of crises was not
sufficient to prevent the erosion of discipline at many leading firms. This suggests the need
for a more systematic and forceful follow-up on implementation of best practives, by senior

management, by boards, and by regulators.

Finally, this crisis has driven home the importance of aligning compensation practices

with the incentives and controls in a firm’s risk management program. Senior management

and boards need o ensure a consistency i that respect, aligning pay with long-run share-

holder interest rather than short-term retugns that cannot be sustained and entail greater

visk. Regulators need ro satisfy themselves on this score and facror misaligned incentives

into their overall judgments regarding the quality of the firm’s risk management capabilities.

Recommenidation 9:

Regulatory standards for governance and risk management should be raised, with particu-

lar emphasis om

®

. Strengthening boards of directors with greater engagement of independent members

having financial industry and risk management

xpertise;

o

. Coordinating board oversight of compensation and risk management policies, with
the aim of balanging risk taking with prudence and the long-rur interests of and
returns to shareholders;

c. Ensuring systematic board-level reviews and excrcises aimed at establishing the most

important parameters for serting the firm’s risk tolerance and evaluating its risk pro~

file relative to those parmmeters;

o

Ensuring the risk management and auditing functions are fully independent and
adequately resourced areas of the firm. The risk management function should report
directly to the chief executive officer rather than through the head of another func-

tional area;

I

Conducting periodic reviews of a firm’s potential vulnerability ro risk arising from
credit concentrations, excessive maturity mismatches, excessive leverage, or nudue reli-

ance on asset market liquidity;

B

Ensuring that all large firms have the capacity to contingously monitor, within a mat-

tet of hours, their largest counterparty credit exposures on an enterprisewide basis
and to make that information available; as appropriate, to ity senior management, its
board, and its prudential regulator and central bank;

. Ensuring industrywide acceptance of and action on the many specific risk manage-

99

ment practice improvements contained in the reports of the Counterparty Risk Man-

agement Policy Group {CRMPG) and the Institute of International Finance.
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10, Regulatory Capital Standards

The business of banking is inhérently cyclical. Movements in asset prices, collateral values,

asset quality, capital market transaction volumes, and market liguidicy all reflect economic
fluctuations with consequences for earnings growth and capital generation! Regulatory poli-
cies and practices Sannot repeal business cycles, They can, however, be assessed in terms

of the impact they have in amplifying institutional behavior during the ¢y

te. In-seeking to
temper regulatory sources of procyelicality, the objective should be to reinforce the primary

aim of prudential regulation—to maintain the health of the system and contain s
risk,

There are several aspects of prudential regulatory pol

ies in which procyclical features

are evident: capital standards, liquidity policies, and reserving practices, These are discussed

in this

ction. Extensive regulatory policy improvement efforts are already under way,

under the leadership of the Financial Srability Forum and the Basel Committee on Banking
Supervision.

Prodential supervisors have a critical role to play in ensuring that the largest banking
organizations adequately prepare for and respond to the ups and downs of cycles. Well-de-
signed and sensibly executed supervisory programs will be an essential elemeint of effective

regulatory reform efforts to dampen procyclicality. A starting point for avoiding excessive

risk is to support efforts of supervisors to report on and push back against erosion in risk
standards and discipline during periods of economic expansion and confidence.
1n this same vein, when risks are materializing and extreme pressures mouriting, it is

even more challenging for supervisors not to overreact to the use of capital, reserve, and
liquidity buffers thay should have been built up for use in just such circumstances. All this
further underscores the importance of these agencies having high-quality resources with the
independence to carry out this complex task.

A particularly disturbing aspect of the current crisis is the speed with which lavge regu-
lated financial institutions moved from being represented as well capitalized with strong

liquidity positions to requiring government interventions and sizeable financing support.to

avoid bankruptey. To be sure, financial panics can produce conditions that are unmanag

able for even very strong financial institutions, as they all require market confidence ro
function property. But it is also true that existing international capital standards have lost
credibility with market pardcipants. It is critically important that market credibility be
reestablished.

The principle of tying capital standards to estimated risk is appropriate only if risk esti-
mation rechaiques are sound and experience has revealed important limirations that need to
be addressed. Consideration should be given to improved methods to identify and account
for hidden credit concentrations, unduly optimistic assumptions about market liquidity

risk, so called “pipeline” risk in originate-to-distribute business models, and noncontractual
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exposures, such as those arising from sponsorship of off-balance-sheer vehicles and various
types of investment funds.

Even improved technigques for estimating risk will bave inherent limirations, Recognizing
those Hmitations, capital standards can be made more pracrical and less procyclical, by ex-
pressing them in terms of wide operating ranges, rather than as minimum peint estimares,
Such an approach should encourage a buildup bf capital during expansion periods, dis-
couraging aggressive share buyback and dividend policies while permitiing some reductions
in times of stress. Regulators will need to encourage banks to internalize this discipline by
requiring capital management policies to be tied to careful analysis of whar stress scenarios

imply about capital needs.

Recommendation 10

a. International regulatory capital standards should be enhanced to address tendencies
toward procyclicality. Benchmarks for being well capitalized should be raised, given
the demonstrable limitations of even the most advanced tools for estimating frmwide

risk.

o

. These benchmarks should be expressed as a broad range within which capital ratios
should be managed, with the expectation that, as part of supervisory guidance, firms
will operate in the upper end of sich a range in periods when markets ave exuberant
and tendencies for underestimating and underpricing risk are great,

The existing international definitions of capital should be reevaluated, looking towward

o

close alignment on national definitions.

. Capital and risk disclosure standards should be reevaluated 1o provide 2 higher degree

f5

of transparency of a firm’s risk appetite, its estimared needs for and allocation of eco-

nomic capital, and its valuation practices.

11, Standards for Liguidity Risk Management

trains have characterized the current financial crisis.

Two interrelated sers of liguidity
Ome is the evaporation of active markets for assets apart from government securities with
the consequence that price discovery in many markets became unrehiable. The other is
straing on funding, as reflected in the distocations in the interbank funding markets and
the virtual shutdown of term debt funding markers for even highly rated financial instira-
tions. The extent of these straing suggests that enhanced risk-based capital standards are by
themselves not a sufficient hasis for ensuring financial stability, Standards ave also needed
for Hiquidity risk.

Stronger, more systematic measures need to be taken that build on the framework wsed
for capital standards. A first step in this regard was taken in early 2008 with the Basel

Committee’s Principles for Sound Liquidity Risk Management.
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Recommendation 11:

a. Base-l

el liquidity standards should incorporate norwms for maintaining a sizable
diversified mix of long-rerm funding and an available cushion of highly liquid unen-
cumbered assets. Once such standards are developed, consideration should be given to

what is the preferred mix of senfor and subordinated debt ln bank capital structures,

o

Supervisory guidance for liquidity standards should be based on a mote refined-analy-
sis of a firm’s capacity to maintain ample fiquidity under stress conditions, including
evaluation of the quality and effectiveness of its liguidity management policies and

contingeney funding plan,

I

. Liguidity disclosure standards, building on the suggested practices in the Basel Com-
mitree Principles, should complement the suggested improved disclosure practices for

capital and risk profile information.

12, Fair Value Accounting

The current financial crisis has triggered an intense and often frustrating debare concerning
the issues raised by strict application of fair value accounting (FVA) rules to the financial
statements of regulated financial instirurions, Tn distressed, illiquid, virtoaily nonfuiiction-
ing markets such as have been witnessed, the limitations and unintended consequences

of FVA rules have become apparent, seerningly contributing to uncersainies and distress,

Some recent interpretative guidance regarding too-rigid application of these rules has beeti

viewed as helpful, But application of thar gaidance has been uneven across institutions and

national regimes-and has caused further divergence, rather than convergence, bevween TS,

and International Accouriting Standards, without resolving the core issues,

Apart from the current difficulties in determining market prices, there Is an underly

rension between the business purposes served by regulated Roancial instirutions—particu-

farly those in which the basic function is to intermediate credit and liquidity risk by funding
iliguid loans by means of demand or short-term deposits—and the fnterests of investors
and creditors to have the bést possible carrent information on the immediate market value
of assers and liabilities. That ténsion has also been reflected historically in different ap-
proaches favored by prudential and security regulators.

The direction until recently has been to seek to resolve that tension by forcing as much
of the accounting and valuation of all assets and Habilides as possible into an sccounting
model designed and developed ro address market values of liquid tradeable instraments.

The extent to which this represernits a “forced fit” has become very apparent in the current

crisis. One dramatic result has beer the ability of distressed institusions to increase their
reported earnings by marking to market of certain of their own Habilities as the crediv risk

ontheir debt hag increased. Another problem is valuations on illiquid assets that sometimes
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have limited relationship to expected discounted cash flows,

The way forward is not to abandon appropriate consideration of fair value principles
but to seek a better principles-based balance between the legitimate needs of investors for
useful cutrent financial information and the business model of the regulated financial insti-
tmtions.

A starting point is o recognize the relevance for sound internal risk management of
tracking the best available inforniation on the changes in value of a financial fiemy’s assets
and Habilities. Market pricing validated, if possible, by independent appraisal is one impor-
tant reguirement. But it is not necessarily the only one for evaluating risk and profitability
in the absence of market liquidity and when the intrinsic value of continuing customer

relarionship is a relevant consideration.

Another practical consideration is the responsibifity of prudential regularors and super-

visors to themsclves monitor, evaluare, and discipline valuation practices, Their concerns

must be to judge the nature and extent of the risks involved and to consider the adequacy
of reserve provisions to absorb potential losses, matrers that cannot be fully encompassed
in marking to market in all circuvastances.

In sum, the accounting principles and approaches applicable to regulared financial insti-

rutions whose primary purpose is to intermediate credit and liquidity risk needs 1 be berter
aligned with the firm’s business model. A pure mark-to-marker accounting model is gener-
ally preferred for trading activities and most elements of market risk. Variations on the cur
rent intent-based accounting model applicable to banking organizations are a better place
to start for these types of intermediaries. More realistic guidelines for addressing valuation
issues for illiquid investments in these types of portfolios—including guidance on how to
treat intent-based changes and movements in these instruments between accounts—is also a
better starting point for firms with this business model. Rigor in the standards for alterna-
tive methods of valuation (including impairments) and for evaluating intent {and ability to

carry that intent through} is essential to serve investor needs.

More generally, there can and should be an improved level of disclosure and transpar-
ency around regulated firms’ risk profiles, risk veporting, and valuation pracrices. The more
flexibility regulated firms and their regulators have to apply appropriaté reasonable valua-
tion practices to risk portfolios, the greater is the burden on them o provide full, fair, and
timely disclosures of information related to their valuation practices,

Finally, safety and soundness considerations require that regulated finns malintain full

and adequate reserves for specific expected credit losses over the life of credit exposures,

and general valuation reserves to deal with cyclical and fiquidity risks in relevant parts of

their portfolios, including derivative portfolios. Tensions in this regard between accounting
rules and safe and sound banking practices should be resolved in a way that promotes safe-

1y and soundness, with full and complete ransparency and disclosure of resulting reserves,
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Recommendation 12;

a. Fair value accounting principles and standards should be reevalnated with 3 view to
developing more realistic guidelines for dealing with less-liquid instruments and dis-

tressed markets.

The tension between the business purpose served by regulated fnancial instivations

that intermediate credit and liquidity risk and the interests of investors and creditors

should be resolved by development of principles-based standards that betrerireflect the
business model of these ingtitutions, apply apptoptiate rigor to valuatian and evalu:
ation of intent, and requirg improved disclosure and transparency. These standards
should also be reviewed by, and coordinated with, prudential regulators to ensure

application in a fashion condistent with safe and sound operation of such institutions.

o

Acconnting prisciples should also be made more flexible in regard ro the prudental
need for regulated institutions to mainrain adequate credic-loss reserves sufficient to
cover expected losses across their portfolios over the life of assets in those portfolios,
There should be full transparency of the manner in which reserves are determined and

allocated.

~

As emphasized in the third report of the CRMPG, under any and all standards of
accounting and uader any and all market conditions, individual financial instirutions
must ensure that wholly adequare resources, insulated by fail-safe independent deci-

sion-making authiority, are at the center of the valuation and price verification process.



S

PART 5

Improving Transparency and
Incentives, and Strengthening
the Financial Infrastructure
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CORE RECOMMENDATION IV

Financial markets and products must be mate more transparent, with better
atigned risk and prudential incentives. The infrastructure supporting such
markets must be made much more robust and resistant to potentiai failures of
sven large financial Institutions.

13. Restoring Confidence in Sectuitized Credit Marksts
Prior to the current crisis, a meaningful portion of the credit extension process had mi-
grated away from tradidounal loan origi}mcion and retention by individual banks or other

financial institations that have direct knowledge of and relationships with borrowers, to

one where financial institutions have relied on each other to originate loans that are then
parceled out and shared among a broad group of otherwise unrelated entities, One con-
sequence has been that the loss of confidence experienced during this crists has extended
beyond specific institutions to include a loss of confidence in entire sectors of the world’s
capiral markets. )

Prominent in this regard has been the complete drying up of new debt issuance in virtu-

ally all segments of the asser-backed securities markets. This has extended well beyond the

markets for complex structured collateralized debr obligations (CDOs) and collateralized
loan obligarions {CLOs} to include so-called plain vanilla asset-backed receivables transac-
tions.

The primary factors contributing to this loss of confidence have been the excessive
complexity of chese instruments and the lack of transparency that has characterized these
markets. An additional contributing factor has been flaws exposed in the workings of the
“originate-to-distribute” business model followed in the capiral market units of virtually
all large banking organizations. Those flaws include: (a} an erosion in credit underwrie-

tng standards, based on a rransaction rather than a relationship and retention approach to

credit risk; (b) concenuations of pipeline credit risk, based on overly optimistic assumptions
regarding marker liquidity and redistribution capabilides; and {¢) rerention of what turned
out to be badly structured and grossly overrated tranches of siructured products, in order
tor drive new deal flow. The extent to which the originate-to-distribute model will survive
the present crisis is in question, What is clear is thar it should not continue as a major ele-
ment in finance without a concerted effort 1o remedy the flawed approaches. Some of the
flaws can be addressed in the strengthening of regulatory capital and liquidity standards.
Others need to be addressed as part of broader efforts to reduce risk and restore investor
confidence in these markets.

The planned 2010 implementation of new international accounting standards for con-

solidation of various types of off-balance-sheet vehicles may impact securitization markets:
Many of those vehicles—particularly so-called Structured Investment Vehicles (5T s)—were

created in part to get around existing accounting rules and regulatory capital standards.
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Once these types of vehicles are forced back onto balance sheets and back into regulatory

capital calculations, they may be phased otit of existence, suggesting they served no sustain-

able economic purpose other than leveraged arbitrage of those rules.
In contrast to the above, off-balance-sheet trust vehicles that are used to support the

issuance of traditional asset-backed securitizations must be viewed differently, Account-

ing standard servers should give further consideration t the uscfulness of these types of
trust structares being treated fully as on-balancessheet items and whar this might feply for
the furare funcrioning of markets for these types of asset-backed securiries. A full discussion
of how pending accounting changes are likely ro impact the reporting and balance sheet
treatment of these types of entides is beyond. the scope of this report. (A useful review is
provided on pages 3832 of the CRMPG Il report.) To the extent these vehicles also land
back on financial institution balance sheets, there needs to be early resolution of the impact
this may have on the usefulness of leverage ratios as a regulatory capital metric, and the
potential uneven use of that metric across different national regulatory regimes.

Since most of the securitized capiral markets have become international in scope, efforts

to reopen them using new principles for transparency, risk underwriting, and accounting
are best approached on a coordinated basis, particularly between authorities in the Unired

Kingdom and the United States, where most of this activiry has been centered.
Recommendation 13:

a. Mark

of securitization make it imperative that securitized and other structured product and

et Supervision: Extensive innovation in the capital markets and the rapid growth

derivatives markets be held to regulatary, disclosure, and transparency standards at
Ieast comparable to those that have historically been applied to the public securities
markets. This may require that a broader range of markets be monitored, thar there
be adequate transparency as to transaction volumes and heldings across all products,
and that both credit and leverage elements of each product be thoroughly understood
and monitored.

=

Credit Underwriting Standards: The healthy redevelopment of securitized credit mar-
kets requires a restoration of market confidence in the adequacy and sustainability of

credic underwriting standards. To help achieve this, regulators should require regu-

tated financial institutions to retain a theaningful portion of the credit risk they are

packaging inte seeuritized and other steuctured credic products.

<]

. Of-Balance-Sheet Vehicles: Pending sccounting rule changes for the consolidation

of many types of off-balance-sheet vehicles represent a positive and needed improve-

ment. [t is important, before they are fully implemented, that careful consideration be
given to how these rules are likely to impact efforts to restore the viability of secari- -

tized credit markets.
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14. Rating Agency Reforms

Numerous issues and quéstions have been raised about problems arising from the pre-cri-
sis operations of the Naronally Recognized Securities Ratings Organizations (NRSROs),
particularly focusing on the ratings attached to complex securitized instruments. They in-
clude potential conflicts inherent in the issuer pay business models; Hmits on rating agency
accountability; the usefulness of ratings that only rate credit defaudt probabilities, w the
exclusion of many other important risk factors; and excessive regulatory and investor reli-
ance on NRSRO rarings. Issues have also been raised about the need for mure competition
and for better regulation.

In many financial institutions the nomber and quality of personnel devored to credic
analysis has failed to keep pace with the increased complexity of individual securities and
portfolios of credit instruments, Over time, a focus on profitability within financial insticu-
tions has led many investors and intermediaries to “outsource” the screening of credits, and
in many cascs, the entire credic evaluation function, to the traditonal ratings agencies.

Regulatory bodies have also relied on credit rarings from NRSROs as an important input

in assessing the adequacy of nef capital. In fact, credit r2

ings have become “hardwired™

in a vast spectrum of rules, fegulations, and investment guidelines affecting capital require-
ments, disclosure requirements; portfolio construction, and a host of other activities under-
taken by banks, broker-dealers, corporations, and other issuers, pension funds, insurance
companies, professional money managers, and other investors.

Unformunately, however, the economic model that supports the rating ageneies is driven
not by these users but by issuers who select and pay for the ratings. There are no direct
economic consequences for poor credit research or a rating that fails to predict an event
of default, because the payer, the issuer, is not harmed i cither event, Many issuers are
helieved to have “shopped” among the teaditional providers for higher ratings, lending a

perverse negative consequence to Hgulatory sttempts to fncrease competition.

In addition, the 1g agencies are not held legally accountable for the quality of their
work. Since there is no contractual relationship between those who rely on ratings (inves-
tors) and the providers of tatings, there is no legal recourse. The agencies have, o date,

escaped accountability for the quality of their ratings in the courts, In the United States they

he

e successfully argued that their ratings/opinions are subject to protection under the
Amendment.

A model whereby credit research and summary ratings ave paid for by investors rather

than issuers has been used ar times in the past and would be superior to the current model.

Some subs

viption madels for credit research and summary ratings have begun to emerge.
However, the current models make it difficult for. providers to be paid based on value
added, both because they have to compete with the “free” ratings provided by the tradi-

tional issuers, and because it is difficult for them to discover and monitor how extensively
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their intellectual property is being deployed. Consideration ought to be given to alternative
approaches. ‘

While there has béen substantial innovation in the development of strucrured produets
rated by the traditional agencies, there has been litde innovation in the measurement tech-
niques incorporated in the ratings themselves, inchuding risk measures related to liguidity,
volatility, spread risk, and other risk factors relevant to market valuations.

Although many practice changes have been anncunced andfor proposed by the
NRSROs, the European Commission, and the Securities and Exchange Commission (SEC),
it is not clear that these changes go far enough to address the underiying incentive prob-

lems, The three-part recommendation set out below is intended to address more directly the

need to improve the alignment of incentives for the three parties 1o the rating process——the

issuer, the investor, and the rating service provider

Recommendation 14:

Regularory policies with regard to NRSROs and the use of ratings should be revised, pref

erably on an internationally coordinated basis, to achieve the following:

a. Users of risk ratings, most importantly regulated users, should be encouraged 1o re-
store or acquire the capacity for independent evaluations of the risk of credit products

in which they are investing.

o

. Risk ratings issued by the NRSROs should be made more robust, ro reflect the risk
of potential valuation losses arising not just from default probabilities and loss in
the event of default, but also from the full range of potential risk factors {including

liquidity and price volatility).

i

Regulators should encourage the developihent of payment models that improve the
alignment of incentives among the providers of risk ratings and their clients and users,

and permit users to hold NRSROs accountable for the quality of their work product.

infrastructure Developments

The events of 2008 have underscored the impartance of a strong infrastructure for the
financial system—one that keeps pace with the innovations and new markets that ave part
of modern finance, As Pederal Reserve Bédard Chairman Ben Bernanks has pointed out,
there are both “hardware” elements {that is, systems for execution, clearing and settle-
ment, and so forth) and “sofeware” elements {that is, statutory, regulatory, and contracrual

frameworks) to the infrastructure. Significant weaknesses have been exposed in both these

aspects of the system’s infrastructure,
" The final three recommendations that follow cover three areas for infrastructure im-
provement: OTC market changes, legal resolution mechanisms for financial institutions,

and infrastructure in support of transparency i the markets for strucrured products.
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18, Gversight of Gredit Default Swaps (€DS)
and Dver-the-Counter (0TC) Markets

has exposed serious shortcomings fn the infrastracture i $upport of the OTC

tives markets. While some of those shortcomings may be viewed as conducr of

everal problems have reached a scale thar has raised

systemic distuption issues. These problems include trade confirmation backlogs, lack of
transparency on transaction reporting and pricing, comtract closeout procedures, valuation
1es. Most

and collateral disputes, and direet and indivect counterparty credic

practice

of these issues either do not arise or are generally well managed within the exchange-based
derivative markets.

ous regulatoiy bodies, the leading firms in these markets have

Under pressure from v

these infrastructure weak-

been working closely on a comprehensive program o addr
nesses, Prominent within that program are effores to establish a central counterparty clear-

ing (CCPY arrangement for the credic dertvatives marker and coordinated efforts to greatly
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reduce the gross size of outstanding contracts through bilateral compression arrangements.
Significant progress has been made on these fronts. Purther progress toward standardiza-
tion and use of CCP mechanisms should be enconraged, if need be with

regulatory capital requirements that bear mote heavily on instruments that are not cleared
through a CCP.

While these efforts may well 1

ult in adequate solutions to the most pressing existing
probiems; the broader policy questions regarding the appropriate regulatory status of these
markets remain open, For most of the pass 30 years, the markers developed in something
of a regulatory vacuunt, being regarded legally as neither securities nor furures contracts.
Tunovations were widespread and the markets grew explosively, suggesting that, beyond
serving a valuable risk transfer fumction, a large speculative element has emerged.

As these markers have grown in complexity and size to dwarf the very cash markets to
which they are relared, the scale of infrastructure, credit, valuation, and transparency prob-
lems have loomed Jarge. Pressure on central banks and other regulators to deal with these
probiems has grown.

1t has long been recogrized that the very same economic risk can be taken on or trans
ferred by a combination of securities, futures conracts, or OTC derivatives, Yet, depending
an the instrument used, vastly different rules, oversight arrangements, and infrastructure
support mechanisms apply. While this may have made public policy sense when the OTC
derivatives markets were in their early stages of development, the justification no longer
exists. The time has come 1o harmonize standards and practices across these instrument
markets, The time has also come to move beyond moral suasion and enlightened market
self-interest to ensure that market practices develop in a timely, healthy, and comprehensive

fashion. A possible system of regulation should include the elements listed in Box 4.

Recommendation 15:

& Much-needed planned improvemeits to the infrastructure supporting the OTC
derivatives markets should be further supported by legislation to establish a formal
system of regulation and oversight of such markets.

b. Given the global nature of the market, it is essential that there be a consistent regula-
tory framework on an international scalé, and narional regulasors should share infor
mation and enter into appropriate cooperative arrangeruents with authorities of other

countries responsible for overseeing activities.

16. A Resolution Mechanism for Financial Institutions
Market discipline works best in a system in which failures can happen without being a
source of imajor disruption and contagion, That can only happen with large, complex finan-

cial firms if the infrastructure and related market mechanisms that have o operate in the
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face of faihires are robust, transparent, and permit timely but not forced actions on the part
of creditors and other counterparties to protect their interest,

In the United States, existing legal mechanisms for managing bank failures, while not
perfect, have proven 1o be workable, The problems hiave arisen in the context of potential
and actual failures of large non-bank financial institutions. Specifically, the intervention ro
prevent the failure of Bear Sterns, the bankruptey filings of Lehman Brothers, and other
interventions demonstrate that there is a need to establish an effective failare resolution
regime for large non-bank financial institutions. Part of thar can be addressed by improve-

ments to the infrastructure of the OTC derivatives markets. Part of it can also be addressed

by closing the gaps {n consolidated prudential oversight of large regnlated non-bank
financial institutions. But to be fully effective, the legal regimes that operate once failure is
triggered should be modified, with a view to placing primary importance on the capacity
of the authoriries to take actions to protect the health of the system. A related concern is
the general framework for handling qualified financlal contracts in the United States, which
must be reconsidered in lighe of recent events.

In some countries, a legal framework to provide for the orderly closing of regulated
banks is not yet fully in place, let alone a framework for systemically significant non-
bank financial institutions. A desirable framework should provide for: {a) continuity of

operations and service access for depositors and other clients, (b) appropriate discretion

for receivers for managing payment priorities, {c) discretion to impose cost appropriately
ging pay £

within the capital structure and on executive management to reduce moral hazard, and {d)

appropriate financial fexibiliry for the regulator/receiver to provide for timely transfer of

financial assets and liabilities and prompt access of clients to properly segregated assers and

ACCOUNIS.

A further complication that must be considered~—both in the United States and other

furisdictions—relates to a potential failure of 2 large, leveraged hedge fund or group of
velated funds, where the funds in question are domiciled in an offshore center, The bank-
ruptey and governance regimes of such centers may be at odds with the public interest of
the countries in whose markets the funds acrually operate in terms of containing the impact

of failures on the system. Once such funds and manage

are brought under a formal regu-

s of this issue

latory system, the appropriate national regularor should require an anal

for the largest funds. The regulator should have the authority to require the manager of the
funds in question to modify existing legal arrangements to provide for an acceptable legal

regime for povernance and potential bankruptey liquidations,

Recommendation 18:

a. In countries where this is not already the case, a legal regime should be established to
provide regulators with awthority to require early warning, prompt corrective actions,

and orderly closings of regulated banking organizations, and other systemically
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significant regulated financial institutions. In the United States, legislation should
establish a process for managing the resolution of failed non-depository financial
institutions {including non-bank affiliates within a bank holding company structure)

comparable to the process for depository instivations,

o

. The regime for non-depository financial instirutions should apply only to those few
organizations whose failure might reasonably be considered to pose a threat to the
financial system and therefore subject to-ufficial regulation.

¢. A regulatory body having powers comparable to those available for the resolution

of banking institutions should be empowered to act as a receiver or conservator of

a failled non-depository organization and to place the organization in liquidation or

take action to restore it to a sound and solvent condition.

a9

. The special treatment accorded to various forms of financial contracts under current
V.S, faw should be examined in light of recent experience, with a view toward resoly-

ing claims under these contracts in a manner Jeast disruptive to the financial system,

17. improving Transparency of Structured Product Markets

Disclosure standards in asser-backed and other structured fixed-income markets need to
be reexamined and enhanced. Public interest in ensuring adequate disclosure to the inves-
tors in the private or wholesale markets for asset-backed and other structured fxed-income
products should be recognized by regulators. At present, information thar is likely to be
significant is not generally available, and this needs ro be addressed.

Once appropriate new disclosure standards have been agreed, this information should

be provided in a maoner that is compatable and facilitates analysis over time and across

transactions, Satisfying this objective will require that information be presented in 2 more

consistent and strucrared format than is currently the case. At present, financial informa-

tion for corporate issuers is provided in a substantially structured manner under the conrent

and presentation requirement of generally accepted accounting principles, However, there

are no analogous content and presentation requirements for asser-backed and other struc-

rared products,

Recommendation 17;

a. The disclosure and dissemination regime for asset-backed and other structured fixed-

income financial products (including securities and other financial products) in the

public and private markets should be enhanced.

&

The appropriate national regulator should, in conjunction with investors, determine
what information is material to investors in these products and should consider en-
hancing existing rules or adopt new rules that ensure disclosure of that information,

for both asset-backed and synthetic structured products.
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¢ The appropriate national regulator should condition transactions in the private and

whalesale markets on satisfaction of appropriate information disclosure standards.

18, Sharing Market Activity and Valuation Information
Public policy considerations have generally suppotted the importance of competing chan-
nels for trading execution in financial markets subject to some basic minimum public

miarket standards. Exchange-based execution mechanisms, and broadly comparable elec

tronic execution facilities, are typically characterized by high degrees of rransparency and
price discovery. Lesser standards apply in various segments of the over-the-counter markets,
in some cases to such a degree that the markers are better described as opaque rather than

transparent.

Recommendation 18:

Efforts to restore investor confidence in the workings of these markers suggest a need to re-
visit evaluations of the costs nad benefits of infrastructure investments that would facilirate
a much higher level of transparency around activity levels, traded prices, and related valua-
tions. Part of the costs of such changes is rhe impact on firm-specific congerns regarding the
private nature of their marker activity, These concerns, and direct investment cosis, need 1o

be weighed against the potential benefits of higher levels of market transparency.



PART 6

Concluding Comment
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in the year abead, policymakers will be faced with an extraordinary set of challenges. The
financial crisis has yet to fully vun its course. Financial markets and instirutions have yet to
reengage in a healthy process of risk intermediation. Real economies arcund the workd are
experiencing sharp contraction, which is likely o lead to additional credit defaults. Gov-
ernments and central banks are stretching to their limits with programs to stabilize both

Anancial systems and real economies.

Initiatives to address these immediate challenges must take precedence over even the
most pressing agendas for financial regulatory reform. Moreover, until the full costs of the

current crisis are known—including the financial costs from its cconomic fallout—there will

not be clarity on the extent of needed reforms and a sensible timetable for implementing
them and for rolling back of greatly exrended safety nets.

The views and recommendations set forth here represent an assessment, at one particu-
lar point in the crisis, as 1o the needed elements of a comprehensive financial reform plan.

considerations and do not cover in

‘These suggestions focus primarily on financial stabily

any detail other potential needed changes io husiness practice, in market or administrative

structure, or in competition policies,

This report should be read in combination with the prior extensive private sector and
public secror reform proposals referred to in our report.” Policymakers should have an
extensive set of proposals for framing the issues involved in the nesded comprehensive
overhaul of the national and international financial systems and suggesting appropriate re-
form. These reforms are likely to he more extensive and iraportant than any since the Great

Depression.
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LIST OF RECOMMENDATIONS

CORE RECOMMENDATION |
Gaps and weaknesses in the coverage of prudential regulation and supervision

must be eliminated. All systemically significant Anancial institutions, regardless of type, ’

must be subject to an appropriate degree of prudential oversight,

Prudential Regulation and Supervision of Banking Grganizations
Recommentdation 1:

a. In all countries, the activities of governmerit-insured deposit-taking institutions should
be subject to prudential regulation and supervision by a single regulator {that is, con-
solidated supervision), The largest and most complex banking erganizations should
be subject to particularly close regulation and supervision, meeting high and common

internatonal standards.

b. Large, systemically important banking institations should be v ed in undertak-

ing proprictary activities that present particularly high risks and serious conflicts of

interest. Sponsorship and managernent of commingled private pools of capital (that

is, hedge and private equity funds n which the banking institations own capital is
commingled with client funds) should ordinarily be prohibited and large proprietary
cading should be lmired by strict capital and liquidity requirements, Participation
in packaging and sale of collective debt instruments should require the retention of a
meaningful part of the credit risk.

el

. In general, government-insured deposit-taking institutions should not be owned and
controlled by unregulated non-financial organizations, and strict limits should be

imposed on dealings among such banking institutions and partial non-bank owners.

=9

. To guard against excessive concentration in'national banking sysrems, with implica-
tions for effective official oversight, management control, and ¢ffective competition,
nationwide Hmits on deposit concentration should be considered at a level appropri-

ate to individual countries.

Consolidated Supervision of Non-Bank Financial Institutions
Recommendation 2:

a. For those countries lacking such arrangements, a framework for national-level von-
solidated pradential regulation and supervision over large internationally active nsur-

ance companies should be established.
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b. An appropriate prudential regulator should be designated for those large investment

banks and broker-dealers that are not organized as bank holding compan

foney Market Mutual Funds and Supervision
Recommendation 3:

a. Meney market mutual funds wishing to continue to offer bank-like services, such

as transaction account services, withdrawals on demand at pag, and assurances of

maintaining a stable net asset value (NAV) at par should be required to reorganize as
special-purpose banks, with appropriate prudential regulation and supervision, gov-

o central bank lender-of-last-resort facilities.

ernment iﬂSuF‘&ﬂCt‘, and ae

o

. Those institutions remaining as money market mutual funds should only offer a con-
servative investment option with modest upside potential at relatively low risk. The
vehicles should be cleatly differentiated from federally insured tnstruments offered by
banks, such as money market deposit funds, with no explicit or implicit assurances to
investors that funds can be withdrawn on demand at a stable NAV. Money market mu-
tual funds should not be permitted to use amortized cost pricing, with the implication

that they carry a fluctuating NAV rather than one that is pegged at US$1.00 per share.

Oversight of Private Fools of Gapital
Recommendation 4

a. Managers of private pools of capital that employ substantial borrowed funds should
be required to register with an appropriate national prudential regulator. There
should be some minimum size and venture capital exemptions from such registration

requirement,

. The prudential regulator of such managers should have authority to require periodic

cgulatory reports and public disclosures of appropriate informarion regarding the

size, investment style, borrowing, and pecformance of the funds under management,

Since introduction of even a modest system of registration and regulation can create

a false impression of lower investment risk, disclosure, and suitability standards will
have to be reevaluated.
stemically significant, the prudential

¢ For funds above a size judged to be porentially sy
regulator shoald have authority ro establish appropriate standards for capital, lquid-

ity, and risk management.

o

For these purposes, the jurisdicton of the appropriate prudential regulator should be
based on the primary business location of the manager of such funds, regardless of
the legal domicile of the funds themselves. Given the global nature of the markets in
which such managers and funds operate, it is imperative that a regulatory framework

be applied on an internationally consistent basis.
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Government-Sponsored Enterprises (GSEs)
Recommendation 5:

a. For the United States, the policy resolution of the-appropriate role of GSEs in mort-
page finance should be based on a clear separation of the functions of private sector

mortgage finance risk intermediation from government sector guarantees or insurance

of morrgage credit risk.

. Governmental entities providing support for the mortgage market by means of market
purchases should have explicit staturory backing and financial support. Fybrids of
private ownership with government sponsorship should be avoided. In rime, existing
(iSE mortgage purchasing and portfolio activities should be spun off to private sector
entities, with the government, if it desires, maintaining a capacity o intervene in the

market through a wholly owned public institution.

CORE RECOMMENDATION I
The quality and effectiveness of prudential regulation and supervision must

he improved. This will require better-resourced prudential regulators and central banks
operating within strpctures that afford mruch higher levels of national and international

policy coordination.

Regulatory Structure
Recommentation 6:

a. Countries should reevaluate their regulatory structures with a view to eliminating un-
necessary dverlaps and gaps in coverage and complexity, removing the potential for
regulatory atbitrage, and improving regulatory coordivation.

b In all cas

, countries should explicitly reaffirn the insulation of national regulatory

authorities from political and market pressures and reassess the need for improving

the guality and adequacy of resources available to such authorities.

Role of the Sentral Bank
Recommendation 7:

2. Where not already the case, central banks should accept a role in promoting and

maintaining financial stability. The expectation should be that conceras for financial

stability are relevant not just in times of financial crisis, but also in times of rapid

credit expansion and increased use of leverage thar may lead to crises.

o

In countries where the central bank is not the prudential regulator, the central bank

should have: (i} a strong role on the governing body of the prudential and markets
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o

f=%

I

. Cenral bank emergency lendiog authority for highly unusual and e

regulator(s); (it} a formal review role with respect to proposed changes in key pruden-
tial policies, especially capital and liquidity policies and margin arrangements; and {iii}
a sapervisory role in regard to the largest systemically significant firms, and critical
payment and clearing systems.

A sharp distinction should be maintained between those regulated banking organiza-
tions with normal access to central bank Hquidity facilities and other types of financial
institutions whose access, if any, should be limited to extreme emergency situations of

critical systemic importance.

igent circum-
stances should be preserved; but should include, by law or practice, support by ap-
propriate political authorities for the use of such authority in extending such credir to

non-bank institutions,

. Central bank lquidity support operations should be limited to forms that do not

entail lending against or the outright purchase of high-risk assets, or other forms of
long-rerm direct or indirect capital support. In principle, those forms of support are
more appropriately provided by directly accountable government entities. In practice,
to the extent the central bank is the only entity with the resources and authority to act
quickly to provide this form of systemic support, there should be subsequent approval

of an appropriate governmental entity with the consequent risk transfer to that entity.

International Coordination
Recommendation 8:

_oversight of the largest nternational banking organiza

s

tional regulatory authotities and finance ministers are strongly encouraged to
adapt and enhance existing mechanisms for international regulatory and supervisory
coordination, The focus of needed enhancements should be to: (i} better coordinate

tions, with more timely and

open information sharing, and greater clarity on home and host responsibilities, in-
cluding in crisis management; (i) move beyond coordinated rule making and standard

setting to the identification. and modification of material national differences in the

application and enforcement of such standards; (iil} close regulatory gaps and raise
standards, where néeded, with respect to offshore banking centers; and {iv) develop

the means for joint consideration of systemic risk concerns and the cyclicality implica-

tions of regularory and supervisory policies. The appropriate agencies should strength-
en their actions in member countries to promote implementation and enforcement of
international standards.

ance of exce

CGiven the recurring impc sive leverage as a contributing factor o

financial disruptions, and the increasingly complex ways in which leverage ¢an be

employed on and off balancé sheets, pradential regulators and central banks should
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collaborate with international agencies in an effort to define leverage and then collect
and report data on the degree of leverage and maturity and liquidity mismatches in
various national systems and markets.

To the extent new international regalatory organizations are uitimately needed, the

o

initial focus should be on developing more formal regional mechanisms, such as in the
European Union, but with continved attetitiveness to the global dimension of most

significant foancial markets.

CORE RECOMMENDATION Il

Institutional policies and standards must be strengthensd, with particular
emphasis on standards for governance, risk m ment, cagital, and Hguidity.
> guard against procyclical effeces

Regulatory policies and accounting standards must a

and be consistent with maintaining prudent business practices.
Regulatory Stendards for Governance and Risk Management
Revommendation 9

Regulatory standards for governance and risk management should be raised, with partico-

lar eraphasis o

=

Strengthening boards of directors with greater engagement of independent members
having financial industry and risk manageiment expertise;

.. Coordinating board oversight of compensation and tisk management policies, with

o

the aim of balancing risk taking with prudente-and the long-run interests of and
returas to shareholders;

¢. Ensuring systematic board-level reviews and exercises aimed at establishing the most

important parareters for serring the firm’s visk tolerance and evaluating it Pro-

file relative to those parameters;

[N

Ensuring the risk management and auditing functions are fully independent and
asdequately resourced areas of the firm, Therisk management function should report
directly to the chief executive officer rather than through the head of another fune-
tional area;

Conducting periodic reviews of a friv's potental vulnerability ro risk arising from

gl

credit concentrations, excessive maturity mismatches, excessive leverage, or wndue reli-

ance on asset market liquidity;

e

Ensuring that all large firms have the capacity to continuously monitor, within a mat-
ter of hours, their largest counterparty credit exposures on an enterprisewide basis
and to make that information available, as appropriate, to ity senior management, its

board, and its prudential regulator and central bank;



112

FINANCIAL REFORM A& Framework for binancial Stability

g Ensuring industrywide acceptance of and action on the many specific risk manage-
ment practice improvements contained in the reports of the Counterparty Risk Man-

agement Policy Group (CRMPG) and the Institute of International Finance,

Regulatory Sapital Standards
Recommendation 10;

a. International regulatory capital standards should be enhanced o address tendencies

toward procyclicality. Benchmarks for being well capitalized shonld be raised, given
the demonstrable limitations of even the most advanced rools for estimating firmwide
risk.

. These benchmarks should be expressed as a broad range within which capital ratios

o

should be managed, with the expectation that, as part of supervisory guidance, firms
will operate at the upper end of such a range in periods when markets are exuberant

and tendencies for underestimating and underpricing risk are greac.

o

. The existing international definitions of capital should be reevaluated, looking toward

close alignment on national definitions,

o

Capital and risk disclosure standards should be reevaluated to provide a higher degree

of transparency of a firm’s risk appetite, its estimated needs for and allocation of eco-

womic capital, and its valuation practices.

Standards for Liguidity Risk Management
Recommendation 11:

a. Base-level liquidity standards should incorporate norms for maintaining a sizable
diversified mix of long-term funding and an available cushion of highly liquid unen-
cambered assets, Once such standards are developed, consideration should be given to

what is the preferred mix of senior and subordinated debr in bank capital structures.

Supervisory guidance for liquidity standards should be based on a more refined analy-
sis of a firmr's capacity to maintain ample liquidity under stress conditions, including
evaluation of the quality and effectiveness of its liquidity management policies and

contingency fundig plan.

s in the Basel Com-

o

Liguidity disclosure standards, building on the suggested practice
mittee Principles, should complement the suggested improved disclosure practices for

capital and risk profile information.



113

FINANCIAL REFORM A Framework for Financial Stabifivy 65

Fair Value Accounting
Recommendation 12:
a. Fair value accounting principles and standards should be reevaluated with a view

to developing more realistic guidelines for dealing with less liquid instruments and

distressed markets,

o

. The tension berween the business purpose served by regulated financial institutions
that intermediate credit and liquidity risk and the interests of investors and creditors
should be resolved by development of principles-based standards that berter reflect the
business model of these institutions, apply appropriate rigot to valuation and evalu-
ation of intent, and require improved disclosure and transparency. These standards
shouldtalso be reviewed by, and coordinated with, prudental regulators to ensure

application in a fashion consistent with safe and sound operation of such institutions.

@

. Accounting principles should also be made more flexible in regard to the prudential
need for regulated institutions to maintain adequate credit loss reserves sufficient o
cover expected losses across their portfalios over the life of assers in those portfolios.
There should be full transparency of the manner in which reserves are determined and

allocated,

[=5

. As emphasized in the third report of the CRMPG, under any and all standards of
dccounting and under any and all market conditions, individual financial mstitutions
must ensure that wholly adequate resources, insulated by fail-safe independent deci-

sion-making authority, are at the center of the valuation and price verification process.

CORE RECOMMENDATION 1Y

Financial markets and products must he made more transparent, with better-
aligned risk and prudential incentives. The infrastructure supporting such
markets must be made much more robust and resistant to potential failures of
aven largs financial instintions,

Restoring Confidlence in Securitized Gredit Markets
Recommendation 13

a. Market Supervision: Extensive innpvation in the capital markets and the rapid growth
of securitization make it imperative that securitized and other structured product and
derivatives markets be held to regulatory, disclosure, and transparency standards at

least comparable to those that have historically been applied to the public securities
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markets. This may require that a broader range of markets be monitored, that there
be adequate transparency as to transaction volumes and boldings across all products,
andt that both credit and leverage elements of each product be thoroughly understood

and monitored.

=2

. Credit Underwriting Standards: The healthy redevelopment of securitized credit mar-
kets requires a restoration of market confidence in the adequacy and sustainability of
credit underwriting standards, To help achieve this, regulators should require regu-
lated financial institutions to retain a meaningful portion of the credit risk they are
packaging into securitized and other steuctured credit products.

Off-Balance-Sheet Vehicles: Pending accounting rule changes for the vonsolidation

o

of many types of off-balance-sheet vehicles tepresent a positive and needed improve-
ment, It is important, before they are fully implemented, that caveful consideration be
given to how these rules are likely to impact efforts to restore the viability of securi-

tized credic markets.

Rating Agency Refoims

Recommendation 14:

Regulatory policies with regard ro Nationally Recognized Securities Rating Organizations
(NRSROs} and the use of ratings should be revised, preferably on an internationally coordi-

nated basis, to achieve the following:

a. U

58

s of risk ratings, most importantly. regulated users, should be encouraged to re-
store or acquire the capacity for independent evaluations of the risk of credit products
in which they are nvesting.

Risk ratings issued by the NRSRCs should be made more robust, to reflect the risk

o

of potential valuation losses arising not just from default probabilities and loss in the
event of default, but also from the full range of potential risk factors {including liquid-
ity and price volarility}.
<. Regulators should encourage the development of payment models that improve the
alignment of incentives among the providers of risk ratings and their clients and users,

arnd permit users to hold NRSROs accountable for the quality of their work product,

The Oversight of Credit Default Swaps (CDS)
and Over-the-Counter (0T):-Markets

Recommendation 15:
a. Much-needed planned improvements to the infrastructure supporting the OTC deriva-
tives markets should be further supported by legislation to establish a formal system

of regulation and oversight of such markets.
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b. Given the global nature of the market, it {s essential that there be a consistent regula-
tory framework on an international scale, and national regulators should share infor-
mation and enter into appropriate cooperative arrangements with authorities of other

countries responsible for overseeing activities,

A Resolution Mechanism for Financial Institutions
Recommendation 16:

a. In countries where this is not already the case, a legal regime should be established to
provide regulators with authority to require early warning, prompt corrective actions,
and orderly closings of regulated banking organizations, and other systemically signif-
icant regulated financial insticutions, In the United Scates, legislation should establish
a process for managing the resolution of failed non-depository financial instirutions
(including non-bank affiliates within a bank holding company structure) comparable

to the process for depository institutions.

=

. The regime for non-depository financial institutions should apply only to those few
organizations whose failure might veasonably be considered to pose a threat to the
financial system and therefore subiect to official regulation,

. A regularory body having powers comparable to those available for the resolution

I

of banking tustitutions should be empowered to act as a receiver or conservator of
a failed non-depository organization and'to-place the organization in liquidation or

take action to restore it to'a sound and solvent condition,

=

The special trearment accorded to varicus forms of financial contracts under cusrent
U.S. law should be examined in light of recent experience, with a view toward resolv-

ing claiins under these contracts in a manner least disruptive to the financial system,

improving Transparency of Structured Product Markets
Recommendation 17;

The disclosure and dissemination regime for asset-backed and other strucrured fixed-

@

s and other financial products) in the

income financial products {including securiti

public and private markets should be enhanced.

o

. The appropriate national regulator should, in conjunction with investors, determine
what information is material to investors in these products and should consider en-
hancing existing rules or adopt new rules that ensure disclosure of that information,
for both asser-backed and synthetic sceuctured products.

tions in the private and

¢. The appropriate national regulator should condition trans:

wholesale markets on satisfaction of appropriate information disclosure standards.
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Sharing Market Activity and Valuation Information
Recommendation 18:
Efforts to restore investor confidence in the workings of these markers suggest a need to re-

visit evaluations of the costs and benefits of infrastrucrure investments that would facilitare

1y levels, traded prices, and related valua-

a much higher level of transparency around acti
tions. Part of the costs of such changes is the impact on firm-specific concerns regarding the
private nature of their market activity. These concerns, and direct investmeny costs, need ro

be weighed against the potential benefits of higher levels of market transparency.
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