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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

SECRETARY OF THE TREASURY March 13, 2008

MEMORANDUM FOR THE PRESIDENT
FROM: Henry M. Paulson, Jr. /
SUBJECT: President’s Working Group on Financial Markets Policy Statement

Last August, you called on the President’s Working Group on Financial Markets (PWG) to
review the underlying causes of developing financial market turmoil. I am pleased to transmit to
you the policy statement of the PWG, which is led by me as the Secretary of the Treasury and
includes the chairmen of the Federal Reserve Board, the Securities and Exchange Commission,
and the Commodity Futures Trading Commission.

The PWG, working with the Office of the Comptroller of the Currency and the Federal Reserve
Bank of New York, issued the statement to present the Group’s findings on the causes of recent
market turmoil and recommend changes to help avoid a repeat of recent events.

Obviously, market turmoil is still playing out, and all market participants and policy makers are
deeply engaged in addressing the current situation. We must implement these recommendations
with an eye toward not creating a burden that exacerbates today’s market stresses.

We will monitor and report back to you on the implementation of these recommendations. In
addition, we will make further recommendations later this year if we do not see the progress we
are seeking.

Our objectives — which we believe these recommendations will achieve — are improved
transparency and disclosure, better risk awareness and management, and stronger oversight.
Collectively, these recommendations will mitigate systemic risk, help restore investor
confidence, and facilitate economic growth.



Since mid-2007, financial markets have been in turmoil. Soaring delinquencies on U.S.
subprime mortgages were the primary trigger of recent events. However, that initial shock both
uncovered and exacerbated other weaknesses in the global financial system. Because financial
markets are interconnected, both across asset classes and countries, the impact has been
widespread. Global capital markets must function smoothly and effectively for economies to
achieve sustainable growth. It is therefore in the interests of both policy makers and market
participants to identify the causes of the market turmoil and to take the steps necessary to
mitigate systemic risk, restore investor confidence, and facilitate stable economic growth.

The President’s Working Group on Financial Markets (PWG) has undertaken a thorough
analysis of the underlying factors contributing to the recent and on-going market stress. This
analysis has been conducted to identify the weaknesses in global markets, institutions, and
regulatory policies that triggered, amplified, or failed to mitigate the stress. On the basis of this
analysis, the PWG has developed a comprehensive. set of recommendations to address those
weaknesses. This statement summarizes that analysis and sets out recommendations. It is
comprised of three sections: a diagnosis and summary of recommendations; a review of factors
contributing to the market turmoil; and a fuller discussion of policy issues and recommendations.

1. Diagnosis and Summary of Recommendations

Diagnosis

The global market turmoil has not yet abated, so any diagnosis is necessarily incomplete.
Nonetheless, it seems clear from experience to date that the principal underlying causes of the
turmoil in financial markets were:

*  abreakdown in underwriting standards for subprime mortgages;

. a significant erosion of market discipline by those involved in the securitization
process, including originators, underwriters, credit rating agencies, and global
investors, related in part to failures to provide or obtain adequate risk disclosures;

. flaws in credit rating agencies’ assessments of subprime residential mortgage-
backed securities (RMBS) and other complex structured credit products,
especially collateralized debt obligations (CDOs) that held RMBS and other asset-
backed securities (CDOs of ABS);

. risk management weaknesses at some large U.S. and European financial
institutions; and
. regulatory policies, including capital and disclosure' requirements, that failed to

mitigate risk management weaknesses.

The turmoil in financial markets clearly was triggered by a dramatic weakening of
underwriting standards for U.S. subprime mortgages, beginning in late 2004 and extending into
early 2007. But the loosening of credit standards and terms in the subprime market was
symptomatic of a much broader erosion of market discipline on the standards and terms of loans

! In this document disclosure requirements refer to the requirements of prudential regulators of financial institutions
rather than to the Securities and Exchange Commission’s (SEC) disclosure regulations and requirements applicable
to U.S. public companies.



to households and businesses. Following many years of benign economic conditions and
plentiful market liquidity, global investors had become quite complacent about risks, even in the
case of new and increasingly complex financial instruments.

Competition and the desire to maintain higher returns created significant demand for
structured credit products by investors. Originators, underwriters, asset managers, credit rating
agencies, and investors failed to obtain sufficient information or to conduct comprehensive risk
assessments on instruments that often were quite complex. Investors relied excessively on credit
ratings, which contributed to their complacency about the risks they were assuming in pursuit of
higher returns. Although market participants had economic incentives to conduct due diligence
and evaluate risk-adjusted returns, the steps they took were insufficient, resulting in a significant
erosion of market discipline.

Faulty assumptions underlying rating methodologies and the subsequent re-evaluations
by the credit rating agencies (CRAs) led to a significant number of downgrades of subprime
RMBS, even of recently issued securities. Downgrades were even more frequent and severe for
CDOs of ABS with subprime mortgage loans as the underlying collateral. The number and
severity of negative ratings actions caused investors to lose confidence in the accuracy of the
ratings of a wide range of structured credit products. This loss of investor confidence caused
many structured finance markets to seize up and caused markets for asset-backed commercial
paper (ABCP), some of which was backed by RMBS and CDOs of ABS, to contract
substantially.

These developments revealed serious weaknesses in risk management practices at
several large U.S. and European financial institutions, especially with respect to the
concentration of risks, the valuation of illiquid instruments, the pricing of contingent liquidity
facilities, and the management of liquidity risk. Common themes were the failure of stress
testing procedures to identify institutions’ vulnerabilities to system-wide shocks to markets and
market participants, and difficulties aggregating exposures across business lines and valuing
instruments when markets became illiquid. These weaknesses were particularly evident with
respect to the management of risks of holding CDOs of ABS, sponsoring or supporting off-
balance sheet conduits that issued ABCP, and syndicating leveraged loans. As a result, some
institutions suffered significant losses and many experienced significant balance sheet pressures.
Balance sheet pressures contributed to a tightening of firms’ lending standards and terms for a
wide range of borrowers, which in turn has contributed to the slowing of U.S. economic growth.

In some cases, regulatory policies failed to mitigate those risk management weaknesses.
For example, existing capital requirements encouraged the securitization of assets through
facilities with very low capital requirements and failed to provide adequate incentives for firms
to maintain capital and liquidity buffers sufficient to absorb extreme system-wide shocks without
taking actions that tended to amplify shocks. Further, supervisory authorities did not insist on
appropriate disclosures of firms’ potential exposure to off-balance sheet vehicles.



Summary of Recommendations

The PWG has carefully reviewed the weaknesses in markets, institutions, and regulatory
and supervisory practices that have contributed to financial turmoil and has developed
recommendations to address those weaknesses. In developing its recommendations, the PWG
has sought to avoid exacerbating the current strains on markets and institutions or risking
unintended consequences. As noted above, the market turmoil has not yet abated. Thus, the
PWG or its member agencies may put forward additional recommendations as events unfold and
new insights are gained. Although no single measure can be expected to place financial markets
on a sound footing, the PWG believes that implementation of its comprehensive and
complementary set of recommendations would constitute an effective response to the identified
weaknesses. In general, the recommendations include measures to be implemented by
government authorities or market participants that will:

. reform key parts of the mortgage origination process in the United States;

. enhance disclosure and improve the practices of sponsors, underwriters, and
investors with respect to securitized credits, thereby imposing more effective
market discipline; '

. reform the credit rating agencies’ processes for and practices regarding rating
structured credit products to ensure integrity and transparency;
. ensure that global financial institutions take appropriate steps to address the

weaknesses in risk management and reporting practices that the market turmoil
has exposed; and

. ensure that prudential regulatory policies applicable to banks and securities firms,
including capital and disclosure requirements, provide strong incentives for
effective risk management practices.

Recommendations for reforming key parts of the mortgage origination process include:

. All states should implement strong nationwide licensing standards for mortgage
brokers;
. Federal and state regulators should strengthen and make consistent government

oversight of entities that originate and fund mortgages and otherwise interface
with customers in the mortgage origination process. All states should work
towards adopting the principles set forth in the guidance developed by the federal
regulators for nontraditional and subprime mortgage lending and ensure that
effective enforcement mechanisms are in place to deal with noncompliance with
such standards; and

. The Federal Reserve should issue stronger consumer protection rules and mandate
enhanced consumer protection disclosures, including disclosures that would make
affordability over the life of the mortgage more transparent and that would
facilitate comparison of the terms with those of alternative products. State and
federal authorities should coordinate to enforce the rules evenly across all types of
mortgage originators.



Recommendations for improving investors’ contributions to market discipline include:

. Overseers of institutional investors (for example, the Department of Labor for
private pension funds; state treasurers for public pension funds; and the SEC for
money market funds) should require investors (and their asset managers) to obtain
from sponsors and underwriters of securitized credits access to better information
about the risk characteristics of such credits, including information about the
underlying asset pools, on an initial and ongoing basis;

. Overseers should ensure that these investors (and their asset managers) develop
an independent view of the risk characteristics of the instruments in their
portfolios, rather than rely solely on credit ratings; and

. The PWG will engage the private sector to create a committee to develop best
practices regarding disclosure to investors in securitized credits, including ABS
and CDOs of ABS.

Recommendations for reforming the ratings processes for and practices regarding structured
credit and other securitized credit products include:

. Credit rating agencies should disclose what qualitative reviews they perform on
originators of assets that collateralize ABS rated by the CRA and should require
underwriters of ABS to represent the level and scope of due diligence performed
on the underlying assets;

. The CRAs should reform their ratings processes for structured credit products to
ensure integrity and transparency. The PWG welcomes the steps already taken by
the CRAs, and particularly encourages the CRAs to:

° enforce policies and procedures that manage conflicts of interest,
including implementing changes suggested by the SEC’s broad review of
conflict of interest issues;

° publish sufficient information about the assumptions underlying their
credit rating methodologies, so that users of credit ratings can understand
how a particular credit rating was determined,

o make changes to the credit rating process that would clearly differentiate
ratings for structured products from ratings for corporate and municipal
securities;

° make ratings performance measures for structured credit products and

other ABS readily available to the public in a manner that facilitates
comparisons across products and credit ratings;

° work with investors to provide the information investors need to make
informed decisions about risk, including measures of the uncertainty
associated with ratings and of potential ratings volatility; and

° ensure that adequate personnel and financial resources are allocated to
monitoring and updating ratings.
. The PWG will facilitate formation of a private-sector group (with representatives

of investors, issuers, underwriters, and CRAs) to develop recommendations for
further steps that the issuers, underwriters, CRAs, and policymakers could take to



ensure the integrity and transparency of ratings, and to foster appropriate use of
ratings in risk assessment;

PWG member agencies will reinforce steps taken by the CRAs through revisions
to supervisory policy and regulation, including regulatory capital requirements
that use ratings; and

The PWG will revisit the need for changes to CRA oversight if the reforms
adopted by the CRAs are not sufficient to ensure the integrity and transparency of
ratings.

Recommendations to strengthen global financial institutions’ risk management practices

include:

Global financial institutions should promptly identify and address any weaknesses

in risk management practices that the turmoil has revealed;

The PWG will support formation of a private-sector group to reassess

implementation of the Counterparty Risk Management Policy Group II’s

(CRMPG II) existing guiding principles and recommendations regarding risk

management, risk monitoring, and transparency, and to modify or develop new

principles and recommendations as necessary to incorporate lessons from the
recent turmoil, including lessons regarding valuation practices;

Supervisors of global financial institutions should closely monitor the firms’

efforts to address risk management weaknesses, taking action if necessary to

ensure that weaknesses are addressed; '

U.S. banking regulators and the SEC should promptly assess current guidance and

develop common guidance to address the risk management weaknesses revealed

by the recent market turmoil, including improvements to:

° management information systems, including procedures that ensure
aggregation of exposures across all business lines and ensure rigorous
valuations of instruments and exposures;

° concentration risk management, liquidity risk management, stress
testing and other risk management practices that are necessary to ensure
that liquidity and capital cushions are sufficiently robust to absorb extreme
system-wide shocks; and

° governance of the risk management and control framework, including the
development of, and adherence to, practices that address incentive
problems in compensation policies.

U.S. authorities should encourage other supervisors of global firms to make

complementary efforts to develop guidance along the same lines.

Recommendations to enhance prudential regulatory policies include:

Regulators should adopt policies that provide incentives for financial institutions
to hold capital and liquidity cushions commensurate with firm-wide exposure
(both on and off-balance sheet) to severe adverse market events. These cushions
should be forward looking and adjust appropriately through peaks and valleys of
the credit cycle;



. Regulators should enhance guidance related to pipeline risk management for firms
that use an originate-to-distribute model;

. The Basel Committee on Banking Supervision (BCBS) should promptly complete
the work it has initiated to update the Committee’s 2000 guidance on liquidity
management, including the sound practice guidelines to be followed by regulated
financial institutions as well as the oversight principles for supervisors.

. The BCBS and IOSCO should review capital requirements for ABS CDOs and
other re-securitizations and for off-balance sheet commitments, with a view
toward increasing requirements on exposures that have been the source of recent
losses to firms;

. Regulators should require financial institutions to make more detailed and
comprehensive disclosures of off-balance sheet commitments, including
commitments to support ABCP conduits and other off-balance sheet vehicles;

. Regulators should encourage financial institutions to improve the quality
of disclosures about fair value estimates for complex and other illiquid
instruments, including descriptions of valuation methodologies and information
regarding the degree of uncertainty associated with such estimates;

. Regulators should review the current use of ratings in regulation and supervisory
rules. Ata minimum, regulators should distinguish, as appropriate, between
ratings of structured credit products and ratings of corporate and municipal bonds
in regulatory and supervisory policies; and

. Authorities should encourage FASB to evaluate the role of accounting standards
in the current market turmoil. This evaluation should include an assessment of
the need for further modifications to accounting standards related to consolidation
and securitization, with the goal of improving transparency and the operation of
U.S. standards in the short-term. Additionally, authorities should encourage
FASB and IASB to achieve more rapid convergence of accounting standards for
consolidation of ABCP conduits and other off-balance sheet vehicles.

Additionally, while the infrastructure of the financial markets thus far has coped quite
well with heightened price volatility and surging trading volumes, the PWG believes that the
supervisors of OTC derivatives dealers, who have been working together under the leadership of
the Federal Reserve Bank of New York, should insist on further enhancements to the
infrastructure for the rapidly growing OTC derivatives markets.

Recommendations to enhance the OTC derivative market infrastructure include:

. Supervisors should insist that the industry promptly set ambitious standards for
the accuracy and timeliness of trade data submission and the timeliness of
resolutions of trade matching errors for OTC derivatives;

. Supervisors should urge the industry to amend standard credit derivative trade
documentation to provide for cash settlement of obligations stemming from a
credit event in accordance with the terms of the cash settlement protocol that has
been developed but not yet incorporated into standard documentation; and

. Supervisors should ask the industry to develop a longer-term plan for an
integrated operational infrastructure supporting OTC derivatives that:
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