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1. Executive Summary

G20 leaders tasked this working group with reviewing work underway and
making recommendations that will strengthen international regulatory standards,
enhance transparency in global financial markets and ensure all financial
markets, products and participants are appropriately regulated or subject to
oversight, depending on their circumstances.

The recommendations contained in this report are a response to the causes of
the current crisis, and are intended to prevent future ones from occurring. They
are based on a recognition that robust regulation in each country, based on
effective global standards, is vital to future financial stability. The first line of
defence is sound regulation - institution by institution and product by product -
and recent events have clearly demonstrated that regulatory failures in some
jurisdictions fuelled the current crisis. It is clear thét‘the’régulatory‘framework
needs strengthening, and it is essential to get micro-prudential regulation right in
order to promote financial institutions that are sound and that manage risks
appropriately.

What has become clear most recently is that this is a systemic crisis which has at
its root the build-up of imbalances across the financial system. History shows
that, while each financial crisis is different, a shared feature is that they are
preceded by a period of excess risk-taking, strong credit growth and asset price

,,,,,

increases that show up in various markets. The current crisis highlights the

extraordinary financial and social costs of failures in the financial system.

As directed by the Leaders Declaration and G20 Troika, an important focus of
Working Group 1 has been to strengthen microprudential policy while
supplementing it with a greater emphasis on a system-wide approach to
regulation in order to better mitigate the build-up of systemic financial imbalances
more effectively. In most jurisdictions, this will require improved coordination
mechanisms between various financial authorities, mandates for policymakers
and regulatory authorities that include consideration of financial system stability,
and effective tools to address systemic problems. It will also require re-
assessment of tHé;;épprppfiate scope of regulation and oversight. Further
consideration should also be given to the role of risk management with respect to
the incentives created by compensation practices and to enhancing the resilience
of market infrastructure.

To achieve these objectives, this report' contains recommendations in the
following areas

* A System-wide Approach to Financial Regulation
e Scope of Regulation

* Oversight of Credit Rating Agencies

* Transparent Assessment of Regulatory Regimes
* Procyclicality
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e Capital

e Liquidity

e Infrastructure for OTC Credit Derivatives

e Compensation Schemes and Risk Management
e Transparency

o Effective Enforcement

« Technical Assistance and Capacity Building in Emerging Market
Economies

Underlying Causes of the Market Turmoil:

The turmoil which began to unfold during the Summer of 2007 was, in part, a
consequence of an extended period of low real interest rates around the world,
supported by an expansionary monetary policy, large current account
imbalances, robust global growth and limited volatility in economic conditions.
This benign environment caused investors to extend their search for yield further
out the credit quality curve, leading to overly optimistic assessments and lack of
due diligence in assessing credit risk. = ¢ it

In response to the demand for both increased credit and higher yield, the
financial system developed new structures and created new instruments that
supported higher leverage and appeared to offer higher risk-adjusted yields.
Many of these instruments were opaque and masked the extent of leverage and
interconnectedness of risk, which appeared to be globally dispersed across a
wide range of institutions and markets, and much of the due diligence in
examining these innovations \'{s‘/é‘s outsourced to credit rating agencies.

The trading of innovative over-the-counter financial products, particularly those
aimed at transferring credit risk, particularly credit default swaps and
collateralized debt obligations, expanded very rapidly. Financial institutions failed
to properly manage and monitor risks to liquidity in the event that these markets
froze. :

At the same time, regulated banks and financial institutions supported the
acceleration of financial innovation and the push towards more unregulated pools
of capital by establishing off-balance sheet and structured investment vehicles.
These unregulated investment vehicles, created in response to features of the
regulatory and accounting framework, often financed their operations without
minimum capital buffers or adequate liquidity plans, were exposed to maturity
mismatches and held asset compositions whose risks were often misunderstood.

Risk management within institutions and oversight expertise by regulators did not
keep pace with these innovations. Financial sector compensation schemes
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based on short-term returns, without consideration of the attendant risks,
reinforced the momentum for risk taking.

Eventually the increase in asset prices could not be sustained. Delinquencies
translated into price decreases on U.S. sub-prime mortgage-backed securities,
which in turn produced losses for investors and led to margin calls for leveraged
sub-prime asset holders. As the market uncertainty about the quality of assets
spread, increased risk aversion, reduced liquidity, and concerns about the
soundness of major financial institutions fed on each other. Many institutions
experienced significant balance sheet pressures, which led to a tightening of
lending standards with adverse effects on real economic growth.

In hindsight, policymakers, regulators and supervisors in some advanced
countries did not act to stem excessive risk-taking or take into account the
interconnectedness of the activities of regulated and non-regulated institutions
and markets. This was due in part to fragmented regulatory structures and legal
constraints on information sharing. Further, uncertainties concerning the
implementation and valuation of structured products and the valuation of
positions in illiquid market conditions, and some qualities of the international
bank capital framework, may have exacerbated the turmoil.

Identified Weaknesses:

Some of the more salient weaknesses ldentrfled as drivers of the current turmoil
include:

Weaknesses in Underwrrtlng Standards The credit quality of loans granted
with the mtentlon of transferrmg them to other entities through the securitization
process Was not adequately’ assessed

Lack of Oversrght of Systemrc Risks: While the build-up of leverage and the
underpricing of credit risk were recognized in advance of the turmoil, their extent
was underappreciated and there was no coordinated approach to assess the
implications of these systemic risks and policy options to address them. There
was also insufficient recognition of the interconnectedness of risks within both
regulated and unregulated markets.

Lack of Oversight of Unregulated Pools of Capital: Unregulated and lightly
regulated pools of capital, such as investment banks, hedge funds, private equity
funds, and a number of the banks’ off-balance sheet securitization vehicles, grew
disproportionately in importance during the period preceding the crisis.
Regulatory arbitrage pushed risks outside of the regulatory framework and
oversight of these markets and entities was left to indirect regulation through
oversight of related regulated counterparties and to market discipline.

Page 3



G20 Working Group 1 — Final Report

Weak performance by Credit Rating Agencies: There was an over-reliance
on credit rating agencies and shortcomings in rating models and methodologies,
as well as insufficient attention to conflicts of interest in the rating process.

Procyclical Tendencies Fed by Regulatory and Accounting Frameworks:
The crisis has highlighted the role of certain aspects of accounting frameworks
and capital regulation to increase the natural tendency of the financial system to
amplify business cycles, affecting both the degree of credit expansion in benign
conditions and degree of credit contraction in the downturn.

Shortcomings in Risk Management Practices: A number of the standard risk
management tools used by financial firms relied on samples of historical data
from short periods and were not suited to estimating the scale of potential losses
in the adverse tail of risk distributions for structured credit products.. Moreover,
compensation arrangements often created incentives for excessive risk-taking
through insufficient regard to longer-term risks.

Financial Innovation Outpacing Risk Management. Th:éré'was a.significant
acceleration of financial innovation in years leading up the crisis that far outpaced
the ability of firms to manage risks and of regulators to effectively monitor them.

Weaknesses in Disclosure: Weaknesses in public disclosures by financial
institutions damaged market confidence during the turmoil. Public disclosures
that were required of financial institutions did not always make clear the type and
magnitude of risks associated with their on- and off-balance sheet exposures.

Weaknesses in ResolUti»yonAProcedures: Existing procedures for resolving
troubled nonbank institutions have been shown to be inadequate when an
institution imposes substantial systemic risks. In addition, national resolution
mechanisms have not been effective in some cross-border resolutions.

Lack of Transparency in Various OTC Markets: In many cases, investors and
other market observers could obtain only minimal, if any, information about
pricing, trading volume, and aggregate open interest in various products that
trade in the OTC markets.

A vision for the future financial system

In providing its recommendations, the Working Group envisages a financial
system which will maintain many of the key features of the current system while
continuing to evolve in response to ongoing global trends.

The future financial system will continue to be global, interconnected, and reliant

on open global trade in services, as well as free capital flows across jurisdictions.
Linkages and inter-related risks across institutions and markets will continue.
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There will be a combination of global banks operating across borders and
national banks which will focus on market niches.

Financial institutions will continue to rely on a combination of deposits and capital
markets for funding. Funding markets will continue to be interconnected across
jurisdictions. Also, liquid and well-regulated markets will continue to be critical for
raising capital and for efficiently managing financial risks.

Financial innovation will continue to play an important role. Policymakers and
regulatory authorities will need to become better equrpped to manage the effects
of innovation on the prudential safety net. shhnt

While some products may need to be simplified in order to increase acceptance
in the financial sector in the near term, innovation will inevitably mean that
products and risk management techniques will continue to evolve in complexity.
The regulatory framework will need to respond to associated risks accordingly.

A massive deleveraging is being forced by large losses coupled with sharp
reductions in counterparty risk exposures, and the post-crisis period will likely be
characterized by a financial system with lower levels of leverage, reduced
funding mismatches (both in terms of, maturlty and currency) less exposure to
counterparty risk, and greater transparency regarding financial instruments.
Nevertheless, as the credit cycle recovers and matures, there will be inevitable
pressure to expand profits through increased leverage.

The type, size, and cross-border exposures of institutions and markets that will
survive the crisis will likely be considerably different than before. As banks and
financial institutions consolidate, policy makers will have to adapt prudential
regulation to varying degrees of size and concentration. Similarly, competition
policy will play an important ro‘le in ensuring healthy competition.

The future finan E ;Iisystem erl require greater consistency in the regulation of
similar mstrumens'and of ‘institutions performing similar activities, both within
and across borders

Large complex financial institutions will continue to operate in multiple
jurisdictions in order to meet the needs of their large global clients, with
supervision that is better coordinated internationally and a robust international
resolution framework.

Capital markets will require greater emphasis on reducing counterparty risk and
on ensuring that market infrastructure can continue to offer a source of funding
during periods of stress.
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The complexity of contemporary finance will continue to pose a challenge for
financial institutions, for example for their valuation and risk management
practices, and for the capacity of the international community of supervisors and
regulators to discharge their responsibilities.

Transition to a new requlatory regime:

It will be necessary to consider appropriate timing and a reasoned response to
changes in the regulatory framework going forward. Recommendations should
avoid regulatory over-reaction which can lead to perverse and inefficient market
responses. For example, while ultimately capital buffers for the system should
be strengthened in order that they can be drawn as needed in downturns,
changes in the current environment may have negative consequences on the
real economy. A considered review of the consequences of reforms and
harmonization, coordinated across jurisdictions, is necessary to increase the
effective transition to a more stable financial system.

Review of Progress of G20 Action Plan

This Report presents a high level overview: of measures taken |n response to
each item of the Washington Action Plan. A very substantral amount of work is
underway to take forward the policy development necessary to implement these
measures and, overall, this work is proceeding well and in a coordinated fashion.

Based on progress so far, certain measures could be highlighted by Leaders as
milestones of particular importance at the London Summit as evidence of the
exceptional amount of |mplementat|on work by national authorities and
mternatronal bodies. ' 8 :

A. Measures to address the current crisis

On Transparency

- Several accountrng standard setting bodies published guidance to clarify
expectations for the valuatron of financial instruments, including complex
securities. ‘

- Prudential supervisors in many jurisdictions strongly encouraged their
internationally active financial institutions to enhance disclosure by adopting
leading risk disclosure practices addressed in a report by the Senior
Supervisors Group to the FSF, and larger financial institutions have
responded well. This has resulted in disclosure of more meaningful
qualitative and quantitative information about risk exposures involving
complex instruments.

- BCBS has published proposals for enhanced disclosures related to
securitizations.
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B. Measures for the medium/longer term

On Regulatory Regimes:

I0SCO, the IAIS and the BCBS have undertaken initiatives to assess
differences in regulation across sectors, identify regulatory gaps, and
examine issues related to expanding the scope of regulation.

IOSCO assessed the compliance of credit rating agencies with its code of
conduct, and is currently developing a framework for the global monitoring of
compliance.

On Procyclicality:

On Prudential Oversight:

Working groups formed by the FSF have prepared'réCommendations to
mitigate procyclicality with respect to bank capltal prOVISlonmg practlces and
valuation and leverage.

The Basel Committee issued, for consultation, proposals to strengthen the
risk capture of the Basel Il framework, including enhancements to the capital
treatment of securitizations, off-balance sheet exposures, and trading book
activities. These measures form part of a comprehensive strategy to
strengthen the regulation, supervision:and risk management of internationally
active banks in order to address weaknesses revealed by the crisis. This
strategy also includes work in progress to enhance the consistency and
quality of the Tier 1 capital base and to mltlgate procyclicality.

A group of global prudentlal superwsors is worklng with the industry to
strengthen the infrastructure for over-the-counter (OTC) credit derivatives,
with the top priorities belng the implementation of central counterparties for
credit default swaps (CDS). ‘Central counterparties have been launched in
late 2008, one in the European Union and one in the U.S., and more are
expected to begin operating during 2009. Furthermore, major European
securities dealers and banks have committed to using at least one of these
solutions to clear all ellglble European name-referenced CDS. [Is this
statement also appl:cable for the US?]

On Compensation $chemes and Risk Management:

A Working Grofjp of the FSF has developed sound practice principles for
compensation schemes.

The BCBS and national prudential supervisors issued guidance to enhance
practices in a number of risk management areas, including stress testing, risk
concentrations, off-balance sheet exposures, valuation and liquidity risk.

Page 7



G20 Working Group 1 — Final Report

On Transparency:

- The IASB and the U.S. FASB have established an advisory group comprised
of senior leaders with broad international experience in financial markets to
advise the Boards in considering accounting issues emerging from the global
crisis. Furthermore, the Trustees of the International Accounting Standards
Committee Foundation (IASCF) approved in mid-January the establishment
of a formal link to a newly created external Monitoring Board composed of
public authorities. They also approved the expansion of the IASB
membership to 16 members and provided guidelines regarding geographic
diversity.

_ The two initiatives above (i.e., enhanced guidance on fair value accounting
and enhanced risk disclosure) will also have a longer-term effect.

Recommendations to Leaders by the Working Gr up

The objective of the recommendations for further reform'made by the Working
Group is to build a financial system that will support growth and rising living
standards across the globe, while reducing the risk of financial instability.
Financial crises have very large social costs. Atthe same time, there are large
social benefits to all from a dynamic and efficient financial system that transforms
savings into productive investments, and helps households and businesses
manage risk. The regulatory framework needs to maximize stability and
efficiency while ensuring an appropriate balance where there are trade-offs.

The following is a summary of‘the};récommendations for further action of the
Working Group.  The Repart identifies bodies that could be tasked with

implementing and monitoring progress against these recommendations as well
as implementation timelines. By chartih‘g"a clear direction and a timeline, the
package of recommendations has the potential to provide the sense of clarity and
increased confidence the financial system requires in the short run, and
increased efficiency and stability going forward.
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Summary of Recommendations:

System-wide Approach to Financial Regulation
Recommendation 1: As a supplement to their core mandate, the
mandates of all national financial regulators, central banks, and oversight
authorities, and of all international financial bodies and standard setters
(tbc), should take account of financial system stability.

Recommendation 2: Within each country there should be an effective
mechanism for appropriate domestic financial sector authorities to jointly
assess the systemic risks across the financial system and to co-ordinate
the domestic policy response to limit the build-up in systemic risk. The
structure of this coordinating mechanism should be transparent, with clear
assignments of roles, responsibilities and accountability for each authority

Recommendation 3: Financial sector authorities should have suitable
macroprudential tools to address systemic vulnerabilities. Measures that
are simple to understand and to implement are preferable to more
complex ones, and tools that rely on pre-specified limits or rules are
attractive. However, rules need to be complemented with the informed
judgement of regulators based on their joint assessment of the risks
across the financial system. P gt

Such policy tools will be developed by I0SCO, the IAIS, the BCBS, the
expanded FSF and other relevant international bodies and standard
setters (e.g., IASB, CGFS).. Potential macroprudential tools that should be
explored further might include:'
. a. Supplementing risk-bas_ed capital measures with simple
‘ measures t ntain the build-up of leverage, with enhanced
sensitivity to:off-balance sheet exposures:
. Capital requirements that adjust over the financial cycle;
€., Loan-loss provisioning standards that are more forward looking;
d. The use of longer historical samples to assess risk (for example
“with estimates of Value-at-Risk) and margin requirements; and
e. Greater focus on loan-to-value ratios for mortgages.

Recommendation 4: The expanded FSF, together with the IMF. should
create an effective mechanism for key financial authorities in each country
to periodically come together around an international table to jointly
assess the systemic risks across the global financial system and to
coordinate policy responses.

Scope of Regulation

Recommendation 5: All systemically important financial institutions,
markets and instruments should be subject to an appropriate degree of

l»
I
&
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e
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prudential regulation or oversight, consistently applied and proportionate
to their local and global systemic importance.

In order to determine the appropriate degree of regulation or oversight,
national authorities should determine appropriate mechanisms to allow
them to gather relevant information on all financial institutions, markets
and instruments in order to assess the potential for the failure or severe
stress of these institutions, markets and instruments to contribute to
systemic risk, either on their own or through linkages with other segments
of the financial system. Information on systemic risk should be monitored
though a globally coordinated mechanism. .

National authorities should have the authorityﬁid éxpaﬁa the perimeter of
regulation in a timely way, recognizing that it may vary across countries
and through time. -

Recommendation 6: Large complex financial institutions require
particularly robust oversight at a national and international level given their
systemic importance at a national and international level. which arises in
part from their size and interconnectedness (or correlation) with other
institutions, and from their influence on markets,

Recommendation 7: The boundaries of the regulatory framework should
be reviewed periodically within national jurisdictions, in light of financial
innovation and broader trends in the financial system, and these should be
subject to international coordination and review.

Recommendation 8: The systemic importance of financial institutions,
markets and instruments depends on a wide range of factors, including
their size, leverage, and interconnectedness, as well as funding ’
mismatches. The IMF, in consultation with the expanded FSF and other
bodies, should jointly develop a common international framework to help
national authorities assess whether a financial institution, market or an
instrument is systemically important.

This framework should strive to treat similar activities more consistently for
regulatory or oversight purposes regardless of the legal form of the
institution, so as to avoid regulatory arbitrage.

Oversight of Credit Rating Agencies

Recommendation 9: All credit rating agencies should be subject to an
oversight regime that includes mandatory registration and that requires
compliance with the IOSCO Code of Conduct Fundamentals. National
authorities should obtain the authority to enforce compliance and require
changes to a rating agency’s practices and procedures for managing
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conflicts of interest and assuring the quality of their ratings. Given the
global scope of some credit rating agencies, the oversight framework
should be consistent across jurisdictions with appropriate sharing of
information between national authorities responsible for the oversight of
credit rating agencies.

Transparent Assessment of Regulatory Regimes

Recommendation 10: All G20 members should commit to undertake a
Financial Sector Assessment Program (FSAP) report and to publish its
conclusions. Depending on the frequency of FSAPs, national authorities

.....

AAAAAA

may wish to supplement the FSAP process by Fférl‘od;icalilyt‘undertaking a
self-assessment of their regulatory frameworks based on internationally
agreed methodologies and tools. The results of these self-assessments
should be subject to international coordination and validation, and should
become public.

To improve the FSAP process, the basis upon which countries are
assessed should be expanded to encompass macroprudential oversight,
the scope of regulation, and the supervisory approach to assessing the
risk impacts of the structure of compensation schemes at financial
institutions. o S

Procyclicality ,

Recommendation 11: The FSF and its member bodies. particularly the
BCBS, should develop supervisory and regulatory approaches to mitigate
procyclicality in the financial system by promoting the build-up of capital
buffers during the ecdhpmic expansion, through earlier recognition of loan

~"losses and by dampening the adverse interaction between fair valuation,
leverage and maturity mismatching in times of stress.

Recommendation 12: Accounting rules and valuation practices should
reflect the eVﬁlution of risks through the cycle, thus facilitating greater
consistency with good risk management and sound prudential regulation,
while maintaining transparency in the presentation of financial statements.
Accounting standard setters and prudential authorities should coliaborate
to achieve those objectives, with particular emphasis on providing
enhanced guidance on examining ways to enable more through-the-cycle
loan-loss provisioning practices and to dampen the role of fair value
accounting in amplifying business cycles. Particular emphasis should be
given to providing enhanced guidance on the application of fair value
accounting and the treatment of provisions.
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Prudential Oversight:

Capital

Recommendation 13: Capital should serve as an effective buffer to
absorb losses over the cycle, so as to protect both the solvency of
financial institutions in the event of losses, and their ability to lend.

Once conditions in the financial system allow it, the international standard
for the minimum level of capital for banks should be increased and the
quality and global consistency of capital should be enhanced. In addition,
capital buffers above minima and loan-loss provisions should be built up in
good times in order to enhance the ability of regulated financial institutions
to withstand large shocks. :

In this context, the BCBS should develop standards to promote the build-
up of capital and liquidity buffers in good times that can be drawn down in
periods of stress. The BCBS should also develop a simple, transparent
leverage indicator.

In the meantime, the international §téﬁd§?&§for the minifn1;ijm level of
capital should remain unchanged, and capital buffers above minima

should be allowed to decline in response to deteriorating economic

conditions and credit quality, and urgent consideration should be given to
measures that would facilitate access to additional private sector capital in
the downturn. ! RN

Recommendation 14: G20 Leaders should support the progressive
adoption of the Basel |l capital framework across the G20.

Liquidity it

Recommendation 15: Prudential supervisors should deliver a global
framework for promoting stronger liquidity buffers at financial institutions,
including cross-border institutions, to ensure that they can withstand
prolonged periods of market and funding liquidity stress.

infrastructure for OTC Credit Derivatives

Recommendation 16: Financial institutions should take the necessary
actions, including by way of standardizing credit derivatives contracts, to
clear OTC transactions on credit derivatives through central
counterparties. If needed, national authorities may enhance incentives for
the use of central counterparties to clear OTC credit derivatives.

Recommendation 17: Central counterparties should be subject to

transparent and effective oversight by prudential supervisors, and meet
high standards in terms of risk management, operational arrangements,
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default procedures and transparency. The CPSS and I0SCO should
review their recommendations for central counterparties to ensure they
take into account the unique characteristics of credit derivatives.

Compensation Schemes and Risk Management
Recommendation 18: Large financial institutions should ensure that their
compensation frameworks are consistent with their long-term goals and
with prudent risk-taking. As such, the Board of Directors of each financial -
institution should set clear lines of responsibility and accountability
throughout the organization to ensure that the design and operation of its
remuneration system supports the firm's goals, including overall risk
tolerance. Boards should also ensure there are appropriate mechanisms
for monitoring remuneration schemes.

Recommendation 19: In order to promote incentives for prudent risk
taking, each financial institution must review its- compensatlon framework
to ensure it follows sound practice principles suchas those developed by
the FSF. These include the need for remuneration systems to provide
incentives consistent with the firm’s long-term goals, to be adjusted for the
risk taken by employees, and for the varlable components of
compensation to vary symmetncal]y accordmg to performance.

Recommendation 20: Prudenﬂal superv;sors should enhance their
oversight of compensation schemes by taking the design of remuneration
systems into account when assessing risk management practices. The
BCBS should more explicitly integrate this dimension in its guidance for
the assessment of risk management practices by national prudential
supewlsors ’

;\ ;;;;

Transparency tHE
Recommendation 21 Accountmg standard setters should accelerate
efforts to reduce the complexrty of accounting standards for financial
instruments, to improve accounting standards for foreign currency
translation, and to enhance presentation standards in order to allow the
users of fmancnal statements to better assess the uncertainty surrounding
the valuation of financial instruments and to better reflect the economic
substance of financial assets and liabilities denominated in foreign
currency. ‘

Recommendation 22: The IASB should enhance its efforts to facilitate
the global convergence towards a single set of high-quality accounting
standards by sharing the experience of countries that have completed this
process, by providing technical assistance and by increasing
representation from EMEs within its governance structure.
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Effective Enforcement

Recommendation 23: The effective enforcement of regulation should be
a priority of all financial regulators. As such, national financial regulators
and oversight authorities should review the effectiveness of their
enforcement activities and ensure that appropriate resources are available
for monitoring the application of regulation and for prosecuting offenders
and that the enforcement function is independent from other activities or
from external influences.

Technical Assistance and Capacity Building in Emerging Market
Economies SRS

Recommendation 24 Recognizing that théigegreg of deiiéigpment of
financial systems varies considerably across the G20, natib‘hqlﬁaut/horities

commit to assist each other in enhancing their capacity to strengthen
regulatory frameworks. In addition, I0SCO, the IAIS and the BCBS
should have the appropriate capacity to provide technical assistance. The
needs of emerging market economies deserve particular consideration.

in developing these recommendations, the Working Group has sought to avoid
exacerbating the current strains on markets and institutions, and to identify
appropriate timelines and clear responsibilities for iitmplementing and monitoring

progress. The Working Group,;bffers these recommendations for consideration
by Leaders sO that further clarity will be provided on improvements to the current

microprudential regulatory frameworkgzand so that authorities can move forward
in a globally coordinated effort to limit systemic risk and mitigate future crises.
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2. Introduction

The Working Group was tasked with reviewing work underway in member
countries and in international bodies and making recommendations that will
enhance transparency in global financial markets, strengthen international
regulatory standards, and ensure that all financial markets, products and
participants are regulated or subject to oversight, as appropriate to their
circumstances.

.uiit:f

recommendations, but to provide direction for policy: measur; be pursued
further by appropriate authorities and to provide some gurdmg inciples for
trmely coordrnated pohcy action. : Bk

This report: is structured aro §’(he areas for reform identified in the Washington
G20 Le_aders Action Plan. {ptr?vrdes some assessment of the need for reform
;a as, identifies the Leaders Action Items, summarizes progress to date
made ag rrr;t these items, and ‘proposes rationale and recommendations for

further action ri}d ideas for further reform.
For symmetry w§|¥t§‘ :other workrng groups, this report follows a common approach

which outlines the 'V .\shrngton Action Plan items, identifies the process for taking
forward the Action Plé’n assesses progress, and makes recommendations for
further work to be done. The Working Group also makes some
recommendations that go beyond the Washington Action Plan. An analysis of
the specific action items pointed to an overarching observation, in that the
interaction of specific regulatory and policy features, and of the actions taken by
market participants, can have an impact on the risk of the system which may not
be fully recognizable in a framework which focuses on the actions of individual
market participants. These interconnected actions need to be monitored and
addressed within each jurisdiction and in a globally coordinated fashion. The
report begins with an overview of this overarching theme, and addresses each of
the Action Items and related recommendations, and finally offers some ideas for
going beyond the Washington plan.
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3. System-wide Approach to Financial Sector Regulation

It is fundamental that regulators and standard setters strive to achieve a
prudential regulatory framework that protects the stability of financial institutions.
Regulatory and supervisory weaknesses, such as regards underwriting

standards in the U.S. mortgage market, helped exacerbate the current crisis. It is
essential that prudential regulation at the firm level be strengthened and that
competent national regulators provide a first line of defence in preventing
instability in the financial system.

However, a fundamental lesson from the current crisis is that effective
supervision at the individual firm level, while necessary,, is not sufficient to
safeguard the soundness of the financial system as a whole MRegulators
supervisors, and central bankers need to supplement strong;mmroprudentral
regulation with a macroprudential overlay to more effectively monltor and
address the build-up of imbalances that have the potentral to cause ﬁnancral
instability.

The objectlve of enhancing the macroprudential orfénta ) for the regulatory

consistent with the Leaders’ principle of maklng%regulatory reg les more

ir
effective over the economic cycle. sg‘ l= %}*!h

Complementrng a strong m|croprudentlal regulatory em must be a
which Leaders have raised, an whrch can affect the burld up of risk in the
system, that are not explrcrtly captured in a superwsory approach to stability that
focuses on regulated instjtutions only Such an approach, for example, does not
explicitly address risks that" vere transferred to other unregulated entities or that
existed in less- regulated sﬁeg" ents of the financial system. This illustrates the

C icrop Aentlal regulatlon with a macroprudential oversight
framew >tk whose objective ngtO limit the build-up in system-wide risk.

risk of distress to the t”nancral system as a whole is not simply the sum
of the risk tonts” ividual components the impact of the collective behaviour of
economic agents on aggregate risk needs to be taken into account explicitly. To
illustrate, take the ample of a bank’s leverage during an economic expansion.
It may be mdrvrdually :appropriate for banks to take more risk during benign
economic times, for: example by increasing lending. However, when this
behaviour is Wldespread the overall leverage of the banking sector may create
the potential for financial instability. Macroprudential and macroprudential
authorities may view this situation differently. The increased leverage may not
be viewed as a concern from a microprudential perspective if it is supported by
appropriate safeguards at the institution level, for example by sufficient capital
buffers. However, even if these safeguards are considered appropriate for an
individual institution, a macroprudential regulator may nonetheless be concerned
by the potential for a systemic imbalance arising from a widespread increase in
the overall leverage of the banking sector. As another example, the behaviour of
individual institutions in markets as conditioned by capital requirements for their
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trading book, internal risk management practices, and rules and practices
regarding margin requirements can lead to procyclicality in financial market
prices.

A challenge for policymakers is to achieve the appropriate balance between the
complementary microprudential and macroprudential approaches to financial
sector oversight. Traditional microprudential objectives still need to be vigorously
pursued in order to preserve financial stability, since incidents of financial stress
are likely to be less frequent - and the associated costs reduced — if individual
institutions are well managed, if markets function efficiently, and if the
infrastructure supporting the financial system is strong

______

enhanced. A number of policy institutions, for example central banks have
enhanced their analysis of systemic risks in recen¥ years - many of the systemic

35k

vulnerabilities that caused or enhanced the currenf {urmorl had in’ fact been

«««««

identified — but policy mechanisms to effectively transifate these analyses into
policy action are Iackrng :

examined and mrtlgated These lnglude certam aspe s lf compensatlon
schemes at financial institutions, of imargin requirements and risk management
practices focused on Value-at- R' K calculatronsbased on short historical
samples, of the capital adequao ffamework and 'of valuation and loan- loss
provisioning practlce’s‘%*ﬂg}addrtlon,athere is a need to redefine the scope of the

it itappropnate 0versrght for the

regulatory franiework in
institutions :dnd markets th
management also needs to b
from low

e
2 )
enhanced to better evaluate vulnerabrlmes arising

quency, system- WId)e risks, and to better mitigate these risks.

The Workln Group views a COmmltment towards improving financial sector
policy so that:it c; N effectlvely mitigate the build-up of systemic risk to be of the
highest prronty" sources must be committed to develop an overarching
framework for add {srng these issues. Building such a framework will involve
reviewing the mandates of authorities, establishing national and international
coordination mechanisms, and enhancing their tools to effectively address
systemic concerns. There will be differing judgments as we move through this
process, but it is essential that we move forward even if we do not yet have all
the answers. Thirty years ago, when monetary policy began to focus on price
stability, there were many differing assessments of the relevance of this
approach, and many aspects are still not fully understood. Yet, the focus of
monetary policy on this goal has resulted in significant success in keeping
inflation low, which has been widely regarded as a beneficial development.

The Working Group recommends that the mandate of all national financial
regulators and oversight authorities and of all international financial bodies
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should include promotion of financial system stability, as a complement to their
core mandates, and that there should be a lead authority responsible for
macroprudential oversight in each jurisdiction. Financial sector authorities need
to address systemic risks, and they need to consider the implications of their
policies and standards for the stability of the financial system.

Policymakers will need to address issues of coordination and cooperation, both
at the domestic and international level. In addition, the relevant authorities must
ensure they have instruments at their disposal to limit the buildup of imbalances
with the potential to contribute to financial instability. Such policy tools will be
developed with assistance of the financial standard setters, such as I0OSCO, the
IAIS and the BCBS. Global standards should be minimum best practices and
national authorities would have the right to impose higher stardards appropriate
to their own circumstances. {

The analysis of these instruments prior to their imp{fi‘r;ggifgagtion should be ||
conducted in a comprehensive fashion, taking into a%?:gqnt the interaction”
between the various instruments considered. There may.also be need for a
review of governance of each authority, given the potentiaifgpressure for
discretion in application of these tools at various points overf‘t‘g ‘business cycle.
The recommendations of WG2, for example with respect to early warning
exercises, and WG3, should support these expandgd:roles for the international
bodies.. I i

There is disagreement within the Worklng Gréhp oQ;;}]s/hether this should apply to
accounting standard setting bodies. Some beliéve that promoting financial

stability might conflict with the(;fﬁrimégy objective of accounting standard setting

bodies to provide infofmation on the Economic situation of an entity. They argue
. ORI H T RUHET -

that, if promoting financial stability leads tto, reduced transparency or to

information distortions, this:could lead ffc)}‘é"n overall outcome that is undesirable.

However, ‘others consider it isicrucial for accounting standard setters to take the

implications of their standardéfﬁc}'r the stability of the financial system into
consideration, recognizing that financial stability is not their primary objective.

As an overarching framework'to approach the Washington Action Plan, the
Working Group‘recommends the following:

Recommendation 1: As a supplement to their
of all national financial regul

and of all international financial bodies
take account of financial system stability. "

- Responsibility: Finance Ministries, national financial regulators and
oversight authorities, central banks, I0SCO, IAIS, BCBS, [IASB and other
accounting standards setters], expanded FSF, IMF

- Timeline: To be completed within 2 years

- Monitoring: Compliance by national authorities to be monitored by IMF-
WB (through FSAP and Atticle IV), compliance by international bodies to
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be monitored by expanded FSF.

‘Recommendatron 2. Wlthrn each country there should be an effective
mechanism for. appropriate domestrc fmancral sector authorities to jointly
assess the systemlc risks across the financial system and to co-ordinate
_the domestic polic responsen,to Ilmrt the ’burld -up in systemrc rrsk The

- Responsrbrllty Frnance Mlnrstrles f nancral regulators and supervisors
‘and central banks, in cooperation with other relevant bodies, including
policy authorities for housing finance and accounting standard setters, as
appropriate

- Timeline: To be completed within 2 years

- Monitoring: IMF-WB (through -FSAP and Article [V)

'Recommendatro‘ Fmancral sector authorltres should have suitable ‘
macroprudentra ools to address systemlc vulnerabilities.  Measures that
are simple to understand: ‘and to |mplement would be preferable to more
complex ones, and tools that rely on pre-specified limits or rules are
attractive. However, rules need to be complemented with the informed
judgement of regulators based on their joint assessment of the risks
across the financial system.

Such policy tools will be developed by I0OSCO, the IAIS, the BCBS, the expanded
FSF and other relevant international bodies and standard setters (e.g., IASB,
CGFS). Potentlal macroprudentlal tools that should be explored further might
rnclude' s

isk-based car easure wrth srmple measures to
Id-up of leve rage, with nhanced sensitivity to off-
balance sheetexposures;
g. Capital requirements that adjust over the fnanCIal cycle;
h. Loan-loss provisioning standards that are more forward looking;
i. . The use of longer historical samples to assess risk (for example with
estimates of Value-at-Risk) and margin requrrements and
i j.; Greater focus on loan to i

- Responsrbrllty Natlonal authorltles IOSCO IAIS BCBS expanded FSF

e CGES:. Sl

= ;Trmelme for tool deve opmen _panded FSF to provrde an annual

gia - report ¢ on the suite of tools under development by its members,
with an Interim Report.in Fall 2009

- Timeline for tool implementation: On an ongoing basis

- Monitoring: Development of tools to be monitored by G20 countries, as
well as expanded FSF, and their implementation by the IMF-WB
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(through FSAP and Article IV)

Recommendation 4: The expanded FSF, together wrth the IMF should :
create an effective mechanism for key financial authorities in each country
to periodically come together around an international table to jointly

assess the systemic risks across the global financial system and to .
coordinate policy responses b

- Responsrblllty Expanded FSF l_MF Fmance Mmlstnes, natnonalfnancral
- regulators, central banks ant ta
- Trmellne Fully lmplemented within 2 years, fwrth_rnrtlal system in place by“
the Fall 2009 FSF meetings =+ °
- Monitoring: G20

4. Washington Action Plan

The structure of the ﬁnanmal system has changecl over time iw"‘h"new types of

S'G en lightly regulated or unregulated One of the lessons of the
current cris l,s hat market plscrpllne did not adequately fulfill its intended role

during the last e}cphomlc cycle as risk exposures of regulated financial institutions
and the shadow banklng system, the complexity of the financial system and its
opaqgueness to both regulators and market participants, ultimately proved

destabilizing.
4.1.1 The Scope of Regulation

The role of certain financial institutions, markets and innovative instruments that
were either unregulated or lightly regulated in contributing to the current crisis
has highlighted the need for financial sector policymakers to redefine the
perimeter of the regulatory framework. Examples of institutions and instruments
currently unregulated or lightly regulated include mortgage brokers/originators,
investment banks, securitization vehicles, credit rating agencies, as well as
hedge funds and other private asset pools
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The need for enhancing prudential oversight stems in part from the realization
that products and vehicles removed from a bank’s balance sheet may still pose
risk to financial institutions. Further, systemic failures, once largely confined to
large institutions, can result from the interconnectedness between institutions
whose individual condition may not pose a systemic risk but whose correlated
fluctuations with others do. While regulation to protect market integrity in support
of efficient capital markets will continue to play a critical role in the functioning of
the financial system, this section will explore the need to supplement this
regulation when systemic risks may not be fully captured in the current regulatory
framework. But top-notch business conduct rules and effective consumer
protection and financial education policies are crmcal to.the eff C|ency and
integrity of financial markets. ' ;

Action Item: The appropriate bodies should review the differentiated nature of
regulation in the banking, securities, and insurance sectors and provide a report
outl/n/ng the issue and making recommendations on needed improvements. A
review of the scope of financial regulation, with a special emphasis on
institutions, instruments, and markets that are currently unregulated, along with
ensuring that all systemlcally-lmportant lnst/tutfons are appropriately regulated,
,should alsokb; > underfaken : (For action rn the medlum term) -

gaps and examlne issues
response to this action item.

1

2. An10SCO Task Force is exploring whether and how to extend key
regulatory pnnCIples applying to regulated products and markets, in the
areas of transparency, market conduct, and market infrastructure, to

securitized products and CDS. An interim report will be published in mid-
March.

3. An |0SCO Task Force is examining issues surrounding unregulated
entities such as hedge funds, including the development of
recommendations for mitigating risks associated with their trading and
opacity through oversight. An interim report setting forth a range of
options will be published in early March.

4. The |AIS is elaborating its medium-to long-term strategic focus through
examining issues related to the supervision of internationally active
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insurance groups, macro elements of prudential supervision including
contagion effects and the issue of non-regulated entities and regulatory
consistency across financial sectors. A report is expected in June 2009.

The FSF will draw from the above work to review regulatory objectives, the
instruments of regulation, and to what entities and activities these instruments
should apply. This will be discussed at the March 12-13 FSF Meeting.

Working Group Assessment

Work underway in response to this action item is only a first step towards
achieving the Leaders’ vision of a financial system in WhICh all systemlcally
|mportant institutions are approprlately overseen. ; :

,,,,,
,,,,,,,,

would be well placed to conduct this work jointly. Th (f’ent Ge‘r’\e"\"/)aReplort

,,,,,

and the GBO report ‘Financial Reform: A Framework Fmanc1al Stabmty are

~~~~~~~

( h the acﬁwhes and exposures of all financial
|nst|tut|ons partlcxpants |nciud|ng hedge funds and issuers, in order to

through Imkages with other segments of the ﬂnanCIaI system.

Three key areas for add|t|onal data collection by regulators should be considered
in order to analyze the potentlal risks posed and decide whether regulatory action
is needed. First, data on the nature of an institution’s activities - including, for
example, its size, investment style, and linkages to systemically important
markets — should be collected. Second, regulators should develop and monitor
common metrics to assess the significant exposures of counterparties on a
group-wide basis, including prime brokers for hedge funds, to identify systemic
effects. Third, data on the condition of markets such as measures on the
volatility, liquidity and size of markets which are deemed to be systemically
important and/or vulnerable, should also be collected. It is envisaged that
regulators would use a combination of existing information sources, including
data collected from key institutions and vehicles. Consideration of what
regulatory, registration or oversight framework would best enable this information
collection and subsequent action would be determined by financial regulators at
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the home and host country level.

After identifying financial institutions, markets or instruments presenting risks that
regulators wish to address, this could then be achieved over time as appropriate,
whether by direct or indirect regulation, depending on the nature of the risk
and/or the intensity of oversight that is desired. Attention should be given to
limiting negative spill-overs to other parts of the financial system in the event of
severe stress or failure, for example by enhancing counterparty risk management
and by developing effectrve resolution regimes. In order to cope with the
changes in the structure of the financial system over time, and recognizing that
the determinants of systemic risk may vary over time and across countries,
regulators need to have the ab|||ty to aSS|gn regulatory requrrements wrthm their
ensure that all parts of the system that could pose systemlc rrsk?have appropriate
prudential requirements and resolution regimes. i o3

Particular consideration should be given to the potéhtra‘[ for the shadowbankrng
system and for highly-leveraged institutions such as’ heo‘ge funds to contribute to
systemic risk. We note that leverage may arise both drrect[y through formal debt
(e.g., bonds, credit lines, I0Us) and indirectly, through mplrcttﬂborrowrng due to
certain derivatives transactions. Anecdotal evrdence suggests that this indirect
leverage is particularly important for hedge funds, and it should be taken into
account when assessing their systemic rmportance Oversrght for hedge funds is

discussed further in section 3.1. 3

In addition to traditional prudential
management guidelines, prudent 2

institutions could be; enhanced erthe{r by restrrctmg some of their activities that
h

RO BY

may present partlcularl %hr isks or: ico flrcts of interest, or by assigning
approprratetcaprtal charges eflect non Icore activities. Examples of measures
restrrctrng activities for bankmg‘rnstltutrons are given in the G30 Report. They
rncludeid allowing the sponsorshlp or the management of private pools of capital
in which'the nk’s own funds are commingled with that of clients, imposing strict
capital and liquidity requrrements for large proprietary trading, and retaining a

AAAAA

meaningful part of credit nsk when packaging and selling structured products.
Another option in ludes increasing the costs of dealing in certain non-standard
activities, perhaps through appropriate capital charges, so that financial
institutions will be able to determine whether the cost of accommodating
innovation merits the change.

Because of practical implementation issues, legal structures and jurisdictional
limits will necessarily play an important role in the development of any
supervisory model. However, given the convergence in the activities conducted
by different types of financial institutions, achieving greater consistency in the
regulatory principles that would apply to similar markets and institutions
performrng similar activities, both within and across borders, would be desirable
in order to reduce the scope for regulatory arbitrage. The Working Group
recommends that the expanded FSF conduct an analysis of the regulatory
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perimeter to examine practical issues related to putting greater emphasis on
functions and activities and less emphasis on legal status.

The minimum degree of oversight applicable to the entire financial system has
been an area of disagreement within the Working Group. The majority of
Working Group members consider that some form of disclosure requirements for
material entities or markets are a sufficient minimum standard, with authorities in
each jurisdiction assessing risks posed by financial institutions, markets and
instruments and increasing the degree of oversight according to their risk.
However, some Working Group members would prefer that a minimum degree of
regulation be applicable to all systemically important financial institutions,
markets and instruments. E

Recommendation 5:"/Alvlz-sy’s't;erﬁ}ica/lly’ihﬁpor;an__t_;ﬁnqngnal institutions,
markets and instruments should be subject to an appropriate degree of
prudential regulation or oversight, consistently applied and proportionate

to their local and global systémic importance.

In order to determine the appropriate degree of regulation or oversight,
national authorities should determine appropriate mechanisms to allow
them to gather relevant information on all financial institutions, markets
and instruments in order to assess the potential for the failure or severe
stress of these institutions, markets and instruments to contribute to
systemic risk, either on th: s wi

t
of the financial system. In :

though a globally coordinated mechanis

3

yste
m.

National authorities should have the aﬁfhority ‘_t'p expand the pe_rirﬁe_ter;‘.qf‘ ]
regulation in a timely way, recognizing that it may vary across countries
and through time.

- Responsibility: Financial authorities, central banks, I0SCO, 1AIS and
BCBS, with guidance from the expanded FSF and the IMF
- Timeline: Two stages: process to obtain information underway in Fall
2009, with system in place within 2 years
- Monitoring: Expand
perimeter of regulation, and the informatio
be monitored by IMF-WB (through FSAP and’

ollection framework to
Article IV) ‘ S

Recommendation 6: Large complex financial institutions require =~ -
particularly robust oversight at a national and international level given their
systemic importance at a national and international level, which arises in
part from their size and interconnectedness (or correlation) with other
institutions, and from their influence on markets. |

- Responsibility: Prudential supervisors, with guidance from the
expanded FSF. =
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- Timeline: Ongomg I
- Momtormg Expanded FSF

Recommendatlon 7: The boundaries of the regulatory framework should be
revrewed perlodlcally within national jurisdictions, in light of financial
mnovatlon and broader trends i in the financial system, and these should be
subject to lnternatlonal coordlnatlon and rewew

- Momtormg Expanded FSF

Recommendation 8: The systemic importance of financial institutions,
markets and instruments depends on a wide range of factors, including
their size, leverage, interconnectedness, as well as funding mismatches.
The IMF, in consultation with the expanded FSF and other bodies, should
jointly develop a common international framework to help national
authorities assess whether a financial institution, market or an instrument
is systemlcally important.

This frameworkfshoyld stnve to treat snmllar;actlwtles more similarly for
regulatory or overS|ght pv oses. regardless”of the Iegal form of the

Responsublllty IMF expanded FSF
- Timeline: Fall 2009 :
- Monitoring: G20

Two areas of particular conce n‘fhave been raised by members of the Working
Group, which: re given attentlon below: the oversight of credit rating agencies
and of hedge fun

4.1.2 Oversight dit Rating Agencies

Investors in fixed income markets failed to probe deeply enough into the nature
of the assets they bought, and instead relied too much on credit ratings.

In addition, several issues related to credit rating agencies (CRAs) and their
ratings have been cited as contributing factors to the current crisis, including:

- Concerns that they relied on flawed rating methodologies in determining
ratings for structured products;

- Insufficient transparency concerning their assumptions, criteria and
methodologies used for rating structured products; and

- Potential conflicts of interest.
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In response to these concerns, I0OSCO updated its Code of Conduct
Fundamentals for CRAs in May 2008. The revised Code of Conduct
incorporates changes designed to directly address conflicts of interest and
transparency issues associated with ratings of structured financial instruments.
The Code of Conduct requires CRAs to disclose their own codes of conduct and
explain how these individual codes are consistent with the IOSCO standards.

As originally envisioned, enforcement of the Code was left to market participants
(e.g., investors, issuers) by virtue of their ability to assess for themselves the
degree of compliance of any given CRA with the Code and to adjust their views
of this particular CRA's rating opinions accordingly. While this approach offered
the benefit of flexibility, the difficulty of confirming compliance remained a
weakness which IOSCO and securities regulators in'many jurisdictions have
been working towards addressing. HEHIHE

Action Item: Regu/atolrs,shyoU[q{tégké,z,\slt‘qp\s} to ensure the tcredlt Vr'gzz“ihg.‘ag_efncjes .
meet the highest standards of I0SCO and that they avoid conflicts of interest, "

provide greater disclosure to ir]vé_s;fo‘rsféha to issuers, and differentiate ratings for
complex products. This will help ensure that cre ng-ag e right |

incentives and appropriate oversight fofgfan,éb“lg them to perform their Impqrféhlf |
role in providing unbiased information and assessments to markets. (For =~
immediate action by March 31, 2009) v o

Action Item: I0SCO should review credit rating agencies’ adoption of the ~
standards and mechanisms for monitoring compliance. (For immediate action by
March31,2009) T
Action Item: Credit Ratings Agencies that pfovide public ratings should be

registered. (For action'in the medium term).

‘‘‘‘‘
H

i .
Pro_ce‘ss ér: -Iakinq Forward théi‘l_eaders’ Action ltem

Follbwingx puf‘lsfli\igation of the (éf\}glsed IOSCO Code of Conduct Fundamentals for

,,,,,

Credit Rating Agencies, all‘f‘d’f’gthe major rating agencies adopted codes of
conduct based on this enhanced set of guidelines. 10SCO is currently reviewing
the extent to which these agencies’ own codes satisfy its guidelines, and a report
will be published in early March. The report indicates that the large global CRAs
have largely adopted the changes to the Code or, in certain instances, such as in
relation to considering a separate rating scale or subscript for structured
products, have clearly explained why they have not adopted that part of the
Code. Some smaller national agencies have not adopted the changes but
appear likely to do so soon, and a few small agencies have yet to adopt codes
based on the IOSCO Code.

Since the Code lacks legal authority, any enforcement of the Code rests with
national regulators. Credit rating agencies are registered in the U.S., and
proposals to require registration are at various stages of the regulatory process in
other jurisdictions, including the European Union and Japan. The FSF is
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following these national and regional initiatives and is working to promote a
globally consistent approach to oversight of credit rating agencies.

The IOSCO Task Force on Credit Rating Agencies has developed a common
inspection module for regulators undertaking inspections of CRAs in their
jurisdictions. The module provides a baseline for developing inspections based
on the I0OSCO Code. The Task Force is also in the process of drafting a paper
outlining an approach that securities regulators can use to oversee globally
active CRAs. This approach will include a permanent IOSCO committee for
dialogue with the CRA industry and for information sharing among I0SCO
members regarding the regulation of CRAs. This paper will also discuss a
college of regulators approach, buttressed by bilateral arrah‘gements regarding
ongoing supervision of globally active CRAs. The mtentlon is for this paper to be
available by mid March. :

Working Group Assessment

compliance — are on track to be met by the April Leaders Summlt and the

medium term action of national reglstratlon is already underway in many
jurisdictions.

The Working Group is of the opinion that the IOSCO ‘Code of Conduct is a helpful
common frame of reference and that it estabhshes appropriate standards with
respect to incentives alignment, due diligence! and transparency. However, a
self-regulatory framework does, dt .appear sufficient to ensure compliance with
the [OSCO Code. If,\gs}oynd regulatog framework with robust supervision of
CRAs by public, aUtHO’rltlFSé‘ 3 ecessary§ to ensure that professional standards
are applied,. that procedure} and polnmes agreed upon by CRAs are adequately
followed, that the integrity o \f‘H‘fratlng process is upheld, and that conflicts of
interest are’ehmlnated or adequately managed. Effective supervision requires
surveillan e of CRAs' actlvmes and, where necessary, enforcement of rules
applying to CRAs. Therefore: ngorous but proportionate rules should be
enacted, con: M‘tent with |nternat|onal standards, concerning:

| ve\ntton of conflicts of interest, and the adequate
manag:\&ment of those conflicts that arise;

J Safeguards, both about the quality of ratings and of the ratings
methodology; and

» Transparency regarding the rating process, both in general and
with respect to a specific issuer or financial instrument, to the credit
rating agencies' historical performance and to how credit rating
agencies operate internally. Moreover, a dual rating scale
distinguishing between corporate and sovereign debt, on the one
hand, and structured financial products, on the other, would be
desirable.
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The Working Group has focused on strengthening enforcement mechanisms in
order to foster discipline in the credit rating industry. Specifically, the Working
Group recommends that Leaders complement their commitment on the
reglstratlon of credit rating agencies with one to enhance enforcement, by
requiring that regulators obtain the authority to require changes to a CRA's
practices and procedures for managing conflicts of interest and assuring the
quality of their ratings.

Given the global scope of some credit rating agencies, it is desirable for the
oversight framework to be consistent across jurisdictions in order to avoid
regulatory arbitrage, and to avoid unnecessary compliance costs for those CRAs
conducting international activities. Conflicting natlonal-based regulation could
have unintended consequences for users of credit ;atlngs if i ;
separate their operations by jurisdiction and d|mmlshes their: s ’Iytlcal abilities.
Their resources would be better employed towards upprgvmg thelr’ erforrg\ance
and, as such, the common monitoring module deve1op d

of the IOSCO Task Force on Credit Rating Agenmes
cooperation are important.

There are a small number of ratmg agencies, wh;eh have global operatlons and

some regulator should be assigned the responsnblillty for coordinating the
monitoring and enforcement of the [OSCO Code of Conduct for each credit rating
agency. This process could be conducted thro gh IOSCO

'Recommendatlon 9: AlI cr : dlt ra mg ag ]|
oversight regime that mcludes mandatory reglstrat:on and that re
compliance with the I0SCO Code of Conduct Fundamentals. National
authorities should obtain the authority to enforce compliance and require
changes to a rating agency’s practices and procedures for managlng
conflicts of interest and assuring the quallty of their ratings. Given the
global scope of some credit rating agencies, the oversight framework
should be cons:stent across jurisdictions with approprlate sharmg of
information: between natlonal authontles respons:ble for the oversight of
credit ratlng agenaes e

- Responsnblllty Natlona ;
- Timeline: To be completed thhln 2 year: - ' 4
- Monitoring: by I0SCO and IMF-WB (through FSAP and Article V)

4.1.3 Best Practices for Private Pools of Capital

While the benefits of hedge fund activity to the functioning of financial markets
have been recognized, questions have been raised about the comparatively
limited extent to which hedge fund managers and funds are subject to direct
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oversight. Concerns expressed relate, in particular, to the risks that their
leverage and short-term funding represent for the stability of the financial system;
and to a perceived lack of transparency of hedge funds vis-g-vis regulators and
other financial market actors. Recently, there have also been concerns about the
abusive use of short selling by hedge funds as well as some internal processes,
in particular the manner in which hedge funds manage their risks, value their
asset portfolios and avoid potential conflicts of interest.

Action Item: Private sector bodies that hz ady.developed best practices for
private pools of capital and/or hedge funds should bring forward proposals for a
set of unified best practices. Finance Ministers should assess the adequacy of
these proposals, drawing upon the analysis of regulators, the expanded FSF,
and other relevant bodies. (For immediate action by March 31, 2009)

Process for Taking Forward the Leaders’ Action Item

In 2007, the FSF called on the hedge fund industry o develop a code of best
practices in the context of an update to its report on highly leveraged institutions.
In response, two hedge fund associations, the;Hedge Fund'Standards Board in

,,,,,,

the U.K. and the Asset Managers'’ Commjtté‘é‘iiﬁﬁglﬁggzu.s., havg prepared
separate codes of good practice for the industry,"Additional standards have been
developed by the Alternative Investr(n'ent‘fl;\?}_ana)gemé it Association. Work is now
underway amongst these private bodies to produce a single summary standards
document. When this becomes available, the ESF.and 10SCO will assess and
comment on the adequacy of :[h

Working Group Assessmiér

While concerns that hedge funds — or groups of hedge funds — may generate
systemic risk and impose externalities on the financial system are supported by
the LTCM experience in 1998, there is little evidence that hedge funds have
played a sibg ant role in thég%‘current financial crisis. There is already some
htiover hedgé funds in most jurisdictions, primarily through their
relationships with frimegpfékers, which are subject to prudential supervision. A
debate is ongoing 6n whether these current arrangements need to be
complemented by deepening of direct regulatory oversight of hedge funds,
accompanied by some global or international capacity to aggregate information
on financial system exposures to hedge funds.

Some WG members have proposed that the Working Group recommend more
formal and consistent oversight for hedge funds, while others argue that the
limited role of hedge funds in contributing to the current crisis and the
effectiveness of the existing indirect approach for overseeing hedge fund activity
to mitigate systemic risks arising from private pools of capita suggest they do not
merit priority action. The need for more formal oversight for hedge funds is an
area of disagreement within the Working Group which reflects in part differences
in the development of the hedge funds industry — and, correspondingly its
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systemic importance - across the G20. Some Working Group members wish to
avoid jurisdictions in which hedge funds do not represent a significant risk from
having to commit to regulating them.

The general framework proposed by the Working Group in section 4.1.1 for
redefining the scope of regulation will help increasing oversight of the hedge
funds industry. This framework will require hedge funds to register with
authorities and to provide them with certain data to enable regulators to assess
their relative systemic importance and to determine when further regulatory
action is required.

i‘!«

participation in certam systemically important markets In addltron since one
mechanism through which the failure of a systemic;

y [
and potentially the real economy - is through its cou erpartres it would be
appropnate for regulators to develop and monltor common metncs to assess the

institutions. Thrs would include lmproved access of authontres to macro-
prudentral rnformatron from hedge fu ds'i in' order to better assess vulnerabilities

national ; agencres and standa ettlng bodies with the objectives of identifying
the strengths and vulnerablhtres;of a country's financial system; determining how
key sources of: risk are being managed ascertaining the sector's developmental
and technlcal;assrstance needs and helping prioritize policy responses. As
such, this progra’j presents a useful tool for enhancing the regulatory

framework

Action Item: To the extent countries or regions . have IC _already done so, each.
country or region pledges to rewew and repon‘ on the struc jfand prrncrples'of e
its regulatory system to ensure it is compatible with a modern and increasingly
globalized financial system. To this end, all G-20 members commit to undertake

a Financial Sector Assessment Program (FSAP) report and support the
transparent assessments of countr/es natlonai regulatory systems (For act/on in

the medium term)

Process for Taking Forward the Leaders’ Action Item

Thirteen member countries of the G20 have undertaken a FSAP assessment.
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Working Group Assessment

[Could the IMF and the WB please confirm the number above and provide
information on plans for FSAPs in the near- to medium-term? Have an y
actions been taken since the November Summit? For example, are there
some commitments from G20 countries that have yet to undertake a
FSAP?]

The IMF and the World Bank are continuing to enhance the analytical framework
for financial sector assessments. For instance, they are focusing more on
systemic linkages and dynamics, and are taking a more systematic approach to
stability and developmental assessments to enhance thelr comparability across
countries. Pl

- Recent assessments for advanced economres have focused mainly on
evaluating the risks of exposure to US subpnrrile related products More
broadly, they focused on the risk of external ¢
border crisis management.

resilience to a range of possible shocks‘jh;at could be ‘nggered as a
consequence of the unfolding crisis; for- example, stress-testing scenarios
where external sources of liquidity suddenly dry up. In addition, the
assessment examines crisis management frameworks and, in countries
where foreign banks predomlnate cross-border cooperation

arrangements among host and home country_supervrsors

Outside the FSAP process, it 033|ble for jurisdictions to undertake self-
assessments or as{s&%sge}dgassessment{‘s, \to diagnose weaknesses in their systems
and identify remedral act;gnS“ le;/India has recently undertaken such
a self-assessment I0SC the IAiS:ih'ave developed self-assessment
lidentify'areas for enhancement in preparing for

frameworks that can be used!
the FSA " To ensure objectw ‘and appropriate assessments, the appropriate
self-asses ment tools and suff crent methodology for assessments should be
developed ln‘cooperatlon W|th the IMF and the World Bank by international

financial standa; settrng bodres (I0SCO, IAIS and BCBS).

IOSCO and the IAIS : neourage countries conducting self-assessments to obtain
assistance from in ependent experts to develop action plans for addressing
gaps in the rmplementatlon of global standards. They also facilitate this process.
For instance, I0SCO recently conducted a workshop to train assessors to be
able to undertake peer reviews of these self-assessments.

The Working Group recommends that Leaders reiterate their commitment made
in Washington to undertake an FSAP and request that the IMF and the WB
prepare a plan and timetable of completed and upcoming assessments by the
Fall of 2009. Depending on the frequency of FSAPs, the process could be
supplemented by periodic self-assessments of regulatory frameworks based on
internationally agreed methodologies and tools. The results of these self-
assessments should be subject to international coordination and validation, and
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should become public. These actions would allow for a monitoring of progress
on improvements to transparency and to compliance with international standards
and regulations.

FSAPs should also be used to monitor consistency in regulatory frameworks and
the perimeter of regulation. The basis upon which countries are assessed should
be expanded to include macroprudential oversight and the regulatory oversight of
the structure of compensation schemes at financial institutions

Given the increasing globalization of the financial system, G20 Leaders should
also encourage non-G20 countries to take similar steps to assess the strength of
their national financial systems.

Recommendation 10: AII G20 members should commlt to undertake a
Financial Sector Assessment Program (FSAP) report : '
conclusions. Dependlng on the frequency
may wish to supplement the FSAP process by periodically: undertakmg a’
self-assessment of their regulatory frameworks based on internationally
agreed methodologies and tools. The results of these self-assessments
should be subject to international coordination and validation, and should
become public.

To improve the FSAP process the basrs upon Wthh countrles are
assessed should be expanded to encompass macroprudentlal oversnght
the scope of regulatlon -and the supervisory approach to assessmg the
risk impacts of the structure of compensatio

institutions. IR

- Responsibility: Finance Ministries, IMF/WB
- Timeline: G20 countries that have not undertaken an FSAP should ‘
immediately commit to do so, in consultation with the IMF/WB: Countries
with systemically important financial systems should be subject to a self-
assessment every 5 years and FSAP Updates in consultatlon WIth
IMEAWB e y
- - Monitoring: IMF/WB .

4.2 Procyclicality

The crisis has raised questions whether certain aspects of accounting
frameworks and capital regulation increase the natural tendency of the financial
system to amplify business cycles. This tendency is particularly disruptive and
apparent during an economic downturn or when the financial system is facing
strains. There is a lack of incentives for the financial system to lean against rapid
growth of credit and asset values during benign economic conditions. This would
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not only mitigate the build-up of imbalances that give rise to systemic risk but, by
building up prudential buffers during the benign phase of an economic cycle,
when it is easier and cheaper to do so, institutions would enter more challenging
times from a stronger position.

ndfother regulators and bod/es should
—cyclrcalrty, /ncludmg the review of how
valuation and /everage bank cap/tal execut/ve compensation, and provisioning
practices may exacerbate cyclical trends. (For immediate action b y March 31,
2009)

';:fAct/on Ite /

Process for Taking Forward the Leaders’ Action ltem

The FSF has formed three workstreams to study the orces that contrlbute to
procyclicality in the financial system and examine po : ble options for mmgatmg
them. These workstreams have focused on (i) bank’ caplta (n) loan loss
provisioning, and (iii) the interaction of valuation and leverag practices. The
FSF has also formed a workstream to develop.sound practic e principles for
ensuring that compensation schemes do not pre de |ncent|ves for excessive risk
taking. This work is discussed in sectio 3 4. 1 !

- Bank capital: This Joint FS BCBS workstream Is examining the impact of
Basel Il on the cycllcallty of capital requrrements and developing ways to
mitigate the r‘ISK of regulatory capltai ampllfymg shocks to the fmancral

u'v

o1k
HELED

fram‘ework 50 that it Té ses the quallty and level of capital in the banking
Esystem during strong economlc ‘conditions that can be drawn down during

ds of economic and financial stress revision to the market risk

transpare asure to help contaln the build up of leverage in the

k_and recommending that supervisors use stress tests as
part of the Pillar 2 supervisory review process to validate the adequacy of
banks’ capital buffers above the regulatory minimum during periods of
rapid growth. . :

- Loan loss provisioning: This workstream is analyzing the potential
contribution of loan loss provisioning to procyclicality with a view to
recommending enhancements to loan loss provisioning practices and
standards. Recommendations under consideration include that
accounting standards setters issue a statement that reiterates the required
use of sound management judgement as part of existing loan loss
provisioning standards; and that they reconsider their current loan loss
provisioning requirements and related disclosures on an expedited basis
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to reflect a broader range of available credit information, including by
analysing expected loss and dynamic provisioning approaches. Other
recommendations under consideration include reviewing and eliminating
constraints in Basel Il that may limit banks from maintaining robust loan
loss provisions; and reviewing and enhancing the Pillar 3 disclosures
about loan loss provisioning practices and related credit risk and credit
losses in loan portfolios.

- Valuation and Leverage: This joint FSF-CGFS workstream is analyzing
the significance of the link between valuation and leverage as a source of
procyclicality. It is considering the use of quantitative indicators and/or
constraints on leverage and margins; a research: probr%am .fo measure
funding and liquidity risk attached to maturity f‘r’é:r’i's’formgt on and based on
its findings, which information should be made avanlable‘ to:supervisors on

Ieverage and on matunty mismatches on a system-WIde baSlS the use of

weak; and an examination of possible changes toZ
dampen adverse dynamics potentially assoc:ated wi
accountlng it

March.

Working Group Assessment

l. The Worklng‘Group now proposes that
““““ Yorking Groups be assessed by the BCBS and
accounting standardi ers takiné :con3|derat|on practical issues related to

their use and lmplemeni

This action |tem has been achl

the near term, consnderatlon could be given to options that do not require a major
reworking of accountmg standards for provisions/impairment. This could come
through the use of prudential rather than accounting mechanisms.The roadmap
to address pro-cyclicality should also take into account the need for training and
for technical assistance at institutions and regulators, with particular attention to
those in emerging market economies.

Measures that are simple to understand and to implement would be preferable to
more complex ones, and policy tools that are based on rules are attractive.
However, as the recent crisis made plain, rules-based tools can be arbitraged, so
the informed judgment of regulators will also be an important part of efforts to
dampen procyclicality.
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There is some disagreement within the Working Group with respect to the
implementation of provisioning techniques that are more forward-looking or
counter-cyclical. Accounting standards for provisioning of loan losses through
the income statement require evidence that there is a deterioration in the loan
portfolio. “Through-the-cycle” or counter-cyclical provisioning where provisions
are increased in good times for the possibility that the environment may
deteriorate in the future is not consistent with accounting standards. While
accounting standards setters agree in principle that such provisioning practices
would be desirable from a financial stability perspective, this would reduce the
integrity of financial statements, whose function is to present an objective and
accurate representation of the financial situation of‘i,ﬁ?fefﬁfitY£§§th’i§gating the
procyclicality arising from provisioning practices requires thaﬁ’tf%"‘é; BCBS and
accounting standards setters collaborate to identi@wlutigpé’ thatiare compatible
with their complementary objectives of enhancing the stability of the financial
sector and promoting transparency of economic results in financial reports,
respectively.

Lo

Recommendation 11: The FSF and its member bodies, particularly the BCBS,
'should develop supervisory and regulatory approaches to mitigate procyclicality
inth stem by promoting the build-up of capital buffers during the

ognition-of loan losses and by -

«economic expansion, through earlier recogniti
dampening the adverse interaction between fair valuation; leverage and maturity

mismatching in times of stress. + +~ -

- Responsibility: FSF and member bodies, BCBS, CGFS
.- Timeline for development: Strategic plan Fall 2009, with further progress
- Timeline for imp
and coordination’

|eme«ht’afti‘6nf, AS iaiPpufOp‘fiéfé,,‘wiAth discussion with sector

2: Accounting rules and valuation practices should reflect
the evolution of risks through the cycle, thus facilitating greater consistency with
good risk management and sound prudential regulation, while maintaining
transparency in the presentation of financial statements. Accounting standard
setters and prudential authorities should collaborate to achieve those objectives,
with particular emphasis on providing enhanced guidance on examining ways to
enable more through-the-cycle loan-loss provisioning practices and to dampen
the role of fair value accounting in-amplifying business cycles. Particular
emphasis should be given to providing enhanced guidance on the application of

fair value accounting and th'ef.«t\r';e:atm‘e‘\n'tlfopﬂrvb._‘\/iéibns'. S
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- Responsibility: Accounting standards setters, BCBS

- Timeline for development: Strategic plan Fall 2009

- Timeline for implementation: As appropriate, with discussion with sector
and coordination by the expanded FSF

- Momtonng Expanded FSF

4.3 Prudential Oversight

This section addresses actions to enhance prudential oversight with respect to
capltal and I|qurd|ty, in addition to the need for a sound mfrastructure for OTC

4.3.1 Capital

The crisis has shown that a strong capital base is
broader financial stability, by underscoring a numbe

particular, complex credit products in the tradfﬁ‘g?gbigok These products to date,
have produced the majority of the losses at banks, as well as- complex
securitisations and contingent exposures, t off-balance sheet vehicles. Second,
the minimum level of capital, as well:as its' qualrty, farfédto support the banks’
risk exposures going into the crisi “*Thlrd the cycllcalrty of capital buffers has
amplified the economic downtu 7 4 (see section! 3 2) Fourth, discrepancies across
financial institutions in measures of%:capltal make solvency ratios difficult to

compare.

Action Item: Authorities shc
adequate capital in amounts nece
standard setters should set out streng d’ capn‘al req r ban ks’

structured credit and securitization act/wt/es (For /mmeo‘rate act/on by March 31,
2009) e e L b, S e :

Action Item: Definitions of cap/tal should be harmomzed in order to ach/eve
conSIStent measures of cap/tal and caplta/ adequacyj '(For act/on /n the med/um
term): : e : i S

Process for Takinq Forward the Leaders’ Action Item

The Basel Committee on Banking Supervision has announced a package of
measures to strengthen the Basel l capital framework in order to address
weaknesses revealed by the crisis in the banking sector, and additional
measures are being developed. These measures form part of a comprehensive
strategy to strengthen the regulation, supervision and risk management of
internationally active banks.
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In addition to mitigating the influence of the capital framework on risk-taking and
the economic cycle (see section 3.2), two key building blocks of this strategy are:

- Strengthening the risk capture of the Basel Il framework: In J anuary 2009,
the BCBS issued for consultation proposals to strengthen the risk capture
of Basel I framework. These include enhancements to the capital
treatment of securitizations, off-balance sheet exposures, and trading
book activities.

- Enhancing the consistency and quality of the Tier 1 capital base: The
BCBS is considering various measures to promote the highest forms of
capital, in particular, ordinary shares and reserves in the Tier 1 capital
base and enhancing the global consistency of minimum capital
requirements. The definition of capital is being reviewed as part of this
work in order to achieve global consistency. : It will be"a medium term
project, however, as many jurisdictions are cur ntly using new types of
capital instruments to inject public money an'c.i;f;sftjﬁeﬁgthen the'capital base

of their banking system. The BCBS will review fecommendations to
achieve this at its March 2009 meeting.

These two building blocks are being considgtéjd;;’;r,l,‘conjunctidngyyﬁth a third
strategic priority, mitigating prooyclicality_,gai\‘ihicﬁ‘géffa}‘ dressed in section 3.2. The
BCBS will consider preliminary recommendations to Iy tigate procyclicality at its
March 2009 meeting, along with reqqmrﬁé*ﬁda,ﬁbns for enhancing the consistency
and quality of the Tier 1 capital base!” "

Further initiatives of the BCBS

advanced include: 3

nhance the capital framework that are less

§
i

- Reviewing ze)ent of external ratings under the framework and
whgthiér there are \é"ri‘){;;;a;;gverse incentives that should be mitigated (at the
July 2009 BCBS meeting);

RNy

11417

! gthening the treafmjent of counterparty credit risk under the three
pillars: of Basel |l (at thé}December 2009 BCBS meeting); and

- Evalu:atlgg pncreteﬁv\}%ys to supplement the Basel Il risk-based capital
framework with a simple, transparent measure to help contain the build up
of leverage over ithe cycle.

i
The BCBS plans to«j'develop recommendations in these areas by the end of 2009.

In the insurance sector, the IAIS is developing a comprehensive and cohesive
set of supervisory papers to address issues that have emerged from the financial
crisis with respect to the assesment of the solvency of insurance companies. For
example, standards and guidance on the structure of regulatory capital
requirements and on the use of internal models and enterprise risk management
for solvency purposes have been completed or are undergoing review. Other
solvency supervisory papers taking into account recent events are under
development or review, including standards and guidance on capital resources,
valuation for solvency purposes and investment and asset-liability management.
The IAIS will continue to work with its members to facilitate proper
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implementation of these standards to enhance resilience of the solvency position
of insurers.

Working Group Assessment

The capital adequacy framework for the banking sector has been enhanced in
response to the action items above: enhancements to the risk capture of the
Basel Il framework have established stronger capital requirements for banks’
structured credit and securitization activities, and the medium term action item of
harmonizing definitions of capital is being addressed in conjunction with work to
improve the quality of capital. Further, the strategic plan:of'the BCBS includes
enhancements to the capital adequacy framework not part of the Washington

Action Plan. i fg*‘%%*z?ia
, ) , O :
Going forward, the Working Group believes that acg;;zrgggneed to bé;rt;akenéto

strengthen institutions’ capital levels. While raising minimum prudeﬁtjglg;g:fépital
requirements from their current levels would provide additional capital strength

RS

iis

during periods of stress, they would further encourage p}‘egggucal behaviour, at

the aggregate level. Emphasis should be placed on encouraQ;Qg;fsih’stitutions to

VVVVVV

operate at higher buffers above minimum prudential capital requirements, to
allow for capital to be drawn down during;?dverg‘ riods without triggering

heightened supervisory action.

H

id

As such, the Working Group recorrjir}ﬂénds that

)  higher buffers above a minimum
level of capital are needed for the system once th ‘current crisis has abated.
The international minimum cqp'l?éf[§f§quirement§f§hbuld also be increased. ltis
important, however,ifor G20 Leadéfrﬁgsiggg‘ send a clear message that supervisors
will be extremely ous about adding tto the already severe procyclical
behaviour jn'the marketplace, and therefore will not consider raising
recommended buffers above!minimum Capital ratios during the crisis. Any
enhancements will be introduced in a manner that promotes the near term
resilience iof the banking sectorand its ability to provide credit to the economy.
Timelines for implementation may vary across the G20 depending on the
technical capabilities of each country's institutions and regulators.

A strong, high quality capital base (e.g., common shares) is critical for banks to
be able to absorb losses and maintain lending during periods of severe economic
and financial stress.” Based on lessons drawn from recent developments, a
strong capital base should achieve an appropriate balance between ensuring that

both prudential and competitive equity objectives are maintained in the future.

Recognizing the need to also mitigate procyclicality (see section 3.2), this high
quality capital should serve as a buffer which would be built up during periods of
rapid earnings growth and be drawn down in a downturn.

The Working Group also recommends that G20 Leaders support the progressive
adoption of the Basel Il capital framework across the G20 once strains in markets
have abated. The move to the Basel Il framework improves risk capture and
better handles periods of rapid innovation and the new products that such
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periods produce. Moreover, Basel Il captures off-balance-sheet vehicles,
ensuring they are subject to regulatory capital requirements. Timelines for
implementation may vary across the G20 depending on the level of technical
capabilities of each country’s regulators and institutions (see section 4.3 for more
on technical assistance).

Nonetheless, in the context of rapid financial innovation and risk-based
regulatory capital requirements, a well constructed non-risk-based capital
measure can at least partially address the problem of modelling deficiencies and
ensure a minimum level of capital is retained in the banking system. The case
for a complementary, non-risk-based capital measure as a regulatory “back-stop”
to the Basel Il risk-based capital requirement should g‘e,;xamined’by the BCBS.

Recommendation’13 Capital shOuId serVe as an effectwe buffer to absorb
losses over the cycle, so as to protect both the solvency of financial
|nst|tut|ons in the event of Iosses and thelr ability to lend.

Once conditions in the financial system allow it, the international standard
for the mlnlmum level of capital for banks should be increased and the

: sis ncyfof ca tal should be enhanced. In addition,
~cap|tal buffe bove minima and loan- loss prowsmns should be built upin
good times’ in order to enhance the ablllty of regulated fmancual |nst|tut|ons
to WIthstand large shocks : Fhsmands o R

in this context the BCBS should develop standards to promote the build-
up of capital and liquidity buffers in good times that can be drawn down in
periods of stress. The BCBS should also develop a srmple transparent
leverage lndlcator i O .

In the _meantlm‘e-the mternatlon’al ‘standard for the minimum level of capital
;shoul i ' 'mma should be allowed
tc ‘ ting economic conditions and credit
quallty, and urgent cons:deratlon should be glven to measures that would
facilitate access to add|t|onal prlvate sector capltal in the downturn

- ResponSIblllty BCBS: e e

- Timeline: Two stages: The need to begln the transmon to the medium-
term phase will be discussed at periodic BCBS meetings. Once it has
begun, the transition is to be completed as appropriate, in consultation
withthe industry and with coordlnatlon by the expanded FSF

- Monltormg Expanded FSF

Recommen‘datlon u14::',G20 Leaders:should support the progresswe
adoption of the Basel |l capital framework across the G20.
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- Responsibility: Prudentlal superwsors

- Timeline: Two stages The need to begin the transition to the medium-
term phase to be discussed periodically at FSF meetmgs Once it has
begun, the transition is to be completed as appropriate, in consultatlon
with the industry and with coordination by the expanded FSF '

- Momtormg lMF WB (thro ‘

4.3.2 Liquidity

Recent events have highlighted a number of hmltatnons |n thg l{lénes of defence of
financial institutions during a period of severe hquxdlty strain’'Many of the actions
by which financial institutions can address liquidity pressures, for example by
selling illiquid assets for cash or by competing more ‘aggressively for retail -
deposits, suffer when liquidity pressures are w1desp ;“ad: and many institutions

attempt to use the same funding strategies. it T ,

The increasing complexity of financial instruments also cre 816 hallenges for

managing liquidity. The inclusion of optlons_,fl,hiflpanmal mstrumeﬁts (e.g., credit
rating downgrade clauses) and the fact that somg ifstruments’ 'have short track
records or do not trade actively, mcreases the dlffculfy ian' assessmg the
behaviour of these instruments durln j,zperlodsﬁ of stress ‘and consequently, for

managing liquidity.

crisis is that :ilqiiidity, which some large global
imcreasmgly managlng ina centrallsed manner across

Another weakness revealed b
financial lnstltutlons a

natlonal supervnsors andk
suffcxent hquxdlty be held fo

Action ltem: Regu/ators should Ldevelop nd:implement pre
financial firms implement policies to better ma} liquidit ,rfs &
creating strong liquidity cush/ons (For /mmedlate action by March 31 2009)

Action Item: Superwsors and central banks should deu Iop~robu$t and- -
/nternat/ona//y consistent approaches for llqu1d/ty supervision of, and central bank
//qU/d/ty operat/ons for cross border banks (For actlon /n the med/um term)

Process for Taking Forward the Leaders’ Action Item

Standards for liquidity management in the banking sector will be materially raised
by the BCBS’ Principles for Sound Liquidity Risk Management and Supervision,
published in September 2008. The foundation for this guidance is the
fundamental principle that banks should establish a robust framework for
managing liquidity risk, and that they maintain sufficient liquidity, including a
cushion of unencumbered, high quality liquid assets, to withstand a range of
stress events, including those involving the loss or impairment of both unsecured
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and secured funding sources. This guidance also clarifies expectations that
supervisors should assess the adequacy of both a bank's liquidity risk
management framework and its liquidity position, and should take prompt action
if a bank is deficient in either area in order to protect depositors and limit potential
damage to the financial system.

These guidelines include a principle calling for cooperation and information
sharing among supervisors and other stakeholders, such as central banks, for
the liquidity supervision of cross-border banks. This principle provides examples
of firm-specific stress situations that should require closer and more frequent
communication among stakeholders.

33a

The BCBS Working Group on Liquidity has initiated work to promiote greater
consistency of liquidity regulation and supervision for cross-border banking
groups. This includes an evaluation of tools, metr?i;g, and benchmarks that
supervisors can use to assess the resilience of banks; liquidity cushions and
constrain any weakening in liquidity maturity profiles, diversity of funding'sources,
and stress testing practices. This will be discussedat th:'égyly 2009 BCBS
meeting. RN

In addition, the Committee on the Global Fmancnal System (CGFS) released a
report in July 2008 to enhance the operational ‘f,% eworks fq{rﬁ‘ifhe provision of
liquidity by central banks, including cros,sfj{tgprdgf‘ba .. T his report recommends
that central banks enhance their capacity!to address problems in the international
distribution of liquidity by establishing'or maintaining/standing swap lines among
themselves, and by accepting assets denominated in a foreign currency or
obligations booked abroad as;collateral. Moreover, the CPSS prepared a report

- AL ECEIW ' 33;5 £ . ..
on operational aﬁri\rg‘nggfime%g that‘c}ém‘r,al banks could make, on an individual or

Y
Y it i

coordinated basis, to'strengthen their oper:
range of sceéharios under ch they might seek to provide cross-border liquidity.
Many central banks across the G20 have begun implementing these

recommendations.

AIthAoughl re,céht“events did not reveal weaknesses with respect to the liquidity
management: iﬁ?:tng insurance sector, the IAIS has expanded its planned review
jViéonry papers to take into account this issue.

of solvency su‘b' ‘
Working Group Ass )ééﬁﬁent

The BCBS guidance establishes guidelines for the management of liquidity risk,
including the use of cushions of unencumbered, high quality assets to withstand
arange of stress events. This adequately addresses the Washington action item
to this effect, as weaknesses in this area that were revealed by the crisis
pertained mainly to the banking sector. The BCBS will conduct a comprehensive
review of whether its standards for liquidity have been effectively implemented in
the second half of 2009.

The Working Group proposes that Leaders support the implementation of these
principles and extend them to other financial institutions. In order to improve
liquidity resilience against future crises, financial institutions will need to hold
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increased levels of stable core funding that is more likely to be stable across the
economic cycle.

An effective global liquidity framework for managing liquidity in large, cross-
border financial institutions should include internationally agreed levels of liquidity
buffers, and should encourage an increase in the quality of their composition.
Such a framework needs to be comprehensive and take into account liquidity
needs for the overall institution.

Recommendation 15: Prudential supervisbrs, should deliver a global
framework for promoting stronger liquidity buffersh,at financial institutions,

including cross-border institutiqns,rtgvgngzurgtﬁ t th n withstand
prolonged periods of ‘marketifahd"'fuhdih\g;liq:_(.iid_irty’ ress.- et

- Responsibility: Prudential supervisors, BCBS, IAIS
- Timeline: To be completed within 2 years .

- Monitoring: Expanded FSF **  «+ *

4.3.3 Infrastructure for OTC Credit Derlvatiyes

sri€vil
sibiel

il i
The market for credit default swaps (CDS) opgr‘;g}tggm a bilateral, over-the-
counter (OTC) basis and has grown to many times'the size of the market for the

underlying credit iggtggmg{ntsﬁ“lhiijigjhj(“of problems involving some large players
in this market, attention has focused on the systemic risks posed by CDS. For
instance, the inability of n protection ‘sellers to meet their CDS obligations
has raised ‘questions about the potentially destabilizing effects of the CDS market
on otherimarkets. Also, the deterioration of credit markets generally has

ety

increased the likelihood of CQS‘payouts, thus prompting protection buyers to
seek additional margin from protection sellers. These margin calls have strained
the balance sheets of protection sellers, and may have forced asset sales that

contributed to put downward pressure on the cash securities markets.

Action Item: Supervisors and regulators,
central counterparty services for credit default (CDS) 1e countries,
should: speed efforts to reduce the systemic risks of CDS and over-the-counter
(OTC) derivatives transactions; insist that market participants support éxchange
traded or electronic trading platforms for CDS contracts; expand OTC derivatives

market transparency; and ensure that the infrastructure for OTC derivatives can
Support growing volumes. (For immediate action by March 31, 2009)

uncr
s ( ‘some countries, ..
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Process for Taking Forward the Leaders’ Action ltem

A group of global prudential supervisors is working with the industry to strengthen
the infrastructure for OTC credit derivatives. The top near-term priority is to
oversee the implementation of central counterparties for CDS.

Representatives from regulatory agencies with direct authority over one or more
of the existing or proposed CDS central counterparties (including those in the
U.S., UK., Germany and the European Union) have begun discussing possible
information sharing arrangements and other methods of cooperation within the
regulatory community. The primary objectives of this effort include the
application of consistent standards and the promotion of consistent public policy
objectives and oversight approaches for all CDS central coufiterparties, as well
as logistical support in carrying out oversight respgﬁsibilities

In the U.S., the President’s Working Group annou'ffcf;gd mNovember 2008 a
broader set of policy objectives to guide efforts aim'e:(} t addressing the full range
of challenges associated with OTC derivatives, with a rimary focus on CDS.

Policy objectives include: ane

- Public reporting of prices, trading Volugggg and aggfégééaite? open interest;

- The development by supervisors of&oniéﬁét*é’nt policy stgﬁdards and risk

management expectations;

Sefriiid

- The registration of all transactions in credit defau

5 §
»»»»» . §

through a CCP in central contract repositories;

nges or othe ééhtralized trading platforms for

‘and
toidétermine if they have adequate

- Support for trading on ex

standardized CDS o}n‘tra‘éts:

Ll %:mizﬁg . i
- Areview by regulatory agencies to
enforcement authority _police against fraud and market manipulation
(with proposals for chéﬂggs in authority where warranted).
R H i

i, I
The;fééggiféjﬁ;iof a central coufi,tié”rparty for OTC credit derivatives is also a priority
in Europefsif\sze:;rgg the Europeé_fﬁi Commission has established a Working Group
composed of market participants, national regulators and the European Central
Bank to deliver prog ess in'this area. As a result of discussions within this EC
Working Group, theiinternational Swaps and Derivatives Association and the
European Banking Federation have committed to the use of at least one EU
central counterparty to clear CCP-eligible CDS on European reference entities
and indices based on these entities. These associations have also committed to
work closely with infrastructure providers, regulators and the European
authorities including the European Central Bank in resolving outstanding
technical, regulatory, legal and practical issues. These efforts mirror the
engagement the industry has made in other jurisdictions.

At the same time, following a request from EU Member States, the Committee of
European Securities Regulators and the European System of Central Banks are
in the process of revising their recommendations for CCPs in order to ensure that
they cater for the specificities of derivatives markets in general and the CDS
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market in particular. Furthermore, the European Commission is also examining
whether additional regulatory requirements might be necessary in this area.

In terms of transparency, IOSCO is working with the financial service industry to
examine the viability of a secondary market reporting system for different types of
structured finance products. In particular, it is focusing on whether the nature of
structured finance products lends itself to such reporting and the cost and
benefits such a system might entail. |0SCO has conducted a survey of industry
participants and is planning to hold a roundtable with industry participants to
discuss whether a secondary reporting system for structured finance products
would be viable.

Working Group Assessment

CDS are no longer exposed to each other’s credit risk.: Hence, well-managed,
market efficiency by helping ensure that eligible trades are cleared and settled in
significant volumes of unconfirmed and failed trédéé*;;Apd the development of a
CDS, trading volumes, and aggregate open interest, /' The availability of pricing
degree of transparency,iof.cours I

The launch of central counterparties (CCPs) for OTC creditlgdé‘ ‘ ;git{ives is an
important step towards reducing systemic risk. leé%gjng_ikand se‘ttlj;@gs:CDsf
contracts through a central counterparty means that the two countérparties to a
and properly regulated CCP could vastly simplify the cdﬁféigment of the failure of
a major market participant. Central counterparties also cdh;t;riiipu:teyto enhancing
a timely manner, thereby reducing the opg:fationa[?[ilsil?s associated with
CCP facilitates greater market tranisip:a(regf%%ﬁ‘y, including the reporting of prices for
information can improve the fairness, efficiency . and competitiveness of markets
— all of which enhance investor protection and facilitate capital formation. The

- ,'depends on the extent of participation in the
CCP, which is not mandatory., The industry's commitment to clear CCP-eligible
CDS through central counterparties should ensure a substantial increase in the
transparency of the market fozthese contracts.

Prudential 'supervisors have béen collaborating with market participants to
increase market transparency,’One major step in this initiative is the publication
of weekly aggg@”a{e marketgfi’éta from a central repository. Regulators are
working to identify.a onsistent set of data that central counterparties should
make available to'th public on a regular basis, including market prices, market
depth and open interest.

The Working Group recommends that the financial industry take the necessary
steps to clear OTC transactions on credit derivatives through central
counterparties in order to reduce systemic risk. If needed, some incentives may
be provided by national authorities, for example, by taking a higher capital charge
for transactions not cleared through central counterparties.

In order to foster transparency and to promote the use of CCP and of exchange
trading for credit derivatives, public authorities should also encourage the
financial industry to standardize contracts and to use data repository for the
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remaining non-standardized contracts and promote fair and open access to
central counterparty services.

In addition, in order to ensure that the infrastructure for centralized clearing and
settlements meets high prudential standards, the Working Group recommends
that a review of the CPSS-IOSCO Recommendations for Central Counterparties
and the accompanying guidance be undertaken, and that prudential supervisors
apply these (possibly enhanced) standards.

In order to mitigate systemic risk resulting from counterparty credit risk, in the
short run, it would be beneficial for there to be a compeﬁt.rtsgve environment for

central counterparties without imposing regulatory requurem o f that unduly
fragment the market. ;

Recommendation 16: Financial mstltutlons should take the necessary
actions, ‘including by'w ,y\;of standardlzmg cre ,l't'derlvatlves contracts, to
clear OTC transactions on credit derlvatlves through central
counterparties. If needed, national authorltles may enhance incentives for
the use of central counterparties to clear OTC'CI'edIt derlvatlves

Responsibility: Financial institutions; prudentla! superwsors and other
- -authorities, central banks .
- Timeline: To be completed within two years lndustry to prepare an action
plan on standardization in the Fall 2009
- Monltormg Prudentlal superwsors and expanded FSF

Recommendatlon 17 Central counterpartles 'hould be subject to
transparent and effectlve oversrght by prudentlalzsuperwsors and meet
high standards in terms of risk ‘management, operational arrangements,
default procedures and transparency* ‘The.CPSS and IOSCO should review

their reco ] :toensure they take into
account,theumque ch‘aracterlstlcs of,credtt‘derlvatlves

- Responsnblllty Prudentlal superv:sors CPSS IOSCO
- Timeline: To be completed within 2 years LA
- Momtormg ‘Expanded FSF
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4.4 Compensation Schemes and Risk Management
4.4.1 Compensation Schemes

General consensus has emerged that compensation practices at financial
institutions are one factor, among many, that contributed to the financial crisis.
For instance, bonus payments were tied to short-term profits without adequate
regard to the longer-term risks they imposed on their firms, and this incentives
misalignment amplified the risk-taking that severely threatened the global
financial system.

Action Item: Financial institutions should have clear internal incentives to
promote stability, and action needs to be taken, through voluntary effort or
regulatory action, to avoid compensation schemes which reward excessive short-
term returns or risk tak/ng (For /mmed/ate actlon by March 31 2009)

s;i ﬁg ;

Process for Taking Forward the Leaders’ Action ltém ’

......

......

discussions with experts from the fnanmal lndustry,x the pubhc sector and
academia, and investigated industry practlce by conductmg a global survey of
practice at major financial firms. It also revrewed the resu!ts of a number of
surveys commissioned by others ‘ |

- Most fmancral mstltutlon. gviewed co’mpensatlon systems as being unrelated

to rrsk anagement and l‘lSk governance and

upervisory and regulatory authorities did not focus on the
or risk of compensatron systems.

[n this context, it rs clear that changes to existing practices are necessary on
several fronts to ensure that perverse compensation incentives do not induce
excessive risk- takmg in financial institutions in the future. As such, the FSF
developed Principles for Sound Compensation Practices for fmancral institutions
to prevent incentives towards excessive risk taking that may arise from
compensation schemes. This Working Group formulated nine principles to
achieve more effective governance in setting and monitoring compensation
within financial institutions, to better align compensation practices with prudent

risk taking, and to ensure effectlve supervisory oversight and improve disclosure
practices.

Additional initiatives undertaken to guide the adoption of improved compensation
practices in the financial sector include the consultation guidance on Basel II
Pillar 2 to enhance sound corporate governance and risk management, which will
help reinforce adherence to sound compensation practices.
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In addition, the OECD will explore, in the context of the OECD Principles of
Corporate Governance, how compensation practices at both the management
and operating levels should be amended to achieve sounder long-term strategies
that better address the interests of the institution, its shareholders and other
stakeholders.

Working Group Assessment

In order to build on the analysis of remuneration practices that was conducted
and on the sound practice principles that were developed, the Working Group
recommends that Boards of Directors and the management of financial
mstltutlons take appropnate actlons to structure compensat:on |n a manner

A number of financial institutions have announced changes ‘to thelr compensation
structures. However, it is important that reforms |n1h|s regard be done on an
mdustry -wide basis, so that |mproved risk managemgntzand compensation

partlcular designs or levels of yc pensation. In addltlon since financial firms

differ in goals, activities, and cult s do jobs within a frm any compensation
system must work in'co jert with ot ‘ér management tools in pursuit of prudent
risk taking. 1 it i i
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Recommendatlon 18 Large inancial institutions should ensure that their
compensation frameworks are consistent with their long-term goals and
with prudent risk-taking. As such, the Boards of Directors of financial
institutions should set clear lines of responsibility and accountability
throughout their organizations to ensure that the design and operation of
its remuneration system supports the firm’s goals, including its overall risk
tolerance. Boards should also ensure there are appropnate mechanisms
for monltorlng remuneratlon schemes‘ G o

- Responsnblhty Boards
- Timeline: Fall 2009
- Monitoring:: Pruden al SUPEIVIso

Recommendation 19 In order to promote incentives for prudent risk taking,
each financial institution must review its compensation framework to
ensure it follows sound practice principles such as those developed by the
FSF. These include the need for remuneration systems to provide
incentives consistent with the firm’s long-term goals, to be adjusted for the
risk taken by employees, and for the variable components of compensatlon
to vary symmetncally accordmg to performance i 23 :

- ResponSIblhty FlnanCIaI
- Timeline: Fall 2009
- Monitoring: Prudentlal'SUpe’r\'/iéor‘s _

Recommendation 20: Prudential supervnsors should enhance thelr
oversight of compensation schemes by taking the design of remuneration
systems into account when assessing risk management practices. The
BCBS should more explicitly integrate this dimension in its guidance for
the assessment of risk management practlces by natlonal prudentlal
supervnsors : , Sk

- Responsibility: Prudentxal supervisors, BCB $
- Timeline: Fall 2009

- Monltormg Expanded FSF

4.4.2 Risk Management Practices

Shortcomings in risk management practices revealed by the current crisis reflect
a failure to implement effective firm-wide risk management systems as well as a
number of more technical limitations associated with risk management tools,
including their inability to model severe financial shocks and the fact that most
quantitative tools are backward looking. The many weaknesses in risk
management practices that were revealed include the inability of financial
institutions to adequately monitor risk concentrations across products and
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geographical areas, shortcomings in stress testing and inappropriate practices
for managing risks arising from structured products.

Action Item: Regulators should develop enhanced guidance to strengthen banks’
risk management practices, in line with international best practices, and should
;_encourage financial firms to re-examine their internal controls and implement
strengthened pol/c:/es for sound nsk managemenz‘ (For immediate action by
March 31 2009) Sl

Process for Tak/nq Forward the Leaders’ Action ltem

‘‘‘‘‘‘‘‘‘‘

in a number of |mportant risk management areas, USlng Plllar
foundation. The focus of this guidance is on:

;Qf Basel ll as a

- Enhancing firm-wide risk oversight, risk management and lnternal controls;

- Managing more effectively specific risk areas such as firm-wide risk
concentrations, off-balance sheet exposures and assoc;ated reputational
risks, securitization exposures, valuations and llqwdlty ﬂ {

- Improving banks’ stress testlng practlcesé ‘

document issued in January 2009. Zi“é 25
ﬁg § i .f%
In addition to the BCBS guidance, supervnsors from most G20 countries have

publxshed or are in the process’ f;publlshlng, supplementary guxdance on a wide

PR

Management G’
2009.

In the insurance sec r, the IAIS is reviewing all existing and new supervisory
papers to mcorporate lessons drawn from the financial crisis. More specifically,
the standards and guidance on asset-liability management and investment risk
management are being updated to reinforce coverage on issues such as the use
of stress testing in identifying risks, including concentration and liquidity risk. An
issues paper on corporate governance is also being developed as foundation for
future supervisory papers on corporate governance which will cover topics such
as risk management and control functions, function and qualification of board
members and the use of third party assessments such as credit ratings. The
appropriateness of the reinsurance plan of direct insurers is also addressed in an
IAIS standard on reinsurance.
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Working Group Assessment

The Working Group welcomes the BCBS consultative document to address a
wide range of weaknesses in risk management practices that played a significant
role in causing and accelerating the crisis.

In addition to shortcomings with risk management tools and with the supervision
of risk management practices, the global financial crisis has highlighted the
failure of the Boards of Directors of many of financial institutions in fostering an

Action Item: Supervisors should ensurs
that provide for timely and comprehensiy
and large counterparty risk positions across pr
immediate action by March 31, 2009)

Toriiifc
s TiS

Process for Taking Forward the Le.
The BCBS's Basel Il consultati

enhanced Pillar 2 guidance on the, ssessment by management and supervisors
of risk concentrations, The Committee’s enhanced guidance sets clear

expectations for Boards of
across thg;fi"rm to control risk exposures’and concentrations in accordance with
'stated risk appetitezg}{ﬁhe guidance also sets supervisory expectations
ng. firm-wide risk coj@(’:;éntrations arising from both on- and off-balance
0SL es and securitig:aition activities. Generally, banks are expected to
‘effective internal policies, systems and controls to identify,
measure, moniio,r;fmanage;‘zcontrol and mitigate their risk concentrations in a
timely manner, and under various conditions, including stressed market
situations. N

ctors éﬁfgj;;;e"hior management to set incentives

H 131587

Working Group Assessment

The BCBS guidance establishes processes that provide comprehensive
measurement of concentration risk, ensure that banks have credit risk mitigation
strategies and internal limits to risk concentrations and ensure that these risks
should be assessed under a supervisory review process. This addresses the
Washington action item in holding supervisors responsible for the due diligence
of risk concentrations held by their financial institutions. The BCBS will begin a
review of its existing guidance on sound practices for managing risk
concentrations and large exposures later in 2009.
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Actlon Item: The Base/ Comm/ttee shou/d study the need for and help develop
tre /s, ) opnate : '(For tmmed/ate action by

"Act/on Item: Firms should reassess the/r rlsk management models to guard
against stress and report to. superwsors on their effon‘s " (For immediate action
by March 31, 2009) :

Process for Taking Forward the Leaders’ Action Item

crisis.

% ;
Many Working Group members have indicated that' the gﬁldance from the BCBS
will be used to help refine stress-testing practices in their eo,' ies. A number of
Working Group members have also indicated: plans to extendﬁ ress- -testing
activities as part of their supervisory framework"‘ id will issue recommendations,
following consultations, in the near-term;: G

In addition, the October 2008 follow- =Up report of the F - F urged private sector
organisations that have recommendéd |mprove, _n:ts to industry risk
management practices to establish frameworks ifor rigorously monitoring and
reporting on the tlmelyilmpleme atxogn of these lmprovements Implementation
will be monitor d,pygfu dt tlal Supervisors and in the case of banks, reinforced
through Pillar 2 revnew§ ur ger‘ the Basel I framework. The Institute of
Internatloné Fmance has b”repa ed and dlstnbuted an assessment framework for

financial‘institutions to use.

Stress testin ,,ns 'an ongoing process and the Working Group urges financial
institutions to contmuously improve their practices. Sound stress testing also
involves selecting! ap \ rpprlate scenarios, and the Working Group encourages
financial institutions’ to ‘pay particular attention to this, including in reflecting the
important system- w1de interactions between the various institutions, markets and
instruments in the financial system. This would facilitate the development of risk
mitigation or contingency plans across a range of stressed conditions

Stress testing is an important tool to alert management to adverse unexpected
outcomes related to a variety of risks, and it should be used as such. lItis
especially important after long periods of benign economic and financial

conditions, when fading memory of negative conditions can lead to complacency
and the underpricing of risk.
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Action Item: Banks should exercise effective risk management and due di
over structured products and securi
2009) W

Process for Taking Forward the Leaders’ Action ltem

The Basel Il consultative document issued in January 2009 includes enhanced
Pillar 2 guidance in this area. Standards for the risk management and due
diligence of structured products and securitization are being enhanced in most
G20 countries where markets for these instruments are developed.
Securitization practices are being clarified, and some countries are setting

stronger due diligence standards over structured products arid securitization.

H
: i tH i {
Working Group Assessment ! At 53955 ) :

£ H
The Working Group welcomes the steps taken by the BCBS to address the risks
of securitization. The BCBS' guidance to include a bank's on- and off-balance
sheet securitization activities in risk management, includiﬁgﬁ(gdugtapproval,
risk concentration limits and estimates of market, credit and operational risk
largely addresses the previous deficiencies in risk‘management of securitized

products.

IR RES!

4.5 Transparency

i

In hindsight, weakggsses in p,,UB’ _%smi,%closures have played a significant role in
the crisis. For instarnice, th public disclosures of financial institutions did not
always make clear the type and magnitude'of their risk exposures, including
those associated with oﬁ-balggpe sheegt;e’xposures. In addition, recent events in
financial markets revealed some weaknesses and inconsistencies in the
application of fair value accouﬁﬁng at financial institutions.

The type of information disclosed heading into the turmoil was often not
sufficiently timely and useful'to many investors and other market participants.
Public disclosures that wefe required of financial institutions did not always make
clear the type and magnitude of risks associated with their on- and off-balance
sheet exposures. 'Ehere were also shortcomings in the other information firms
provided about market and credit risk exposures, particularly as these related to
structured products. Where information was disclosed, it was often not done in
an easily accessible or usable way.

Action Item: The key global accounting standards bodies should work to enhance
guidance for valuation of securities, also taking into account the valuation of
complex, illiquid products, especially during times of stress. (For immediate
action by March 31, 2009) ~
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Process for Taking Forward the Leaders’ Action Item

Several accounting standard setting bodies published guidance to clarify
expectations for the valuation of complex securities and other financial
instruments during the Fall of 2008. These notices were broadly consistent with
one another. They emphasized the need for greater management judgment in
estimating fair values when markets are inactive and provided advice for
evaluating the reliability of valuation inputs.

In addition, at the end of November 2008, the BCBS released a consultation
paper that provides guidance to banks and banking supervisors to strengthen
valuation processes for financial instruments. This gmdance remforces the
guidance published by accounting standard sefters. . i v

The IASB is in the process of enhancing guidance; for fair value ‘measurement
more generally, for both financial and non-financial: ‘assets and liabilities. This
broad review of fair value measurement was initiated in:November 2006 to
simplify, clarify and harmonize the overall body of gui e that has been added

piecemeal to a number of standards over the years. The'objectlve of this project
is to create a single source of guidance for fair value measurement and
disclosure. An exposure draft is expected in: ihe*f’ st half of 2009

,,,,,,,,,,

Considerable work has been undertaken to enhance guidance for the valuation
of fnanmal mstruments lncludlng complex and I||IC]UId instruments, and more

assesféfi{ i; inancial health ofgaicompany, fair value valuatlon needs to be
complemented with sufficient|t lsclosure standards on valuation techniques.

“When valua'tlo models are used notes to financial statements must include a
description of as: umptions: taken and a discussion of the incidence of alternative
inputs on valuatio he' Workmg Group recommends that efforts to enhance
disclosure standards in order to allow users of financial statement to evaluate the
uncertainty surroundlng valuation be accelerated.

Recommendatlon 21: Accounting standard setters should accelerate
efforts to reduce the complex1ty of accountmg standards for financial
mstruments to in "‘prove ccountmg standards for forelgn currency
translation, to enhance presentation standards in order to allow the users
of financial statements to better assess the uncertainty surrounding the
valuation of financial instruments, and to better reflect economic
substance of financial assets and liabilities denominated in foreign
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currency.

- Responsibility: Accountrng standard setters = e
- Timeline: Fall 2009 :
- Monitoring: Expanded FSF

Action Item: Accounting standard setters‘/‘s‘hould signifi cantl"’jﬁadvan ce their work
to address weaknesses in accountrng and drsclosure standards for off- balance
sheet vehicles. (For immediate action by March 31, 2009) '

Process for Taking Forward the Leaders’ Action ltem

The FASB issued, for public comment, proposed a ,countlng cha ges for de-
recognition of fnancral assets and consolidation of o nce sheet entltles
These revised standards are expected to be finalized i 09 and effective in
2010. The FASB also issued enhanced dlsclosure standa s for off- balance

15

The IASB issued, for public comment, proposedﬁav p,untrpg Changes for
consolidation of off-balance sheet entltleSs ThJs revis S

be effective in 2011. The IASB also! accelerated its de—recogmtron project and
expects to publish an exposure, draft in the fi rst half ‘of 2009, to be effective no
earlier than 2011. :

Given the compIeX|ty of the |ssues mvolved the effective dates could change.
Working Group Assessmen "

This Acti 'n Item has been Iarg Iy met.: Wh|le initiatives by accounting standards
0 ¢ enhance consolldatlon requirements, including disclosure standards for
leet entities have!been underway since before the crisis began, the
standards hav ‘been furtherfstrengthened and revisions accelerated, and the two

major accountm dies plan to converge their standards.
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:ZpartICIpants ’ ’(For /mmed/ate aot/on by March 31 2009)’

Act/on Iltem: Fmancral mst/tut/ons should prowde enhanced risk disclosures in
their reporting and d/sclose all losses on an ongoing basis, consistent with
international best pracf/ce as appropr/ate Regulators should work to ensure
that a financial institution’s financial statements include a complete, accurate,
and f/me/y picture of the firm’s activities (moludmg off-balance sheet act/wt/es)
and are reported on a consistent and regular basis. (For actron in the medium
term) :

To enhance transparency and market confidence, th

April 2008 report that financial institutions draw from: ?Ieadlng practlcesE to'ensure

that they provrde robust meanmgful dlsclosures about risk exposures including

encouraged their internationally active fnanCIaI lnstltutlons to-use these
recommended practices in thelr mld year reportlng The FSF also asked IOSCO

undertaken as part of IOSCO’ syvork on secufi

produce an interim report in Mar‘ch;ﬁ

In January 2009 ‘thﬁgé o BSzflgssued fo|} , omment proposals to strengthen Pillar 3

disclosure standards for béan"sn_secunflsatlon activities, building on the
recommended sound practl’

isclosures of the FSF.

In addmon‘f he IASB has released several proposals in recent months to improve
disclosure of financial instruments. These include enhancements to the
disclosure ofexposure to riskifrom off-balance sheet items, and an amendment
to the standard for the presentahon of financial statement (IFRS 7) to clarify and
enhance disclosures about fair value measurements and the liquidity risk of
financial instruments iincluding for complex financial instruments.

Working Group Aséessment

Following the leading practice disclosure framework advanced by the FSF, large
financial institutions have substantially expanded their disclosures about risk
exposures, including those associated with complex financial instruments and
other related policies.
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Action Item: Regulators supervrsors and accountmg standard setters as
appropriate, should work with éach other and the private sector.on an ongoing -
basis to ensure consistent a,opllcat/on and enforcement of hrgh quallty
accounting standards (For act/on rn the . :

Process for Taking Forward the Leaders’ Action ltem

The IASB has established an external monitoring body composed of
representatives of public authorities and of international organizations that have
requirements for accountability to public authorities. This monitoring body
includes I0SCO, the European Commission, the US SEC, the Japan FSA, the
IMF, and the World Bank. The BCBS will also be a partncupat‘ ‘as an observer.

fn addition the IASB and the U.S. FASB have establlshed an a
comprised of senior leaders with broad internation:
markets to advise the Boards in considering accoun
the global crisis. The primary function of the Finanéia sis AdVIsory Group
(FCAG) is to advise the Boards about standard-setting mip_ cations of (1) the

global financial crisis and (2) potential changes to the global' regulatory
environment. The group will conclude |ts actlvmj‘ :

§1sory group

help identify significant accountl : (
attention of the Boards as well as xlssues for Iong-term consideration. In
providing that adwc‘ : ‘adwsory”gr”dUp Wl|| draw upon work already underway
in a number. ofjunsdlctlon pqsaccounﬁhg and the credit crisis, as well as
information gathered from th\ "‘publlc roundtables—one each in Asia, Europe, and
North America—that the Boar ‘hosted in November and December 2008.
Working Group Assessment g;

In many countrles high level committees were established to ensure
coordination betvy,ee,n regulators of various sectors, accounting standard setters
and industry representatives. Mechanisms have been put in place for
coordination between accounting firms, listed companies, accounting standard

setters and regulators to foster consistent application of prescribed standards.

Action Item: The key global account/n:' ndar es should work mtensrvely .
toward the objective of creating a srngle‘h/gh qualrty globa! standard.” (For action”
in the medium term)

Process for Taking Forward the Leaders’ Action ltem

IFRS are in use in over 100 countries, and about 40 more are in the process of
either adopting or converging with them. While some countries have adopted the
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IFRS without modifications, others have tailored the IFRS to their country specific
conditions during the process of convergence.

Working Group Assessment

The long-term benefits likely to result from the use of a harmonized set of
international accounting standards are considerable, in particular from a market
transparency and cost perspective. While adapting IFRS according to national
circumstances rather than fully complying with them may be appropriate in some
cases to take into account country-specific characteristics of markets, it also
voids some of the benefits of a global set of accounting standards. Enhanced
representation of EMEs within the IASB governance structure would allow for

,,,,,,,

standards that reflect the unique circumstances of these countries.

iiiiis;
I

Recommendatlon 22: The IASB should enhance its efforts to facilitate the
global convergence | towards a smgle set of high-quality accounting
.standards by sharlng the exp ce of countries that have completed this
process, by prov:dmg technlcal ‘assmtance and by increasing
representation from EMEs within lts governance structure.

- ResponSIblllty. IASB
- Timeline: Fall 2009
- Monitoring: Expanded FSF

In this sectlion we propose re dmmendatlons for addressing concerns not
coveredb / the Washington Actlon Plan. They relate to governance issues for
enhancmg%"e macroprudentlaf 'orientation of the regulatory framework, to
ippropriate resources are available for effective enforcement, and
stance to cpuntrles that require it for enhancing their regulatory

to providing :
frameworks.

5.1 Effective Enforcement

Achieving the objectives of the regulatory framework requires not only sound
regulation but also effective enforcement. No matter how sound the rules are for
regulating the conduct of market participants, if the system of enforcement is
ineffective — or is perceived to be ineffective — the ability of the system to achieve
the desired outcome is undermined.

It is thus essential that participants are appropriately monitored, that offenders
are vigorously prosecuted and that adequate penalties are imposed when rules
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are broken. A regulatory framework with strong monitoring, prosecution, and
application of penalties provides the incentives for firms to follow the rules. This,
in the end, adds to the framework’s credibility and enhances investor confrdence
in the flnancral system. Thus, a coordinated approach by securities regulators
and self-regulatory organizations, law enforcement agencies and other actors in
the legal system to monitor, investigate, and punish improper behaviour is
necessary at a national and, in the context of globalization of the financial
system, at the international level.

In terms of international cooperation, IOSCO has developed a multilateral
memorandum of understanding (MMQU) on cooperation and information sharing
for securities regulation and enforcement purposes,, ;ffhe MA ZOU is specific about
the information, including banking and broking rnformatron V\? \é;h;must be made
available on request of signatories for the specific | purpose set outi in the MMOU.
It has raised the standard of international informatior ari )

enforcement purposes. Applicants to become a srgn:;t ry are requrred to
undergo an independent verification process. Over two thirds of IOSCO'’s eligible
i ' j%process and
%process mcludmg seeking

orkrng Group on
Reinforcing International Coop atlon and Pro”r‘n ing Integrity in Financial
Markets (i.e., Working Group 24 SRR

Supervisory colleges are within the remrt of the G20 )

for monitoring the applrcatron of regulatlon and for prosecuting offenders\
and that the enforcement function is mdependent from other actrvrtres or
from external rnfluences ; S e s

- Responsibility: Prudentral supervisors and securrtres regulators
- Timeline: To be completed within 2 years ..
- Monrtormg IMF-WB (through’FSAP and Amcle IV) v
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5.2 Technical Assistance and Capacity Building in Emerging
Market Economies

For some countries, for example those with less-developed financial systems,
transition towards the implementation of enhanced standards and regulations
may present a greater challenge. The Working Group recommends that national
authorities commit to assist each other in order to enhance the capacity of the
G20 as a whole to strengthen the regulatory framework. Appropriate technical
assistance should also be provided to these countries by international standard
setting bodies in order to allow for the effective implementation of more
challenging new regulations that are consistent with international standards and
codes. Examples include those for mitigating procycl_iCéf[iiy,%ior adopting the

Basel Il capital framework and for converging towards a glob; t of high-quality
accounting standards. M (

' Recommendation 24: Recognizing that the degree of development of
financial systems varies considerably across the G20, national authorities
commit to assist each other in enhancing their capacity to strengthen
regulatory frameworks. In addition, IOSCO, the IAIS and the BCBS should
have the appropriate capacity to provide technical assistance. The needs
of emerging market economies deserve particular consideration.

-Respons:blllty Finance l\‘/"lx‘i:r'\nisfries;' p‘rﬁdéntial supervisors, securities

regulators, lOSCO, IAIS, BCBS
Timeline: Ongoing ’

(through FSAP and Article IV)

§
113l

:s\é' Ei‘l; i -
6. Conclusions and Recommendations

354
S
{

Given the analysis e Working Group, we have concluded the following list of
medium-term recommendations.

[The list will be updated once recommendations are finalized.]

There are ____ areas of disagreement within the Working Group:

1. Whether the mandate of accounting standard setters should include taking
into account the stability of the financial system as a complement to their
core mandate. A manifestation of this disagreement is in how to achieve
more forward-looking provisioning practices.

2. The minimum level of oversight applicable to the entire financial system
(i.e., disclosure vs. regulation)
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3. Some WG members proposed that the Working Group recommend more
formal and consistent oversight for hedge funds, while others argue the
limited role of hedge funds in contributing to the current crisis does not
merit priority action.
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