
G I B R A N  N I C H O L A S

THIS ARTICLE PROVIDES A DIAGNOSIS

OF, AND SOME PROPOSED REGULATORY

SOLUTIONS FOR, THE CURRENT MORT-

GAGE AND CREDIT CRISIS.

O
n March 13, 2008, the
P re s i d e n t ’s Wo rk i n g

G roup (PWG) on Finan-
cial Marke t s1 issued a
rep o rt on the causes of the
recent financial market tur-
moil and some pro p o s e d
s o l u t i o n s. On March 31,
2008, the U. S. Tre a s u ry
D ep a rtment released its
“ B l u eprint for a Modern-
i zed Financial Reg u l at o ry
S t ru c t u re” (“Bluep r i n t ” )
( w w w. t re a s. gov / o ff i c e s /
d o m e s t i c - f i n a n c e / reg u l a-
t o ry - bl u eprint/) that con-
tains a series of short - ,
i n t e rm e d i ate-, and long-
t e rm re c o m m e n d ations fo r
re fo rming the U. S. reg u l a-
t o ry stru c t u re. While many
of the proposals in both
the PWG rep o rt and Blue-
print are bold and neces-
s a ry, they neglect to
a dd ress some ve ry impor-
tant are a s. This art i cl e
looks at the diag n o s i s, and

a dd resses both the stru c-
t u re and short falls of some
of the proposed solutions
as they re l ate to the mort-
gage and credit crisis.

DIAGNOSIS

A fa i l u re to pro p e rly diag-
nose a pro blem will re s u l t
in ineffe c t ive remedies and
not prevent the pro bl e m s
f rom re c u rr i n g. Th e re fo re,
the initial step to solving
the turmoil in the housing
and financial markets is to
f u l ly understand the thre e
root pro blems that caused
the crisis in the first place.

Problem 1: Lack of Market

Discipline and Reckless

Decision-Making by U.S.

Mortgage Loan Funders

In the United Stat e s, mort-
gage money comes fro m
financial market inve s t o rs
who buy bonds on the
bond market. The compa-
nies that issue and marke t
these bonds to inve s t o rs
use mort gages as collat e ra l
to “secure” the bonds

( m o rt gage backed securi-
ties (MBS)) (see Exhibit 1).

The process invo l ve s
four steps: 

1 . C o n s u m e rs get loans
f rom mort gage banks
or bro ke rs. 

2 . M o rt gage banks or
b ro ke rs sell these
m o rt gages to sec-
o n d a ry marke t
i nve s t o rs like Fa n n i e
M a e, Fre ddie Mac,
and other financial
i n s t i t u t i o n s. 

3 . S e c o n d a ry marke t
i nve s t o rs pack age
these mort gages as
securities or bonds;
t h at is, they “securi-
t i ze” the mort gage s
into a financial pro d-
uct to be sold to Wa l l
S t reet inve s t o rs such
as mutual fund com-
panies and indiv i d u a l
i nve s t o rs. 

4 . Wa rehouse lenders
p rovide the interim
financing for the
m o rt gage banks. In
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other wo rd s, if a mort gage bank
is not taking in deposits fro m
banking customers, institutions
k n own as “wa rehouse lenders ”
fill the gap and lend money to
m o rt gage banks during the
interim period. These short -
t e rm loans are “wa re h o u s e d ”
for periods lasting from 1-90
d ay s, while the mort gage banks
a rra n ge the sale of these loans
to secondary market inve s t o rs. 

The deterioration in subprime
underwriting guidelines and the sub-
sequent boom in subprime origina-
tions began in late 2004 as Wall Stre e t
i nve s t o rs began looking for higher
re t u rns that we re unava i l able with
m o re traditional MBS. Mort gage
banks fed Wall Stre e t ’s appetite by
relaxing their guidelines and issuing
loans with higher interest rates to
b o rrowe rs who otherwise may not
h ave been able to affo rd a home pur-
chase or mort gage refinancing out-
side of these mu ch looser guidelines.2
These higher rate loans we re than
p a ck aged and sold to Wall Stre e t
I nve s t o rs in the fo rm of higher- y i e l d-
ing residential mort gage backed secu-
rities (RMBS).

As long as pro p e rty values con-
t i nued to rise, homeow n e rs had eve ry
i n c e n t ive to continue making their
p ay m e n t s, and they even began cash-
ing out the new ly minted home equity
t h at was cre ated from rising home va l-
u e s. Howeve r, real estate marke t s
b egan slowing down in late 2006,
causing homeow n e rs to think twice
about continuing to make mort gage
p ayments that they could ill affo rd .

The subprime loans began sour-
ing in 2007,3 causing Wall Stre e t
i nve s t o rs to pull the plug and stop
buying the risky mort gages from the
m o rt gage banks. Wall Street in fa c t
s t a rted requiring the mort gage banks
to buy back all of the loans that they
had sold in the first place due to the
i n c re a s i n gly poor perfo rmance of the

ove rall port folios of mort gages that
had been sold. In other wo rd s, the sys-
tem started wo rking in reve rs e.
Instead of providing new money to
the mort gage banks, Wall Stre e t
s t a rted taking money back from the
m o rt gage banks. To compound the
p ro blem, the wa rehouse lenders wh o
we re providing interim financing
f rom the sidelines cre ated a “run on
the mort gage banks” by closing dow n
their lines of credit and calling all their
loans due. This vicious cycle bega n
in earnest in the third quarter of 2007
and has continued ever since.

The first root cause of the pro b-
lem, there fo re, was the bre a k d own in
underwriting standards for subprime
m o rt gage s, wh i ch was in turn caused
by increased demand for higher yield-
ing MBS on the part of Wall Stre e t
i nve s t o rs. In the heat of all the com-
petition to sell more and more loans
to Wall Street, mort gage banks stum-
bled over themselves and became
m o re and more re ckless in their
underwriting guidelines.

The bre a k d own in market disci-
pline did not necessarily start and
stop with the mort gage banks. Eve n
as mort gage banks we re constantly
i n n ovating to cre ate new types of
subprime mort gages with ever dete-
r i o rating guidelines, Wall Street par-
ticipants embarked on perhaps the
b i ggest era of stru c t u red financial
p roduct innovation in history. Slicing,
d i c i n g, and layering of inve s t m e n t
risk soared through the cre ation and
expansion of collat e ra l i zed deb t
o bl i gations (CDOs),4 s t ru c t u re d
i nvestment ve h i cles (SIVs),5 a n d
c redit default swaps (CDS).6 Th e s e
i n n ovat i o n s, coupled with the
u n p recedented leve rage opport u n i-
ties ex agge rated both asset values and
financial ex p o s u res to levels that we re
p rev i o u s ly unimag i n abl e.

The value of outstanding CDS has
climbed to a staggering $45 trillion
a c c o rding to the Intern ational Swap s
and Derivat ives Association. This is
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EXHIBIT 1

U.S. Mortgage Market Source Funds

ro u g h ly twice the size of the entire
U. S. stock market, wh i ch is valued at
about $22 trillion. The E c o n o m i s t m ag-
azine re c e n t ly ch a ra c t e r i zed the situ-
ation by rep o rting that inve s t m e n t
banks have been turned into “deb t
m a chines that trade heav i ly on their
own accounts,” with Goldman Sach s
using about $40 billion of equity as
the fo u n d ation for $1.1 trillion of
assets and Merrill Ly n ch using ab o u t
$30 billion of equity as the fo u n d a-
tion for $1 trillion of assets. The U. S.
financial services sector share of total
c o rp o rate profits mu s h roomed fro m
10% in the early 1980s to 40% at its
peak in 2007. The sector’s share of
s t o ck market value grew from 6% to
19%, while the industry employe d
o n ly 5% of private sector wo rke rs.7

The rapid innovation that occurre d
in the financial markets was not met
with the proper discipline on the part
of the institutions that cre ated and
t raded in these stru c t u red financial
p ro d u c t s. When inve s t o rs decide
wh i ch bonds and securities to bu y,
t h ey re ly on info rm ation provided to
them by credit rating agencies wh o
issue rep o rt cards and grade the secu-
rities based on how mu ch risk they

think is invo l ved. Due to the inve n-
t iveness and complexity of the new
s t ru c t u red pro d u c t s, and the lack of
experience of rating agencies in deal-
ing with such complex instru m e n t s,
the AA and AAA ratings assigned to
the securities we re often ove r- rat e d
and the risks we re not pro p e rly
accounted fo r. Conflicts of intere s t
we re also rife as the issuers of these
c o m p l ex securities would “shop” fo r
rating agencies willing give them the
highest gra d e. Furt h e r, investor com-
p l a c e n cy caused an ove r- reliance on
the ratings assigned by the rat i n g
agencies as inve s t o rs failed to engage
in an independent process of due
d i l i ge n c e.

As the credit markets began to
u n ravel in Ju ly and August 2007, liq-
uidity evap o rated and the complex
i nvestment stru c t u res became diff i-
cult if not impossible to va l u e — wh at
is something wo rth when there are
no bu ye rs? We are still feeling the
e ffects of this scene well into 2008,
as demonstrated by the recent run on
the once ve n e rable investment bank
Bear Stearn s.8

Problem 2: Chaotic Mortgage

Origination Process Confusing Borrowers

M o rt gage companies not aff i l i at e d
with reg u l ated dep o s i t o ry institutions
o r i g i n ated about half of all subprime
m o rt gages in 2006. Th e re is ve ry we a k
gove rnment ove rsight of these enti-
t i e s, as most states do not have any
licensing re q u i rements for indiv i d u a l
m o rt gage salespeople. Financial
i n c e n t ives are stru c t u red to pay mort-
gage originat o rs higher commissions
for originating mort gages with higher
i n t e rest rat e s. More ove r, mort gage
o r i g i n at o rs have little incentive to
e n s u re that the loans they originat e
a re affo rd able for borrowe rs. Sec-
o n d a ry market inve s t o rs bear all of
the risk of borrower defa u l t s, and
o r i g i n at o rs can simply make their
commissions and move on to the
n ext deal. These fa c t o rs have re s u l t e d
in a loosely reg u l ated and ch a o t i c
m o rt gage process that confuses bor-
rowe rs.

Problem 3: Government Failure to

Properly Regulate the Mortgage and

Financial Industry

As illustrated ab ove, the gove rn m e n t
failed to pro p e rly reg u l ate the mort-



gage origination process as licensing
re q u i rements are scarce and there is
no standard i zed method of preve n t-
i n g, cat ch i n g, and prosecuting fra u d-
ulent mort gage pra c t i c e s.
G ove rnment also failed to pro p e rly
reg u l ate exc e s s ive risk-taking in the
financial marke t s, and the reg u l at i o n
t h at did exist was inept and wro u g h t
with loopholes. Tre a s u ry ’s Bluep r i n t
points out that many deve l o p i n g
n ations have reg u l at o ry stru c t u re s
t h at are more modern i zed and com-
p e t i t ive than the U. S. reg u l at o ry stru c-
t u re.9

Two major pro blems with the U. S.
reg u l at o ry stru c t u re are as fo l l ows: 

1 . No single reg u l ator has info rm a-
tion and authority to monitor
s y s t e m atic risk or the potential
t h at a malfunction in one area of
the system could cause a
domino effect that would ripple
t h rough the entire economy at
l a rge. Th e re fo re systematic risks
go undetected or are often
i g n o red (or both) due to lack of
jurisdiction and ove rsight. In
other wo rd s, “[w]hat we have
h e re is a fa i l u re to commu n i-
c at e.” 

2 . D u p l i c ation of certain common
a c t ivities among reg u l at o rs
i n c reases bu re a u c ra cy and drive s
up compliance costs. Furt h e r,
jurisdictions between reg u l at o rs
get bl u rred and disputed. Th i s
h a m p e rs innovation and drive s
financial service firms to do
business in fo reign markets out-
side of the U. S. that have a more
s t reamlined and efficient reg u l a-
t o ry stru c t u re. 

PROPOSED SOLUTIONS

Both the PWG rep o rt and Tre a s u ry ’s
B l u eprint contain nu m e rous re c o m-
m e n d ations for re fo rming the way
t h at financial and mort gage marke t s
o p e rat e, as well as a swe eping re s t ru c-
turing of the U. S. financial reg u l at o ry

s t ru c t u re. The proposed ch a n ges are
not like ly to be effe c t ive in the near
t e rm because of the 2008 election and
because they will re q u i re mu ch deb at e
and nego t i ation on all ends of the
political spectrum. Neve rt h e l e s s, the
p roposals will like ly fo rm the basic
f ra m ewo rk around wh i ch re fo rm s
will be deb ated. Th e re fo re, an under-
standing of both the stru c t u re and the
s h o rt falls of the proposals is adv i s-
abl e. The Blueprint is over 200 page s,
and an ex h a u s t ive rev i ew is not pos-
s i ble here. Rat h e r, the next section of
the art i cle focuses on some of the pro-
posals that have direct re l evance to
the mort gage and credit crisis.

Short-Term Proposals

Th ree proposals are key.

P WG ex p a n s i o n . One of the pro-
posals is to expand the PWG to
i n clude the Office of the Comptro l-
ler of the Curre n cy (OCC), the Fe d-
e ral Deposit Insurance Corp o rat i o n
(FDIC), and the Office of Th r i f t
S u p e rvision (OTS). It also calls fo r
the PWG to be given the lead in the
e ffo rt to re fo rm reg u l at o ry stru c t u re s
t h roughout the entire financial ser-
vices industry. The PWG is ch a i re d
by the Secre t a ry of the Tre a s u ry,
meaning that Tre a s u ry would have a
l a rge role in future policy-making and
re fo rm discussions.

M o rt gage originat i o n . The Blue-
print calls for the Fe d e ral Re s e rve
B o a rd (“the Fed”) to continue writ-
ing reg u l ations to implement nat i o n a l
m o rt gage lending law s.1 0 Pe r h ap s
m o re import a n t ly, the Blueprint calls
for a new fe d e ral mort gage origina-
tion commission (MOC) to be cre-
ated to eva l u at e, rat e, and rep o rt the
a d e q u a cy of each stat e ’s licensing and
reg u l ation of the mort gage origina-
tion pro c e s s. Many states do not have
a ny mort gage licensing law s, and
those that have licensing rules often
h ave inadequate standards that fail to

p rotect consumers. The Bluep r i n t
calls for the MOC to ensure that each
s t ate: 

1 . Rep o rts and grades the pers o n a l
conduct and disciplinary history
of each licensed mort gage sales-
p e rson. 

2 . Re q u i res minimum educat i o n a l
re q u i rements for mort gage
s a l e s p e o p l e. 

3 . E s t ablishes testing criteria and
p ro c e d u res for mort gage sales-
p e o p l e. 

4 . Implements license revo c at i o n
s t a n d a rds for mort gage sales-
people who violate the ru l e s. 

The MOC would then grade the
a d e q u a cy of each stat e ’s reg u l at o ry
p ro c e s s, and these “grades” would be
used by the credit rating age n c i e s
when eva l u ating the quality of MBS
o r i g i n ating from that stat e ’s underly-
ing pool of mort gage s. The publ i c
n at u re of these eva l u ations “should
p rovide strong incentives for stat e s
to add ress weaknesses and stre n g t h e n
their own systems.”

Tre a s u ry claims that one major
benefit of this proposal is that it
“ builds on existing state reg u l at o ry
and superv i s o ry systems, rather than
e s t ablishing a new fe d e ral entity pre-
empting state law.” Neve rt h e l e s s, this
ap p ro a ch seems to fly in the face of
Tre a s u ry ’s stated goals of cre ating a
reg u l at o ry system that is based on
“ o b j e c t ives” rather than one that
focuses on the “functions” of the
institutions that it reg u l at e s. Fo r
ex a m p l e, one loophole cre ated by the
p roposed MOC is that mort gage
salespeople who wo rk for fe d e ra l ly
ch a rt e red banks would not be subject
to the same licensing rules as the re s t
of the mort gage industry. Fe d e ra l ly
ch a rt e red banks have their own guide-
lines that need to be fo l l owed because
their institution is reg u l ated at the fe d-
e ral level by agencies that reg u l ate the
“functions” of fe d e ra l ly ch a rt e re d
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b a n k s.
P ra c t i c a l ly, though, all indiv i d u a l s

who sell mort gages to consumers
should be re q u i red to fo l l ow the same
guidelines rega rdless of whether they
wo rk for institutions that are reg u-
l ated at the state or fe d e ral level. Th i s
would prevent a mort gage originat o r
f rom committing fraud while being
e m p l oyed under one mort gage com-
p a ny only to leave the original
e m p l oyer for another while avo i d i n g
detection and prosecution. A nat i o n a l
d at abase of all individuals who sell
m o rt gages should be maintained and
a c c e s s i ble at the fe d e ral level, wh i l e
eve ry state should be re q u i red to
e n fo rce licensing guidelines and min-
i mum continuing education re q u i re-
m e n t s. This would enable rep o rt i n g,
detection, and enfo rcement of stan-
d a rd i zed mort gage origination pra c-
tices that protect consumers, wh i l e
bringing mu ch needed clarity to the
m o rt gage refinancing and home-bu y-
ing pro c e s s.

Fe d e ral Re s e rve liquidity prov i-
sioning and ove rs i g h t . The Fe d e ra l
Re s e rve should be given more ove r-
sight over nondep o s i t o ry institutions
s u ch as investment banks to empowe r
it to add ress liquidity needs in the
m a rket. Liquidity needs of nonde-
p o s i t o ry institutions caused the Fe d
to establish the Te rm Securities Lend-
ing Facility (TSLF). Th rough the
T S L F, the Fed has used its authority
for the first time since the 1930s to
p rovide access to the discount win-
d ow to nondep o s i t o ry institutions,
s u ch as bro ke rage firms and inve s t-
ment banks.1 1 For the Fed to continu e
to innovate and effe c t ive ly add ress the
liquidity needs in the market without
taking exc e s s ive risk, it should be
g iven gre ater ove rsight over nonde-
p o s i t o ry institutions. This ove rs i g h t
could take place primarily thro u g h
i n fo rm ation sharing and collab o ra-
tion between the Fed and the Com-
modity Futures Trading Commission

( C F TC) and Securities and Exch a n ge
Commission (SEC), wh i ch wo u l d
a l l ow the Fed to “access ex a m i n at i o n
i n fo rm ation and accompany the SEC
and CFTC on financial ex a m i n a-
t i o n s.”

Intermediate-Term Proposals

Tre a s u ry would cre ate a national bank
ch a rter and streamline the reg u l at i o n
of the futures and securities marke t s.

N ational bank ch a rt e r. The Blue-
print recommends phasing out the
fe d e ral thrift ch a rter over a two - ye a r
period, merging the OTS and the
OCC during this timefra m e, and cre-
ating one entity to ch a rter banks at
the fe d e ral level. The OCC was cre-
ated in 1863 to ch a rter national banks,
and the OTS was cre ated in 1989 as
a successor reg u l at o ry age n cy to the
Fe d e ral Home Loan Bank Board
(FHLBB), an age n cy that had reg u-
l ated and ch a rt e red national thrifts up
to that point.

H i s t o r i c a l ly, thrifts we re primarily
d ep o s i t o ry institutions that lent
m o n ey only to their dep o s i t o rs, pri-
m a r i ly by way of home mort gage s. On
the other hand, banks we re dep o s i-
t o ry institutions that engaged in a
mu ch wider variety of commerc i a l
banking activ i t i e s. Howeve r, the evo-
lution of the financial services indus-
t ry over time has gre at ly bl u rred the
lines of distinction between thrifts
and banks. One of the main re a s o n s
why thrifts we re needed in the past
was to ensure that consumers had suf-
ficient access to mort gage funding.
H oweve r, Tre a s u ry has concl u d e d
t h at a sep a rate thrift ch a rter is unnec-
e s s a ry for seve ral re a s o n s, including: 

1 . Asset securitization. Thrifts are
less re l evant in the home mort-
gage area because ap p rox i m at e ly
60%-65% of all outstanding
m o rt gages in the U. S. are securi-
t i zed. 

2 . Declining thrift marke t - s h a re com -
p a red with that of commercial banks.
Ten percent of outstanding
m o rt gage debt was held by
thrifts at the end of 2005 com-
p a red with 50% in 1980, with
the commercial banks ach i ev i n g
a 20% market share by the end
of 2005. 

S t reamlined reg u l ation of future s
and securities marke t s. A m o n g
other ch a n ge s, the Blueprint re c o m-
mends a merger of the CFTC and the
S E C. Distinctions between the tra d-
ing of securities, commodities, and
f u t u res have been gre at ly bl u rre d .
S t o ck, options, and futures exch a n ge s
a re merg i n g. Financial products are
becoming incre a s i n gly complex, with
both securities and futures compo-
n e n t s. Notwithstanding the re c e n t
mutual cooperation agreement that
the CFTC and SEC signed in March
2008, jurisdictional disputes have
often gone unab ated. This has hin-
d e red or prohibited the deve l o p m e n t
of certain financial products wh i l e
a dding unnecessary bu rdens and
compliance costs to the industry.

M o re ove r, according to the Blue-
print, there is no ge n e ral surve i l l a n c e
and enfo rcement of inter- m a rke t
t ra d i n g, wh i ch leads to “gaps in
i nvestor protection and unnecessary
m a rket vo l at i l i t y.” Th e re is also a lack
of unified know l e d ge in the reg u l a-
t o ry sector over risk concentration in
the marke t s. “The lack of coord i n a-
tion between the futures and securi-
ties markets over cl e a rance and
settlement of transactions may con-
t r i bute to increased market vo l at i l i t y
and may impair market part i c i p a n t s ’
ability to accurat e ly estimate their risk
ex p o s u re. Furt h e r, if unable to assess
the total risk ex p o s u re of potential
c u s t o m e rs, institutions might unnec-
e s s a r i ly constrain lending.... [A] uni-
fied age n cy would have the ability to
better monitor ove rall financial sys-
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tem risk and police the inter- l i n ke d
m a rke t s.”

The merger of the CFTC and SEC
m a kes sense, along with the other
s t reamlined reg u l at o ry processes and
p ro c e d u res proposed in the Blue-
print. These ch a n ges will sure ly make
U. S. markets more efficient and com-
p e t i t ive with fo reign marke t s.
N o n e t h e l e s s, a most glaring short fa l l
in Tre a s u ry ’s Blueprint is its fa i l u re to
p ropose a way to eff i c i e n t ly reg u l at e
the $45 trillion CDS markets or the
c redit agencies that grade CDOs,
S I V s, and other complex inve s t m e n t
s t ru c t u re s. As outlined in the diag-
nosis ab ove, innovation in the CDO,
S I V, and CDS markets has been
u n p recedented in recent ye a rs. Exc e s-
s ive risk-taking and gove rnment fa i l-
u re to reg u l ate these markets we re
major contributing fa c t o rs to the cur-
rent state of the mort gage and cre d i t
m a rke t s.

Wh at specifically will be done to
m i t i gate counterp a rty and other risks
t h at have proven like ly to pose grave
systemic danger to the markets and
the economy at large? It is one thing
to propose a new reg u l at o ry reg i m e,
but entire ly another to demonstrat e
h ow that reg u l at o ry regime will pre-
vent a credit crisis of the current mag-
nitude from re c u rr i n g. The main
p ro blem in today ’s credit markets is
t h at financial institutions do not know
h ow to value their assets or quantify
their risk ex p o s u re. This uncert a i n t y
leads to a lack of confidence among
m a rket part i c i p a n t s, wh i ch in turn
causes liquidity to dry up.

Wh at ex a c t ly will be done to assure
t h at market participants have ade-
q u ate info rm ation to value their assets
and quantify their risk ex p o s u re? Wi l l
the new reg u l at o ry age n cy pre s c r i b e
specific levels of accep t able leve rage
or minimum capital re q u i re m e n t s
among CDS counterp a rties? If so,
wh at levels of leve rage are accep t abl e
and wh at capital re q u i rements are
needed? Should CDS contracts be

c o n s i d e red a fo rm of credit insura n c e
subject to insurance guidelines? If
not, wh at will be done to ensure that
financial institutions do not ove r-
extend themselves in the CDS mar-
kets in a way that jeopard i zes their
o p e rational viability and the safety of
other market part i c i p a n t s ?

F u rt h e r, wh at of the credit rat i n g s
agencies that are historically under the
S E C ’s jurisdiction? A bre a k d own in
the rating age n cy systems was a major
c o n t r i buting factor to the credit cri-
s i s. The PWG rep o rt calls for cre d i t
rating agencies to better disclose the
methods used to grade various inve s t-
ments while avoiding conflicts of
i n t e re s t — e s p e c i a l ly when gra d i n g
“ s t ru c t u red investments” that tend to
be complex in nat u re. The PWG
rep o rt also calls for issuers of stru c-
t u red investments to better discl o s e
the risks associated with the inve s t-
ments that they sell. While Tre a s u ry ’s
B l u eprint gives the MOC some ove r-
sight in affecting the credit ratings of
M B S, it makes ab s o l u t e ly no mention
h ow the credit ratings agencies wo u l d
be better reg u l ated when gra d i n g
s t ru c t u red investments such as CDOs
and SIVs.

This is a major short fall in the
B l u eprint. After all, the bre a k d ow n
in the ratings system was most haz-
a rdous when it came to the ratings of
CDOs and SIVs themselve s, not nec-
e s s a r i ly in the ratings of the underly-
ing MBS that we re used to build and
c re ate these complex stru c t u re s. Th e
inadequacies inherent in the credit rat-
ing process coupled with the sheer
m agnitude of the unreg u l ated CDS
m a rkets pose grave systemic dange r.
These and other issues will need to
be more compre h e n s ive ly add re s s e d
to prevent a credit crisis of the cur-
rent scope and magnitude from re c u r-
r i n g.

Long-Term Proposals

The Blueprint recommends that a
t o t a l ly new reg u l at o ry regime be cre-

ated to completely replace the curre n t
s t ru c t u re. The new regime wo u l d
comprise three reg u l at o rs, as outlined
b e l ow.

M a rket stability reg u l at o r. This reg-
u l at o ry age n cy (Fe d e ral Re s e rve )
would be re s p o n s i ble for “ove ra l l
conditions of financial market stab i l-
ity that could [affect] the real econ-
o my.” The Fe d e ral Re s e rve should
assume this role because it alre a dy has
significant experience and history in
p romoting macroeconomic stab i l i t y.
In other wo rd s, the Fe d ’s tra d i t i o n a l
role of providing liquidity and stab i l-
ity to the financial system should not
o n ly continue but be expanded to
i n clude broad reg u l at o ry powe rs that
i n clude: 

1 . Collecting ap p ro p r i ate info rm a-
tion from financial institutions. 

2 . D i s closing info rm ation. 
3 . C o l l ab o rating with other reg u l a-

t o rs on ru l e m a k i n g. 
4 . Taking corre c t ive actions wh e n

n e c e s s a ry in the interest of ove r-
all financial market stab i l i t y. 

P rudential financial reg u l at o r.
This reg u l at o ry age n cy (Pru d e n t i a l
Financial Reg u l at o ry Age n cy) wo u l d
focus on financial institutions that
h ave some type of explicit gove rn-
ment guarantees associated with their
business operations (such as dep o s-
i t o ry insurance). In this rega rd, both
d ep o s i t o ry and other financial insti-
tutions should operate with seve ra l
l i m i t ations: 

1 . C apital adequacy re q u i re m e n t s. 
2 . I nvestment limits. 
3 . A c t ivity limits. 
4 . D i rect on-site risk manage m e n t

s u p e rvision. 

Business conduct reg u l at o r. Th i s
reg u l at o ry age n cy (Conduct of Busi-
ness Reg u l at o ry Age n cy) would fo c u s
on the business conduct of institu-
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tions that deal with consumers,
i n cluding responsibility ove r: 

1 . D i s cl o s u re s. 
2 . Business pra c t i c e s. 
3 . C h a rtering or licensing of cer-

tain types of financial firm s. 

In addition to the three reg u l at o ry
age n c i e s, a new Fe d e ral Insura n c e
G u a rantee Corp o ration (now FDIC)
would function as an insurer for insti-
tutions that are reg u l ated by the pru-
dential financial reg u l at o r. Also, a new
“ c o rp o rate finance reg u l ator” wo u l d
be re s p o n s i ble for ge n e ral issues
re l ated to corp o rate ove rsight in the
p u blic securities marke t s, incl u d i n g
these and other corp o rate issues: 

1 . C o rp o rate discl o s u re s. 
2 . C o rp o rate gove rn a n c e. 
3 . Accounting and auditing ove r-

sight. 

The current fo rm of financial reg-
u l ation in the U. S. has been ch a ra c-
t e r i zed as “functional” or as an
“ i n s t i t u t i o n a l ly based functional sys-
t e m .” This means that sep a rate reg-
u l at o ry agencies are re s p o n s i ble fo r
reg u l ating financial institutions based
on their “functional” lines of doing
bu s i n e s s, such as banking, insura n c e,
s e c u r i t i e s, and future s. This reg u l at o ry
s t ru c t u re is effe c t ive only if the lines
of business remain distinct and sep-
a rat e, wh e re no one line of bu s i n e s s
has the power to pose systemic dan-
ger to the markets or economy at
l a rge. Howeve r, as demonstrat e d ,
business lines have bl u rred with the
evolution of the financial marke t s
and their role in the broader econ-
o my. Th e re fo re, a new reg u l at o ry
s t ru c t u re is needed to adequat e ly
a dd ress the needs of today ’s marke t
e nv i ro n m e n t .

The proposed fo rm of financial
reg u l ation is ch a ra c t e r i zed as an
“ o b j e c t ives-based” stru c t u re. Th i s
means that reg u l at o ry agencies are

c re ated to handle certain objective s,
s u ch as market stability reg u l at i o n ,
p rudential financial reg u l ation, and
business conduct reg u l ation. Each
reg u l at o ry age n cy would have all
p ower necessary to meet its mission
and objective s, rega rdless of the
financial institution with wh i ch is
d e a l i n g. For ex a m p l e, the market sta-
bility reg u l ator would be empowe re d
to provide liquidity to a financial insti-
tution that is ch a rt e red by the pru-
dential reg u l ator and whose bu s i n e s s
p ractices by way of conduct and
financial discl o s u res are policed by the
business conduct reg u l at o r.

This optimum system of reg u l at i o n
seems to make sense in that it cre at e s
a streamlined rule-setting and com-
pliance process based on the marke t
a c t ivities in wh i ch a financial institu-
tion engage s. Furt h e r, reg u l at o rs
o p e rating under this stru c t u re wo u l d
be equipped to re c og n i ze and ade-
q u at e ly add ress systemic risks based
on their specific objective s. The mar-
ket stability reg u l ator would have ade-
q u ate ove rsight to mitigate liquidity
r i s k s. The prudential financial reg u-
l ator would have adequate ove rs i g h t
to limit exc e s s ive risk-taking and lack
of market discipline among financial
i n s t i t u t i o n s. The business conduct
reg u l ator would have adequate ove r-
sight over discl o s u res and bu s i n e s s
p ractices as they re l ate to consumers.
In this sense, the proposed “objec-
t ives-based” stru c t u re will be empow-
e red to succeed wh e re the curre n t
functional” stru c t u re was destined to
fa i l .

CONCLUSION

The U. S. mort gage and credit marke t s
a re the most advanced in the history,
and the democrat i z ation of credit is
one of the most powerful fo rces in
the U. S. economy. Ove r- reg u l at i o n
will stifle innovation, while under- reg-
u l ation will promote irre s p o n s i b i l i t y
and exc e s s. Tre a s u ry ’s Blueprint con-
tains some ve ry useful sugge s t i o n s,

but also leaves some room for cre-
at ivity and improvement, as outlined
ab ove. The current credit crisis pro-
vides a unique opportunity for reg u-
l at o rs and market participants to wo rk
t ogether in shaping the future of how
the financial markets operat e. This is
an exciting time for those who can
rise to the occasion and seize the
u n p recedented opportunities to bu i l d
a more sustainable reg u l at o ry fra m e-
wo rk for the financial marke t s. ■
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1 See www.ustreas.gov/press/releases/

hp871.htm. The PWG was originally formed in

March 1988 by President Reagan in response

to the savings and loan crisis and the stock

market crash of 1987. The group includes the

Department of the Treasury, Board of Governors

of the Federal Reserve System (“the Fed”),

Commodity Futures Trading Commission, and

Securit ies and Exchange Commission. In

August 2007, the PWG was specifically tasked

by President Bush to review and propose solu-

tions to the underlying causes of financial mar-

ket turmoil that began at that time.

2 Lending standards deteriorated to the point

where 95%-100% financing became available to

borrowers with very poor credit histories and lit-

tle or no documented income. This era was cap-

tured with the “No Income, No Credit, No

Problem!” mortgage advertisements that were

common from 2004-2006.

3 According to the PWG report, the delinquency

rate for the total stock of adjustable rate sub-

prime mortgages reached 20% in late 2007,

while the delinquency rate on the total stock of

fixed-rate subprime loans reached 8%.

4 A CDO is a type of structured investment prod-

uct that is constructed from a portfolio of fixed

income assets such as bonds. The assets are

divided into different “tranches” or layers of

default risk, and these tranches are then sold

to investors. The losses from defaults are

applied in reverse order of seniority, so the

junior tranches experience losses first and

therefore carry higher yields to compensate for

this risk.

5 A structured investment vehicle (SIV) is a type

of structured investment fund that borrows

money by issuing short-term securities to invest

in longer-term securities with presumably higher

yields.

6 A CDS is the most widely traded derivative con-

tract under which two counterparties agree to

isolate and separately trade the credit risk of at

least one third party. A buyer of a CDS is pur-

chasing insurance against the default of the

third party, while a seller of a CDS is guarantee-

ing the credit-worthiness of the third party.

7 “What went wrong in the financial system—and

the long, hard task of fixing it,” The Economist,
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March 22, 2008, www.economist.com/opin-

i o n / d i s p l a y s t o r y . c f m ? s t o r y _ i d & e q u a l s ; 1 0 8 8 0 7 1

8.

8 Bear Stearns was one of the largest counterpar-

ties in the $45 trillion dollar CDS market. In the

wake of the credit crisis, traders and other

financial institutions became wary of doing busi-

ness with Bear, effectively shutting it out of a

market in which it was the largest player. This

“run” on Bear Stearns necessitated a joint res-

cue operation by the Federal Reserve Bank of

New York and JPMorgan Chase in which

JPMorgan is assuming Bear’s counterparty

positions in the CDS markets.

9 “Congress established the national bank char-

ter in 1863 during the Civil War, the Federal

Reserve System in 1913 in response to various

episodes of financial instability, and the federal

deposit insurance system and specialized insur-

ance depository charters (e.g., thrifts and credit

unions) during the Great Depression. Changes

were made to the regulatory system…in

response to other financial  cr isis...or as

enhancements...; but for the most part the

underlying structure resembles what existed in

the 1930s.”

10 For example, the Federal Reserve Board of

Governors proposed sweeping reforms to the

mortgage origination process, especially for

subprime loans.  These reforms were

announced on December 18, 2007, and pub-

lished in the Federal Register on January 9,

2008. Among other items, the Fed prohibited

certain deceptive advertising practices and pro-

posed that creditors be required to verify

income and assets when underwriting subprime

mortgages.

11 These nondepository institutions have even

been allowed to use AA and AAA rated non-

agency MBS as collateral for loans from the

TSLF. This has further enhanced liquidity in the

MBS markets by empowering the Fed to

become a “market-maker” for these otherwise

illiquid securities.

THE VALUE OF
O U T S TANDING CREDIT

D E FAU LT SWAPS HAS
CLIMBED TO A STAG G E R I N G

$45 TRILLION, RO U G H LY
TWICE THE SIZE OF THE

ENTIRE U.S. STOCK MARKET.

AS TREASURY’S BLUEPRINT
POINTS OUT, MANY

DEVELOPING NATIONS HAV E
R E G U L ATO RY STRUCTURES

T H AT ARE MORE
MODERNIZED AND

COMPETITIVE THAN THE U. S .
R E G U L ATO RY STRUCTURE.

A MOST GLARING
S H O RT FALL IN THE

T R E A S U RY’S BLUEPRINT IS ITS
FAILURE TO PROPOSE A WAY

TO EFFICIENTLY REGULAT E
THE $45 TRILLION CDS

MARKETS OR THE CREDIT
AGENCIES THAT GRADE
CDOS, SIVS, AND OT H E R
COMPLEX INVESTMENT

S T R U C T U R E S .

THE BLUEPRINT MAKES

A B S O L U T E LY NO MENTION

H OW THE CREDIT RAT I N G S

AGENCIES WOULD BE

BETTER REGULATED WHEN

GRADING STRUCTURED

INVESTMENTS SUCH AS

CDOS AND SIVS.

THE PRO P O S E D

“ O B J E C T I V E S - BA S E D ”

STRUCTURE WILL BE

E M P OWERED TO SUCCEED

WHERE THE CURRENT

F U N C T I O N A L” STRUCTURE

WAS DESTINED TO FA I L .
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