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EXECUTIVE SUMMARY

The Senate bill is lacking in many of the essential areas ~ TALKING POINTS

for reform. Here are specific, targeted ways of strength- * There is too much discretion in the Senate Fi-
ening the Senate bill: nancial Reform Bill. Some hard numbers, like

Hard limits related to both size caps relative to
GDP and leverage ratio must be specified in the
bill. This will put a floor to the difficulty of reso-
lution and the damage to the economy.

The Volcker Rule should be accepted outright,
rather than through the decision of the Finan-
cial Stability Oversight Council.

The Bureau of Consumer Financial Protection
must have full rule-making authority over non-
bank lenders, including auto lenders.

The Bureau of Consumer Financial Protection
must keep its lack of preemption over state
regulation.

The derivatives section should be included to
require all standardized derivatives to trade
on an exchange with clearing, keeping with the
original financial regulatory reform language in-
troduced by President Obama in June of 2009.
The Financial Stability Oversight Council should
not have the ability to alter the derivatives rules,
override the Bureau of Consumer Financial Pro-
tection or change other regulations by a vote.
Early remediation requirements should be de-
fined as to intervene earlier than the event of
financial decline for a large systemically risky fi-
nancial firm with a rule written by Congress.
There should be more focus on investing in high
end, internationally focused position monitor-
ing for large systemically risky financial firms.

In the light of recent scandals, there should be
extra language included that targets fraud in ac-
countancy and directly addresses issues of off-
balance sheet reform.

absolute leverage requirements or size caps rel-
ative to GDP, should be written into the legisla-
tion like in the House Bill. We shouldn’t expect
regulators to be perfect, but mostly to carry out
simple rules.

« The Financial Stability Oversight Council this
bill creates has too much discretion to overrule
the bill after it goes into effect, by either waving
requirements for derivative contracts, vetoing
consumer protection laws, or refusing to abide
by the Volcker Rule. If it is run by people who
care more about the profits of big banks than
the stability of our real economy, it could over-
ride a lot of our fragile regulation.

« Remember that derivatives reform is an es-
sential part of resolution authority reform, and
that without the former the latter is significantly
weaker.

« Sunlight is the best disinfectant. Keeping de-
rivatives on exchanges, allowing consumers to
be well informed of the contracts they face and
regulators aware of when and how they can
wind down a large financial firm will help our
real economy grow into the 21st Century after
this financial sector trauma.
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1.0 INTRODUCTION

Following the financial meltdown that occurred in Fall
2008, President Obama and his administration have
made financial reform a crucial part of their legislative
efforts.

In June 2009, the Obama administration released its
financial reform white paper outlining the objectives
it wanted to achieve in reforming the financial market!
On December 1ith, 2009, the House passed H.R. 4173,
The Wall Street Reform and Consumer Protection Act
of 2009. And on March 15th, 2010, Chris Dodd released
his version of the financial reform legislation.

How should one judge the success of each of these bills
in bringing about healthy, functioning financial markets?
| propose that there are four specific areas where we
need new regulation. In each of these areas, there are
two axes we can use to judge good regulation from the
bad. In this paper | will discuss the axes for each of the
four areas, and plot each of the three pieces of legisla-
tion on a graph in order to demonstrate their distance
from functioning financial markets.

2.0 CONSUMER FINANCIAL PROTECTION

Creating a Consumer Financial Protection Agency
(CFPA), a unified federal consumer protection supervi-
sor, has been one of the goals of the current financial
regulatory effort.? On what bases should we judge how
successful new regulatory efforts to protect consumers
from abusive lending will be?

2.1 INDEPENDENCE

The first principle of a successful consumer financial
protection agency is that it should be independent. It
should have sole rule-making authority for consumer fi-
nancial protection statutes. The current regulatory sys-
tem is a convoluted web of 10 different agencies, each
covering portions of consumer financial protection. It
should consolidate the 10 agencies that currently over-
see consumer financial protection, as the current sys-
tem increases regulatory uncertainty.’

2.2 PROTECTION

The second criterion by which to judge how well a
CFPA would function will be its success in protecting
consumers from abusive lending practices. It should
have broad jurisdiction to protect consumers from abu-
sive consumer financial products, including the ability

to regulate non-bank lending. The CFPA should act as
a floor to consumer protection standards, not a ceiling
on states’ potential regulatory efforts. Individual states
have heterogeneous consumer lending markets, and
should have the ability to create stricter laws that won't
be preempted by federal regulators.

2.3 CURRENT REGULATORY EFFORTS

The Obama white paper scores very well on both axes.
The CFPA it proposes has broad jurisdiction and sole
rule-making authority, while respecting state efforts
through a lack of preemption.

HR 4173 had several loopholes added to it before it
passed. Many lines of businesses were exempted from
regulation under the CFPA, notably auto lending.® Fed-
eral preemption of state financial protection language
was added.® But the CFPA passed with independence.

The current language in the Dodd Senate bill places the
CFPA in the Federal Reserve. This Bureau of Consum-
er Financial Protection would have independent rule-
making authority and financial independence. However
the Financial Stability Oversight Council (FSOC) would
have veto power over the Bureau if 2/3rd of its members
find that the Bureau's actions increase systemic risk. It
isn't clear why this veto power is necessary, and it re-
duces the independence of the Bureau. Raj Date has
argued that the FSOC, as it was composed during the
expansion of the subprime mortgages between 2003-
2006, would have vetoed efforts to regulate the wave
of prime interest-only and Option ARMs’

3.0 DERIVATIVES

Derivatives are complex financial instruments that are
often traded in an opaque mark-to-model manner, com-
monly known as over-the-counter trading. Experts had
warned that the current over-the-counter derivatives
market structure couldn't deal with counterparty risk
management, had no quality in disclosure and informa-
tion for market participants and regulators, was rife with
legal uncertainties and had no real official lines of de-
fense against financial problems.® All these issues came
to a head during the recent financial crisis.

All derivatives need to be transacted through an ex-
change with clearing. Those that can't be standardized
to the requirements of the exchange should nonethe-
less pass through a clearinghouse. In addition, these



should have additional specific disclosure requirements
for volume and price. The first axis by which to judge
the financial reform of derivatives is to what degee de-
rivatives are required to trade in clearinghouses, institu-
tions that reduce systemic risk. The second axis mea-
sures to what degree derivatives are required to trade
in exchanges, institutions that increase the transparency
of the market.

3.1 SYSTEMIC RISK

A clearinghouse, in general, is an institution that be-
comes the opposite legal party for all derivate contracts.
Clearinghouses are structured to regulate, monitor, and
guarantee the obligation of the two parties who enter
into a derivatives contract. They do this by handling
the clearance and settlement of trades. The clearing-
house guarantees each trade, and interposes itself as
the counter-party to both sides of every transaction?

Clearinghouses are responsible for making sure those
buying derivatives have posted the necessary collat-
eral. This collateral will be used to hedge against the
counterparty risk that the person on each side of the
derivative exchange will not be able to make good on
their obligation.

3.2 TRANSPARENCY

What are the advantages of an exchange? One is pre-
trade price transparency. This is a structure in which
multiple parties can see and execute offers from other
parties. Exchanges can collect prices at which multiple
parties would be willing to trade at a moment in time
and update those prices as time passes. Aggregate lev-
el information about prices, volumes and open interest
to market participants and the general public.

A problem with clearinghouses is that they see only one
price, the price at which the deal was struck, and they
only see that price after the deal is completed. This is
only a partial history, and it lacks real information that
the market can use. A fuller price history will give us in-
formation available for use by many different parties to
carry out their own transactions, the very heart of what
prices are supposed to do in a market.

This price history can be used to make sure that the
regulatory structure itself is well capitalized, using mar-
ket prices versus the collateral being held. This will help
eliminate the Too Big To Fail problem that the clearing-
house itself would have.®

This price transparency should lead to lower transac-
tion costs, as market participants can compete for nar-

rower spreads by offering better deals on the sell-side,
and for smarter price shopping on the buy-side. As a
Sanford C. Bernstein & Co. analyst has said, the more
actively traded the contracts become on an exchange
and the more transparent prices get, the narrower the
spread becomes. There are fewer economic rents, and
markets become more efficient, and there would be ma-
jor savings through lower transaction costs™

Another benefit is that a high-resolution audit trail gives
managers and regulators something to investigate and a
way to observe performance. With this audit trail, man-
agers can more easily catch traders who try to game a
bonus structure in which they win on the upside and
the shareholders lose on the downside. This helps to
resolve the obvious principal-agent problems that we
see with the bonus culture on Wall Street. More impor-
tantly from a public policy point of view, regulators get a
clearer view of both corruption and systematic financial
risks after the fact, making detection easier and thus in-
creasing a deterrence effect.

Regulators should limit the number of exchanges and
clearinghouses. One of the duties of clearinghouses is
to net the exposures of derivative contracts, and deriva-
tives can't net across clearinghouses. Competition be-
tween clearinghouses can also lead to competition with
collateral posted, leading to a situation where clearing-
houses are undercapitalized relative to the risk they
need to handle.

A reasonable problem is that some contracts can't be
standardized to trade on an exchange. Exemptions
should be made for those who are offsetting and hedg-
ing risks, particularly “end-users” who are not using de-
rivatives for speculative purposes. These exemptions
should have similar capital requirements than similarly
traded instruments on exchanges, in effect paying a tax
to society for the complexity and uncertainty imposed
on the financial system by such contracts.

In addition, transparency will be necessary for both
market participants and regulators. Real time trade-lev-
el information on volume and prices that has the iden-
tity of buyers and sellers removed is essential for the
derivatives that will still remain off exchanges. This will
be similar to such market innovation as TRACE, in the
corporate bond market® Recent research has found
that TRACE has benefitted public traders significantly
in terms of lower transaction costs as a result of even
this level of price transparency.



3.3 EFFORTS

Derivatives reform has been a major piece of the reform
efforts’®> The Obama’s administration’s original white
paper proposed that all standardized OTC derivatives
be subject to clearing and exchange trading, in accor-
dance with the traditional dictates of market regulation
that had been in place since the New Deal.

On August 11th 2009, the Treasury department created
significant loopholes in the derivatives language that
was submitted to Congress. Foreign exchange swaps
and foreign exchange forwards would be excluded from
proper regulation by the CFTC. Exemptions were also
put into place that required mandatory clearing and ex-
change trading for non-banks, and also recommended
the preemption of state gaming and anti-bucket shop
regulation.

These new loopholes significantly weakened the original
strong language of the derivatives bill, and the Obama's
white paper placement on the derivatives grid reflects
this new language.

HR 4173 had three extra loopholes in the final language
of the bill. The exchange trading requirement could
be satisfied by placement on a swap execution facility,
weakening the very notion of what an exchange is. Abu-
sive swaps could no longer be banned. And state insur-
ance laws are further preempted.

The Senate bill has been submitted, and it retains much
of the language of the white paper’s original excellent
language for derivatives. However, in the manager’s
amendment the Financial Stability Oversight Council is
capable of voting to allow end-users to not comply with
the derivatives regulation. It is uncertain how much the
Council will use that power to keep the derivatives mar-
ket deregulated.

4.0 RESOLUTION AUTHORITY

Resolution authority is the ability to unwind a systemi-
cally important financial firm through means other than
the bankruptcy code During the financial crisis of Fall
2008, regulators found that they lacked the legal au-
thority they needed to wind down financial institutions.

Regulators need to be able to detect systemically im-
portant financial firms that are going to fail beforehand,
and use the financial sector’s regulatory powers to push
them back on a stable path. So resolution isn't just about
failing a firm, it's about taking steps to tell a firm that it
must take action to become safer before it is resolved.

The legal authority is important. But ideally wed like to
not use it, in the same way that we prefer not to wind
down FDIC insured banks. So it is important to think
of resolution authority as existing on two axes: one of
deterrence and one of detection.

4.1 DETECTION

Detection is the ability to determine whether or not a
financial firm is in trouble. Resolution isn't just a legal
process at the time of bankruptcy. It's about the period
right before the firm starts to spin out of control, where
regulators can see that the books are starting to look
weak. At this point, regulators can demand that finan-
cial firms raise more capital, divest of certain business
lines, and make themselves less interconnected. This is
essential for financial firms because as they get closer
to bankruptcy, they have more incentives to gamble big
and hope that it pays off, leaving more costs to the real
economy. Post-1991, this is done for commercial banks
through a process called prompt corrective action.
This involves both written rules on when to start wind-
ing down firms and rules on when to resolve the firm.
In-between these two points regulators have discretion
on how to apply their regulatory authority. This process
is optimal to help resolve the bad incentives regulators
face”

Now in order to invoke early remediation, you need to
be able to detect problems. One way to do this would
be for to have derivatives reform, which is treated as a
separate topic. Another step is balance sheet reform,®
much-needed reform in light of recent reports about
scandals on Wall Street.

A final step is to have extensive real time examination
and international exposure information. This map of ex-
posures needs to show the pattern of exposures around
the world of the largest systemically important financial
markets, updated frequently.”

4.2 DETERRENCE

The other axis is deterrence. This is a rule-based ap-
proach designed to prevent the occurrence of prob-
lems that need to be detected. Increased capital ratios
are one such deterrent. Capital ratios reduce leverage
in the financial system and provide banks with a greater
cushion for difficult times. Interconnected limits are an
additional deterrent to another financial crisis. Prevent-
ing large financial firms from being too tied up with other
specific large financial firms will lead to fewer cascading
failures.



Other elements of deterrence are required events
that happen when resolution authority is invoked. The
forced resignation of management in the case of reso-
lution will cause deter risky behavior. Mandatory hair-
cuts of not less than 15% of qualified financial contracts,
along with mandatory equity dilution or wiping out of
equity, will help with financial firms wanting to avoid
resolution.

4.3 EFFORTS

The Obama white paper included language on identify-
ing firms that are systemically risky to the entire finan-
cial system and giving regulators the powers necessary
to resolve them. It proposes international reforms, in-
cluding oversight of global financial markets.

HR 4173 provides a resolution authority to unwind large
systemically risky financial firms. It calls for internation-
al harmonization of financial regulatory regimes and the
sharing of international trading data. HR 4173 also has
hard limits on leverage, with a maximum 15-to-1 ratio.

The Dodd Bill follows a similar path. The Dodd Bill has
early remediation requirements replacing the language
of prompt corrective action. This is triggered during
“the initial stages of financial decline.” We want regula-
tors to be able to intervene while there is still a chance
that the business is salvageable. It contains no hard lim-
its from the legislation in terms of leverage.

5.0 21ST CENTURY GLASS-STEAGALL

In the previous financial crisis, our economy was sub-
jected to a bank run on a new type of “shadow bank-
ing” system centered on lending in the repo markets.®
These are markets where investment banks provide li-
quidity through the highly efficient buy very confidence-
sensitive wholesale markets to very illiquid commercial
and consumer credit. This mismatch in liquidity can be
subject to a bank run.?

These new types of firms, the shadow banks, were cre-
ated as a result of two specific regulatory arbitrages: a
capital arbitrage and a liquidity arbitrage. The two axes
for evaluation whether or not the shadow banks are be-
ing regulated in a way that no longer threatens the finan-
cial sector is whether or not proper prudential banking
regulation is brought to the shadowing banking sector,
and whether or not there is transparency brought to the
individual parts of the shadow banking system.

5.1 BANKING REGULATION
Financial firms were able to take on a large amount of
risk because they weren't capitalized as if they were

commercial banks. They had significantly more leverage
than their banking counterparts. And unlike commercial
banks, they were never tested to make sure they could
properly survive a shock to their liquidity stock.

So removing these two arbitrages is a baseline require-
ment for fixing the financial system. Requiring systemi-
cally important financial firms to be capitalized with
higher standards than less risky banks is essential. Also,
specific stress testing of liquidity position, as well as
regulators’ specific observation of liquidity positions
more generally will help with the financial reform. Size
caps on the overall size of banks would also be a way to
make sure resolution authority worked well. Size caps
could function as a new form of banking regulation that
strengthens all the other banking regulation.

5.2 TRANSPARENCY

There are many parts of the shadow banking system
that are quite opaque. The securitization process, along
with the failure of the ratings agencies, created a large
amount of debt that was difficult to value when a cri-
sis came in, further decreasing its liquidity. Consumers
were poorly informed of the debts they were taking on,
so reforms of abusive lending practices are essential.
Derivatives were used to insure the debt being used as
collateral, so derivatives reformis crucial. And overlap-
ping banking business models can cause conflicts of in-
terest, as well as make it more difficult for regulators to
do their job, so a Volcker Rule to split proprietary trad-
ing from commercial banking is important. And finally,
to make sure we are not expanding the scope of guaran-
tees, it is necessary to have strong resolution authority.

Consumer financial protection, derivatives reform and
resolution authority are covered elsewhere. The trans-
parency axis will specifically refer to legislation that
brings transparency to the shadow banking business
model, specifically off-balance sheet reform, ratings
agencies reform, and securitization reform, as well as
provides walls between business lines, like the Volcker
Rule.

5.3 EFFORTS

In Obama'’s white paper, there are specific calls for the
prudential standards for Tier 1 HFCs to have “stricter
and more conservative” capital, liquidity and risk man-
agement standards. There is a call to increase the regu-
latory framework of market money mutual funds to pre-
vent them from being subject to runs.

The white papers argues that new regulations for origi-
nators and sponsors of federal banking agencies should



retain an economic interest in a material portion of the
credit risk of securitized credit exposures. Regulators
should reduce the use of the credit ratings agencies.
There is a call for increased efforts for transparency
and standardization in the securitization markets, and
the SEC has clear authority to require reporting.

HR 4173 establishes a Credit Ratings Agency Advisory
Board, consisting of seven members who will be given
oversight on the ratings agencies. There are additional
requirements related to differentiation.?? Companies
that issue securities would retain at least 5% of the
credit risk, and the SEC regulations must require issu-
ers of asset-backed securities to disclosure asset-level
data.

In the current Senate Bill there is language to discour-
age the excessive growth and complexity of the financial
system. There will be regulation towards liquidity pro-
visioning. There will be a commission that investigates
the effects of implementing the Volcker Rule, which a
risk council will choose to implement or not at a later
date. There will be reforms of the credit ratings agen-
cies that would help bring competition and transpar-
ency to that market.

6.0 CONCLUSION

The Senate bill is lacking in many of the essential areas
for reform. Here are specific, targeted ways of strength-
ening the Senate bill:

« Hard limits related to both size caps relative to
GDP and leverage ratio must be specified in the
bill. This will put a floor to the difficulty of reso-
lution and the damage to the economy.

« The Volcker Rule should be accepted outright,
rather than through the decision of the Finan-
cial Stability Oversight Council.

+ The Bureau of Consumer Financial Protection
must have full rule-making authority over non-
bank lenders, including auto lenders.

Early remediation requirements should be de-
fined as to intervene earlier than the event of
financial decline for a large systemically risky fi-
nancial firm with a rule written by Congress.
There should be more focus on investing in high
end, internationally focused position monitor-
ing for large systemically risky financial firms.

In the light of recent scandals, there should be
extra language included that targets fraud in ac-
countancy and directly addresses issues of off-
balance sheet reform.

TALKING POINTS

There is too much discretion in the Senate Fi-
nancial Reform Bill. Some hard numbers, like
absolute leverage requirements or size caps rel-
ative to GDP, should be written into the legisla-
tion like in the House Bill. We shouldn’t expect
regulators to be perfect, but mostly to carry out
simple rules.

The Financial Stability Oversight Council this
bill creates has too much discretion to overrule
the bill after it goes into effect, by either waving
requirements for derivative contracts, vetoing
consumer protection laws, or refusing to abide
by the Volcker Rule. If it is run by people who
care more about the profits of big banks than
the stability of our real economy, it could over-
ride a lot of our fragile regulation.

Remember that derivatives reform is an es-
sential part of resolution authority reform, and
that without the former the latter is significantly
weaker.

Sunlight is the best disinfectant. Keeping de-
rivatives on exchanges, allowing consumers to
be well informed of the contracts they face and
regulators aware of when and how they can
wind down a large financial firm will help our
real economy grow into the 21st Century after
this financial sector trauma.

The Bureau of Consumer Financial Protection
must keep its lack of preemption over state
regulation.

The derivatives section should be included to
require all standardized derivatives to trade
on an exchange with clearing, keeping with the
original financial regulatory reform language in-
troduced by President Obama in June of 2009.
The Financial Stability Oversight Council should
not have the ability to alter the derivatives rules,
override the Bureau of Consumer Financial Pro-
tection or change other regulations by a vote.
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