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I. INTRODUCTION

On March 22, 2010, the Senate Committee on Banking, Housing,
and Urban Affairs marked up and ordered to be reported the “Re-
storing American Financial Stability Act of 2010 (RAFSA).” RAFSA
is a direct and comprehensive response to the financial crisis that
nearly crippled the U.S. economy beginning in 2008. The primary
purpose of RAFSA is to promote the financial stability of the
United States. It seeks to achieve that goal through multiple meas-
ures designed to improve accountability, resiliency, and trans-
parency in the financial system by: establishing an early warning
system to detect and address emerging threats to financial stability
and the economy, enhancing consumer and investor protections,
strengthening the supervision of large complex financial organiza-
tions and providing a mechanism to liquidate such companies
should they fail without any losses to the taxpayer, and regulating
the massive over-the-counter derivatives market.

II. PURPOSE AND SCOPE OF THE LEGISLATION

FINANCIAL STABILITY

Title I establishes a new framework to prevent a recurrence or
mitigate the impact of financial crises that could cripple financial
markets and damage the economy. A new Financial Stability Over-
sight Council (Council) chaired by the Treasury Secretary and com-
prised of key regulators would monitor emerging risks to U.S. fi-
nancial stability, recommend heightened prudential standards for
large, interconnected financial companies, and require nonbank fi-
nancial companies to be supervised by the Federal Reserve if their
failure would pose a risk to U.S. financial stability.

The Federal Reserve would establish and implement the height-
ened prudential standards and would have additional authority to
require (with Council approval) a large financial company to re-
strict or divest activities that present grave threats to U.S. finan-
cial stability. With respect to bank holding companies, the height-
ened prudential standards would increase in stringency gradually
as appropriate in relation to the company’s size, leverage, and
other measures of risk for those that have assets of $50 billion or
more. This graduated approach to the application of the heightened
prudential standards is intended to avoid identification of any bank
holding company as systemically significant. These heightened pru-
dential standards would also apply to the nonbank financial com-
panies supervised by the Federal Reserve.

A new Office of Financial Research within the Treasury Depart-
ment would support the Council’s work through financial data col-
lection, research, and analysis.

When Treasury Secretary Timothy Geithner presented the Ad-
ministration’s financial reform proposal at a Committee hearing on
June 18, 2009, he highlighted several shortcomings of the current
supervisory framework that left the government ill-equipped to
handle the recent financial crisis: overall capital and liquidity
standards were too low; regulatory requirements failed to account
for the harm that could be inflicted on the financial system and
economy by the failure of large, interconnected and highly lever-
aged financial institutions; and investment banks and other types
of nonbank financial firms operated with inadequate government
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oversight.! FDIC Chairman Sheila Bair testified on July 23, 2009
that the “existence of one regulatory scheme for insured institu-
tions and a much less effective regulatory scheme for non-bank en-
tities created the conditions for arbitrage that permitted the devel-
opment of risk and harmful products and services outside regulated
entities. . . . The performance of the regulatory system in the cur-
rent crisis underscores the weakness of monitoring systemic risk
through the lens of individual financial institutions and argues for
the n2eeds to assess emerging risks using a system-wide perspec-
tive.”

These and other witnesses at Committee hearings relating to the
financial crisis and financial reform have made the case for the
type of framework established in this title to promote U.S. financial
stability. Treasury Secretary Geithner called for the creation of a
council of regulators chaired by the Secretary to identify emerging
risks in financial institutions and markets, determine where gaps
in supervision exist, and facilitate coordination of policy and resolu-
tion of disputes. He argued for new authority for the Federal Re-
serve to set stricter prudential standards for large, interconnected
financial firms that could threaten financial stability, including fi-
nancial firms that do not own banks.3 Federal Reserve Chairman
Ben Bernanke called for a new prudential approach focusing on the
stability of the financial system as a whole, with formal mecha-
nisms to identify and deal with emerging systemic risks, and for
more stringent capital and liquidity standards for large and com-
plex financial firms.# FDIC Chairman Sheila Bair recommended es-
tablishing an interagency council that would bring a macro-pruden-
tial perspective to regulation and set or harmonize prudential
standards for financial firms to mitigate systemic risk.5> At the July
hearing, SEC Chairman Mary Schapiro also testified in favor of es-
tablishing such a council with similar membership and authori-
ties.® Federal Reserve Board Governor Daniel Tarullo testified at
the same hearing that there was substantial merit in establishing
a council of regulators to conduct macroprudential oversight and
coordinate oversight of the financial system as a whole.” Former
Comptroller of the Currency Eugene Ludwig argued at a Septem-
ber hearing that no single regulatory agency would be well suited
to handle this function alone.®

At a February 12, 2010 hearing, several witnesses spoke in favor
of the creation of an independent National Institute of Finance (In-
stitute). While the Office of Financial Research (Office) would be
established in the Treasury Department under this title, the Office
is very similar in key respects to the proposed Institute. Like the

1Testimony of Timothy Geithner, Secretary of the Treasury, to the Banking Committee, June
18, 2009.

2Testimony of Sheila Bair, Chairman of the Federal Deposit Insurance Corporation to the
Banking Committee, July 23, 2009.

3Testimony of Timothy Geithner, Secretary of the Treasury, to the Banking Committee, June
18, 2009.

4Testimony of Ben Bernanke, Federal Reserve Board Chairman, to the Banking Committee,
July 22, 2009.

5Testimonies of Sheila Bair, Chairman of the Federal Deposit Insurance Corporation, to the
Banking Committee, May 6 and July 23, 2009.

6 Testimony of Mary Schapiro, Chairman of the Securities and Exchange Commission, to the
Banking Committee, July 23, 2009.

7Testimony of Daniel Tarullo, Federal Reserve Board Governor, to the Banking Committee,
July 23, 2009.

8Testimony of Eugene Ludwig, former Comptroller of the Currency, to the Banking Com-
mittee, September 29, 2009.
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Institute, the Office would support the council of regulators
charged with monitoring emerging risks to financial stability. The
Office would not supervise financial institutions but would have
regulatory authority with respect to data collection. The Office’s
structure is modeled on the proposed Institute, with two main com-
ponents to fulfill its primary functions—the Data Center and Re-
search and Analysis Center. The structure and funding of the Of-
fice are intended to ensure that the Office, like the Institute, would
have the resources and ability to provide objective, unbiased as-
sessments of the risks facing the financial system.

ENDING “TOO BIG TO FAIL” BAILOUTS THROUGH THE OR-
DERLY LIQUIDATION AUTHORITY

Title II establishes an orderly liquidation authority to give the
U.S. government a viable alternative to the undesirable choice it
faced during the financial crisis between bankruptcy of a large,
complex financial company that would disrupt markets and dam-
age the economy, and bailout of such financial company that would
expose taxpayers to losses and undermine market discipline. The
new orderly liquidation authority would allow the FDIC, which has
extensive experience as receiver for failed banking institutions, in-
cluding large institutions, to safely unwind a failing nonbank fi-
nancial company or bank holding company, an option that was not
available during the financial crisis. Once a failing financial com-
pany is placed under this authority, liquidation is the only option;
the failing financial company may not be kept open or rehabili-
tated. The financial company’s business operations and assets will
be sold off or liquidated, the culpable management of the company
will be discharged, shareholders will have their investments wiped
out, and unsecured creditors and counterparties will bear losses.

There is a strong presumption that the bankruptcy process will
continue to be used to close and unwind failing financial compa-
nies, including large, complex ones. The orderly liquidation author-
ity could be used if and only if the failure of the financial company
would threaten U.S. financial stability. Therefore the threshold for
triggering the orderly liquidation authority is very high: (1) a rec-
ommendation by a two thirds vote of the Board of the Governors
of the Federal Reserve System; (2) a recommendation by a two
thirds vote of the FDIC; (3) a determination and approval by the
Secretary of the Treasury after consultation with the President;
and (4) a review and determination by a judicial panel.

In order to protect taxpayers, large financial companies will con-
tribute $50 billion over a period of 5 to 10 years to a fund held at
the Treasury. This fund may only be used by the FDIC in the or-
derly liquidation of a failing financial company with the approval
of the Treasury Secretary, and may not be used for any other pur-
pose. The FDIC must first rely on these industry contributions if
liquidity support is necessary to safely unwind the failing financial
company and prevent a “fire sale” of assets that could further
threaten financial stability. The fund would help avoid damaging
“pro-cyclical” effects by allowing large financial companies to con-
tribute gradually when they can most afford to pay, not when a cri-
sis has already erupted. If additional liquidity is necessary, the
FDIC may obtain financing from the Treasury but only if such fi-
nancing can be repaid by the proceeds of the assets of the failed
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financial company. Additional assessments on large financial com-
panies may be imposed if necessary to ensure 100 percent repay-
ment of any funds obtained from the Treasury, and any financial
company that received payments greater than what it otherwise
would have received in bankruptcy will be assessed at a substan-
tially higher rate. Taxpayers will bear no losses from the use of the
orderly liquidation authority.

The Committee hearing record provides significant support for
establishing an orderly liquidation authority for large, complex
bank holding companies and nonbank financial companies. On Feb-
ruary 4, 2009, former Federal Reserve Chairman Paul Volcker gave
the recommendations of the “Group of 30” (an international body
of senior representatives from the public and private sectors and
academia dealing with economic and financial issues), which in-
cluded a call for U.S. legislation to establish a regime to manage
the resolution of failed non-depository financial institutions com-
parable to the process for depository institutions. The recommenda-
tions called for applying this regime “only to those few organiza-
tions whose failure might reasonably be considered to pose a threat
to the financial system.”® On June 18, 2009, Treasury Secretary
Timothy Geithner presented the Administration’s financial reform
proposal, which called for a new authority modeled on the FDIC’s
existing authority for banks and thrifts to address the failure of a
bank holding company or nonbank financial company when the sta-
bility of the financial system is at risk.

In testimony submitted on July 23 of 2009, FDIC Chairman
Sheila Bair noted that large financial firms have been “given access
to the credit markets at favorable terms without consideration of
the firms’ risk profile. . . . Investors and creditors believe their ex-
posure is minimal since they also believe the government will not
allow these firms to fail.” In her July statement and in testimony
on March 19 and May 6, Chairman Bair discussed the limitations
of current bankruptcy procedures as applied to large and complex
bank holding companies and nonbank financial companies, and ad-
vocated for a new statutory authority for the credible orderly
unwinding of such companies modeled on the FDIC’s existing au-
thorities. Chairman Bair argued that the resolution authority must
be able to allocate losses among creditors in accordance with an es-
tablished claims priority “where stockholders and creditors, not the
government, are in a first loss position.” The testimony also dis-
cussed the merits of building up a fund over time in advance of a
failure to provide working capital or to cover unanticipated losses
in an orderly liquidation.10 This type of “pre-funding” would enable
the government to impose charges on large or complex financial
companies consistent with the risks they pose to the financial sys-
tem, provide economic incentives for a financial company against
excessive and dangerous growth, and avoid large charges during
tifrfpes of economic stress that would have undesirable “pro-cyclical”
effects.

In his July 23, 2009 testimony, Federal Reserve Board Governor
Daniel Tarullo also argued for a new resolution authority as a

9Testimony of Paul Volcker, former Federal Reserve Board Chairman, to the Banking Com-
mittee, February 4, 2009.

10 Testimonies of Sheila Bair, Chairman of the Federal Deposit Insurance Corporation, to the
Banking Committee, March 19, May 6, and July 23, 2009.
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“third option between the choices of bankruptcy and bailout.” The
testimony argued that allowing losses to be imposed on creditors
and shareholders “is critical to addressing the too-big-to-fail prob-
lem and the resulting moral hazard effects.” 11 Former Comptroller
of the Currency Eugene Ludwig also urged the Congress at a Sep-
tember 29, 2009 hearing to create a new resolution function for
large, complex financial companies with financing provided by
large financial companies.12

LIQUIDITY PROGRAMS

Title XI eliminates the ability of either the Federal Reserve or
the Federal Deposit Insurance Corporation to rescue an individual
financial firm that is failing, while preserving the ability of both
regulators to provide needed liquidity and confidence in financial
markets during times of severe distress. That is to say, this Title
ends the potential for either regulator to come to the rescue of a
future AIG, while reconfiguring the weapons in their financial cri-
sis arsenals to increase accountability without diminishing their ef-
fectiveness.

The Federal Reserve’s emergency lending authority, under sec-
tion 13(3) of the Federal Reserve Act, in the past allowed the Fed-
eral Reserve to make loans to individual entities like AIG. While
such lending played an important role in ending the recent finan-
cial crisis, it also created potential moral hazard. If the Federal Re-
serve were to retain authority to make emergency loans to indi-
vidual firms, then large, interconnected firms might increase their
risk-taking behavior, since the Federal Reserve would be there to
bail them out in a future financial crisis.

By eliminating the ability to lend to individual institutions, and
by requiring all emergency lending to be done through widely-avail-
able liquidity facilities that will be approved by the Treasury, mon-
itored through periodic reports to Congress and by Comptroller
General audits, and backed by collateral sufficient to protect tax-
payers from loss, emergency lending by the Federal Reserve will
not be a source of moral hazard.

During the recent crisis the Federal Deposit Insurance Corpora-
tion (FDIC) used the “systemic risk exception” to its normal bank
receivership rules to establish the Temporary Liquidity Guarantee
Program (TLGP) on an ad hoc basis.

By paying a TLGP insurance fee, federally insured depositories
and U.S. bank, financial and thrift holding companies were able to
issue unsecured short-term debt with a federal government guar-
antee.’3 Many firms used this program, and its existence helped
them to roll over needed short-term financing after a period in
which the outstanding volume of financial commercial paper con-

11Testimony of Daniel Tarullo, Federal Reserve Board Governor, to the Banking Committee,
July 23, 2009.

12Testimony of Eugene Ludwig, former Comptroller of the Currency, to the Banking Com-
mittee, September 29, 2009.

13The fees charged increase with the maturity of the debt, rising from 12.5 basis points for
three-month debt to 100 basis points for debt with maturities of one year or more, with addi-
tional charges added under certain conditions. Eligible entities include: (1) FDIC-insured deposi-
tory institutions; (2) U.S. bank holding companies; (3) U.S. financial holding companies; and (4)
U.S. savings and loan holding companies that either engage only in activities that are permis-
sible for financial holding companies under section 4(k) of the Bank Holding Company Act
(BHCA) or have an insured depository institution subsidiary that is the subject of an application
under section 4(c)(8) of the BHCA regarding activities closely related to banking. See http://
wwuw.fdic.gov | regulations | resources /tlgp / index.html.
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tracted sharply and discount rates spiked upward.'4 At its peak
usage level in May 2009 the TLGP insured approximately $345 bil-
lion in outstanding debt. As of December 2009 the debt guarantee
program had assessed $10.3 billion in guarantee fees.15

Under the TLGP, the FDIC also established a program to guar-
antee non-interest bearing transaction accounts that exceed the de-
posit insurance limit. Participating insured depositories pay an
annualized risk-based assessment ranging from 15 to 25 basis
points on transaction account amounts that exceed the current
FDIC insurance amount of $250,000.

This Title allows the FDIC to guarantee short-term debt during
financial crises, but limits the guarantees to solvent banks and
bank holding companies, restricts the conditions under which such
support may be offered, increases accountability of the guarantee
program, and eliminates the possibility that taxpayers will pay for
any losses from the program.

Under this Title no guarantee can be offered unless the Board of
Governors of the Federal Reserve and the FDIC jointly agree that
a liquidity event—essentially a breakdown in the ability of bor-
rowers to access credit markets in a normal fashion—exists. The
FDIC may then set up a facility to guarantee debt, following poli-
cies and procedures determined by regulation. The regulation is to
be written in consultation with the Treasury. The terms and condi-
tions of the guarantees must be approved by the Secretary of the
Treasury.

The Secretary will determine a maximum amount of guarantees,
and the President will request Congress to allow that amount. If
the President does not submit the request, the guarantees will not
be made. Congress has 5 days under an expedited procedure to dis-
approve the request. Fees for the guarantees are set to cover all ex-
pected costs. If there are losses, they are recouped from those firms
that received guarantees. Firms that default on guarantees will be
put into receivership, resolution or bankruptcy. Any FDIC aid to an
individual firm under the “systemic risk exception” will henceforth
only be possible if the firm has been placed in receivership, and
therefore the FDIC will no longer be able to provide “open bank as-
sistance” using this exception.

Hence FDIC debt guarantees will be available to help ease li-
quidity problems during financial crises, but will not be a source
of moral hazard since the FDIC may guarantee only the debt of sol-
vent institutions. Moreover, taxpayers are protected from any loss
by the recoupment requirements.

Title XI also makes important changes to Federal Reserve gov-
ernance. It establishes the position of Vice Chairman for Super-
vision on the Federal Reserve Board of Governors. The Vice Chair-
man will have the responsibility to develop policy recommendations
on supervision and regulation for the Board, and will report twice
each year to Congress. The Federal Reserve is also given formal re-
sponsibility to identify, measure, monitor, and mitigate risks to
U.S. financial stability. In addition, the Federal Reserve is formally

14For data on outstanding volumes of financial commercial paper and discount rates for AA
financial commercial paper see hitp:/ /www.federalreserve.gov /releases/cp/.

15For data on outstanding volumes guaranteed see hitp://www.fdic.gov/regulations/
resources [ tlgp | reports.html.
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prohibited from delegating its functions for establishing regulatory
or supervisory policy to Federal Reserve banks.

To eliminate potential conflicts of interest at Federal Reserve
banks, the Federal Reserve Act is amended to state that no com-
pany, or subsidiary or affiliate of a company, that is supervised by
the Board of Governors can vote for Federal Reserve Bank direc-
tors; and the officers, directors and employees of such companies
and their affiliates cannot serve as directors. In addition, to in-
crease the accountability of the Federal Reserve Bank of New York
president, who plays a key role in formulating and executing mone-
tary policy, this reserve bank officer will be appointed by the Presi-
dent, by and with the advice and consent of the Senate, rather
than by the bank’s board of directors.

“THE VOLCKER RULE”

Section 619 of Title VII prohibits or restricts certain types of fi-
nancial activity—in banks, bank holding companies, other compa-
nies that control an insured depository institution, their subsidi-
aries, or nonbank financial companies supervised by the Board of
Governors—that are high-risk or which create significant conflicts
of interest between these institutions and their customers.

Banks, bank holding companies, other companies that control an
insured depository institution, their subsidiaries, or nonbank finan-
cial companies supervised by the Board of Governors will be pro-
hibited from proprietary trading, sponsoring and investing in hedge
funds and private equity funds, and from having certain financial
relationships with those hedge funds or private equity funds for
which they serve as investment manager or investment adviser. A
nonbank financial institution supervised by the Board of Governors
that engages in proprietary trading, or sponsoring or investing in
hedge funds and private equity funds will be subject to Board rules
imposing capital requirements related to, or quantitative limits on,
these activities.16

The incentive for firms to engage in these activities is clear:
when things go well, high-risk behavior can produce high returns.
In good times these profits allow firms to grow rapidly, and encour-
age additional risk-taking. However, when things do not go well,
these same activities can produce outsize losses.

When losses from high-risk activities are significant, they can
threaten the safety and soundness of individual firms and con-
tribute to overall financial instability. Moreover, when the losses
accrue to insured depositories or their holding companies, they can
cause taxpayer losses. In addition, when banks engage in these ac-
tivities for their own accounts, there is an increased likelihood that
they will find that their interests conflict with those of their cus-
tomers.

The prohibitions in section 619 therefore will reduce potential
taxpayer losses at institutions protected by the federal safety net,
and reduce threats to financial stability, by lowering their exposure
to risk. Conflicts of interest will be reduced, for example, by elimi-
nating the possibility that firms will favor inside funds when plac-
ing funds for clients. The prohibitions also will prevent firms pro-

16 These firms will be supervised by the Board of Governors because their failure could threat-
en overall financial stability.
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tected by the federal safety net, which have a lower cost of funds,
from directing those funds to high-risk uses. Moreover, they will re-
strict high-risk activity in those nonbank financial firms that pose
threats to financial stability.

The prohibitions also will reduce the scale, complexity, and inter-
connectedness of those banks that are now actively engaged in pro-
prietary trading, or have hedge fund or private equity exposure.
They will reduce the possibility that banks will be too big or too
complex to resolve in an orderly manner should they fail.

In testimony submitted to the Committee, Neal Wolin, Deputy
Secretary of the Treasury, stated that “Proprietary trading, by defi-
nition, is not done for the benefit of customers or clients. Rather,
it is conducted solely for the benefit of the bank itself. It is there-
fore difficult to justify an arrangement in which the federal safety
net redounds to the benefit of such activities.” Wolin noted that the
role of proprietary trading and ownership of hedge funds, and their
associated high risk, contributed to the crisis when banks were
forced to bail out those operations. Wolin testified, “Major firms
saw their hedge funds and proprietary trading operations suffer
large losses in the financial crisis. Some of these firms ‘bailed out’
their troubled hedge funds, depleting the firm’s capital at precisely
the moment it was needed most.” 17

Paul Volcker, former Federal Reserve Board Chairman, discussed
the benefits to the market from the prohibition and the impact on
systemic risk: “Curbing the proprietary interests of commercial
banks is in the interest of fair and open competition as well as pro-
tecting the provision of essential financial services.” Volcker added
that the proposal was “particularly designed to help deal with the
problem of “too big to fail’ and the related moral hazard that looms
so large as an aftermath of the emergency rescues of financial
institutions[.]” 18

THE BUREAU OF CONSUMER FINANCIAL PROTECTION

The Committee has documented in numerous hearings over the
years the failure of the federal banking and other regulators to ad-
dress significant consumer protection issues detrimental to both
consumers and the safety and soundness of the banking system.1®
These failures, which are described in more detail below, led to
what has become known as the Great Recession in which millions
of Americans have lost jobs; millions of American families have lost
trillions of dollars in net worth; millions of Americans have lost
their homes; and millions of Americans have lost their retirement,
college, and other savings.

17Testimony by Neal Wolin, Deputy Secretary of the Treasury, to the Senate Banking Com-
mittee, 2/2/10.

18 Testimony by Paul Volcker, former Federal Reserve Board Chairman and Chairman of the
President’s Economic Recovery Advisory Board, to the Senate Banking Committee, 2/2/10.

19“The need could not be clearer. Today’s consumer protection regime just experienced massive
failure. It could not stem a plague of abusive and unaffordable mortgages and exploitative credit
cards despite clear warning signs. It cost millions of responsible consumers their homes, their
savings, and their dignity. And it contributed to the near-collapse of our financial system. We
did not have just a financial crisis; we had a consumer crisis.” Testimony of Michael Barr, As-
sistant Secretary of the Treasury for Financial Institutions, to the Senate Committee on Bank-
ing, Housing, and Urban Affairs, July 14, 2009.
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Structural Problems with Current Consumer Regulation

The current system of consumer protection suffers from a num-
ber of serious structural flaws that undermine its effectiveness, in-
cluding a lack of focus resulting from conflicting regulatory mis-
sions, fragmentation, and regulatory arbitrage.

To begin with, placing consumer protection regulation and en-
forcement within safety and soundness regulators does not lead to
better coordination of the two functions, as some would argue. As
has been made amply apparent, when these two functions are put
in the same agency, consumer protection fails to get the attention
or focus it needs. Protecting consumers is not the banking agencies’
priority, nor should it be. The primary mission of these regulators
“in law and practice,” as Assistant Secretary of the Treasury Mi-
chael Barr testified, is to ensure the safe and sound operations of
the banks. Because of this, former Director of the Office of Thrift
Supervision (OTS) Ellen Seidman testified, “[consumer] compliance
has always had a hard time competing with safety and soundness
for the attention of regulators. . . .”20 In fact, as Assistant Sec-
retary Barr pointed out, bank regulators conduct consumer protec-
tion supervision with an eye toward bank safety and soundness by,
for example, trying to protect the banks from reputation and litiga-
tion risks rather than examining how products and services affect
consumers. “Managing risks to the bank does not and cannot pro-
tect consumers effectively. This approach judges a bank’s conduct
toward consumers by its effect on the bank, not . . . on con-
sumers.” 21

This may lead, as some witnesses before the Committee testified,
to an emphasis by the regulators on the short term profitability of
the banks at the expense of consumer protection.22

The current system is also too fragmented to be effective. There
are seven different federal regulators involved in consumer rule
writing or enforcement. Gene Dodaro, Acting Comptroller General,
testified that “the fragmented U.S. regulatory structure contributed
to failures by the existing regulators to adequately protect con-
sumers and ensure financial stability.” 23 This undermines account-
ability.

This fragmentation led to regulatory arbitrage between federal
regulators and the states, while the lack of any effective super-
vision on nondepositories led to a “race to the bottom” in which the
institutions with the least effective consumer regulation and en-
forcement attracted more business, putting pressure on regulated
institutions to lower standards to compete effectively, “and on their
regulators to let them.” 24

20 Testimony of Ellen Seidman, former Director of the Office of Thrift Supervision, to the
Banking Committee, March 2, 2009.

21 Testimony of Michael Barr, July 14, 2009.

22 Testimony of Patricia McCoy, George J. and Helen M. England Professor of Law, University
of Connecticut to the Banking Committee, hearing on March 3, 2009 and testimony of Travis
Plunkett, Legislative Director of the Consumer Federation of America to the Banking Com-
mittee, July 14, 2009.

23 Testimony of Gene Dodaro, Acting Comptroller General of the United States, February 4,
2009.

24 Testimony of Michael Barr, July 14, 2009.
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A More Effective Approach

This legislation creates the Bureau of Consumer Financial Pro-
tection (CFPB), a new, streamlined independent consumer entity
housed within the Federal Reserve System. The CFPB will be fo-
cused on ensuring that consumers get clear and effective disclo-
sures in plain English and in a timely fashion so that they will be
empowered to shop for and choose the best consumer financial
products and services for them.

The new CFPB will establish a basic, minimum federal level
playing field for all banks and, for the first time, nondepository fi-
nancial companies that sell consumer financial products and serv-
ices to American families. It will do so without creating an undue
burden on banks, credits unions, or nondepository providers of
these products and services.

The CFPB will help protect consumers from unfair, deceptive,
and abusive acts that so often trap them in unaffordable financial
products. The CFPB will stop regulatory arbitrage. It will write
rules and enforce those rules consistently, without regard to wheth-
er a mortgage, credit card, auto loan, or any other consumer finan-
cial product or service is sold by a bank, a credit union, a mortgage
broker, an auto dealer, or any other nondepository financial com-
pany. This way, a consumer can shop and compare products based
on quality, price, and convenience without having to worry about
getting trapped by the fine print into an abusive deal.

The legislation ends the fragmentation of the current system by
combining the authority of the seven federal agencies involved in
consumer financial protection in the CFPB, thereby ensuring ac-
countability.

The CFPB will have enough flexibility to address future prob-
lems as they arise. Creating an agency that only had the authority
to address the problems of the past, such as mortgages, would be
too short-sighted. Experience has shown that consumer protections
must adapt to new practices and new industries.

Mortgage Crisis

The fundamental story of the current turmoil is rel-
atively easy to tell. It began early in this decade with a
weakening of underwriting standards for subprime mort-
gages in the U.S. Subprime, alt-A and other mortgage
products [which] were sold to people who could not afford
them and in some cases in violation of legal standards.25
—FEugene Ludwig

This financial crisis was precipitated by the proliferation of poor-
ly underwritten mortgages with abusive terms, followed by a broad
fall in housing prices as those mortgages went into default and led
to increasing foreclosures. These subprime and nontraditional
mortgages were characterized by relatively low initial interest
rates that allowed borrowers to obtain loans for which they might
not otherwise qualify.26 However, after 2 or 3 years, the rates

25 Testimony of Eugene Ludwig to the Banking Committee, October 16, 2008.

261t is important to note that the vast majority of subprime mortgages were used to refinance
existing mortgages rather than to purchase a home. According to data collected by the Center
for Responsible Lending (“Subprime Lending: A Net Drain on Homeownership,” CRL Issue
Paper #14, March 27, 2007), 62% of subprime loans made from 1998 through 2006 were refi-

Continued
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would jump up significantly—by as much as 30 to 40 percent or
more, according to the testimony of Michael Calhoun, President of
the Center for Responsible Lending (CRL).27 The great majority of
the payment-option adjustable rate mortgages (option ARMSs) re-
sulted in significant negative amortization, so that many borrowers
owed more on their mortgages after several years than when the
mortgages were initially sold.

According to testimony heard in the Committee in late 2006,28
and again in early 2007,2°9 many of these loans were made with lit-
tle or no regard for a borrower’s understanding of the terms of, or
their ability to repay, the loans. At a September 20, 2006 Sub-
committee hearing, Subcommittee Chairman Bunning said “it is
not clear that borrowers understand [the] risks” associated with
these mortgages, a conclusion borne out both by a study by the
Federal Reserve Board and the Consumer Federation of America
(CFA). As Allen Fishbein, then Director of Housing Policy at the
CFA, testified:

Consumers today face a dizzying array of mortgage prod-
ucts that are marketed and promoted under a range of
products names. While the number of products has ex-
ploded, there appears to be little understanding by many
borrowers about key features in today’s mortgages and
how to compare or even understand the differences be-
tween these products.

A 2004 Consumer Federation of America survey found
that most consumers cannot calculate the payment change
for an adjustable rate mortgage. . . . all respondents un-
derestimated the annual increase in the cost of monthly
mortgage payments if the interest rate [increased] from 6
percent to 8 percent. . . . Younger, poorer, and less for-
mally educated respondents underestimated by as much as
50 percent.30

Fishbein also cited a Federal Reserve study of ARM borrowers
that found that 35 percent of them did not know the maximum
amount their interest rate could increase at one time; 44 percent
did not know the maximum rate they could be charged; and 17 per-

nances; only 9% were for first time home purchase loans (11% in 2006 was the highest figure).
In other words, even before the foreclosure crisis hit, subprime loans did not make a substantial
contribution to new homeownership. Rather, they put existing homeowners at greatly increased
risk of losing their homes. Indeed, according to CRL, as of early 2007, there was a net loss in
homeownership of over 900,000 households a figure that has certalnly increased greatly since
the CRL paper was written. FDIC Vice Chair Marty Gruenberg made this point in a speech
in New York on January 8, 2008, when he said:

“[ilt has been said that a lot of these homes were bought on a speculative basis and

people who did that don’t deserve help. That is true of some. But it is important to un-
derstand that the majority of subprime mortgages were refinancings of existing homes.
In other words, these were homes in which the homeowner was living, with mortgages
that the homeowner was paying and could afford. In many cases the homeowner was
encouraged or induced to refinance into one of these subprime mortgages with exploding
interest rates that the homeowner couldn’t afford.

27 Testimony of Michael Calhoun, President of the Center for Responsible Lending, to the Sub-
committee on Housing, Transportation, and Community Development of the Banking Com-
mittee, June 26, 2007.

28 The Housing and Transportation and Economic Policy Subcommittees of the Banking Com-
mittee held two hearings on the issues arising from the increase in nontraditional mortgage
lending: September 13, 2006 and September 20, 2006.

29 See Banking Committee Hearings on February 7 and March 22, 2007.

30 Testimony of Allen Fishbein, Director of Housing Policy at the Consumer Federation of
America, to the joint Subcommittees, September 20, 2006. Mr. Fishbein is currently Assistant
Director for Policy Analysis, Consumer Education and Research at the Federal Reserve Board.
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cent did not know the frequency with which the rate could
change.31

Finally, Fishbein cited a focus group of exotic mortgage bor-
rowers organized by Public Opinion Strategies. It found that these
consumers were “surprised by the magnitude of the payment
shock” once rate sheets with the various mortgage option terms
were shown to them. Lower-income borrowers, in particular, called
the payment increases “shocking.” Fishbein explained that these
lower-income borrowers “were less informed about the payment in-
creases and debt risks of non-traditional mortgages, with some not-
ing they “wish they had known more.”” 32

In that same hearing, Senator Sarbanes said that:

Too often . . . loans have been made without the careful
consideration as to the long-term sustainability of the
mortgage. Loans are being made without the lender docu-
menting that the borrower will be able to afford the loan
after the expected payment shock hits without depending
on rising incomes or increased appreciation.

Several months later, as the problem worsened, Chairman Dodd
noted in a March 22, 2007 hearing that:

. . a sort of frenzy gripped the market over the past sev-
eral years as many [mortgage] brokers and lenders started
selling these complicated mortgages to low-income bor-
rowers, many with less than perfect credit, who they knew
or should have known . . . would not be able to afford to
repay these loans when the higher payments kicked in.
(emphasis added).

Underscoring this point, the General Counsel of Countrywide Fi-
nancial Corporation, one of the biggest subprime lenders in 2007,
acknowledged in response to a question from Chairman Dodd that
“about 60 percent of the people who do qualify for the hybrid ARMs
would not be able to qualify at the fully indexed rate”33 (that is,
at the rate a borrower would have to pay after the loan reset, even
assuming interest rates did not rise). Another witness, Jennie
Haliburton, an elderly resident of Philadelphia, Pennsylvania who
lived on a fixed income of social security benefits, had been sold
such a mortgage and was facing a jump in her mortgage payment
to 70 percent of her income. The Department of Housing and
Urban Development considers payments by consumers of more
than 50% of income for shelter to put those consumers at “high
risk” of losing their homes.

This testimony clearly demonstrates that the lenders were aware
that borrowers would need to refinance their loans or sell their
homes when the mortgages reset, thereby generating additional
fees for the brokers and lenders. This was, in the words of Martin

31Testimony to the joint Subcommittee hearing, September 20, 2006 citing January, 2006
Federal Reserve Study, written by Brian Buck and Karen Pence, “Do Homeowners Know Their
House Values and Mortgage Terms?”

32 Testimony of Allen Fishbein, September 20, 2006.

33 See Banking Committee hearings on March 22, 2008.
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Eakes, Chief Operating Officer of the Self-Help Credit Union, “a
devil’s choice.” 34

The Committee heard some discussion as to what institutions
were most responsible for originating these loans. There is little
doubt that nondepository financial companies were among the larg-
est sellers of subprime and exotic mortgages. However, insured de-
positories and their subsidiaries were heavily involved in these
markets. According to data compiled by Federal Reserve Board
Economists, 36 percent of all higher-priced loans in 2005 and 31
percent in 2006 were made by insured depositories and their sub-
sidiaries. Those numbers jump to 48 percent and 44 percent when
bank affiliates are included.35 This illustrates that being under the
supervision of a federal prudential regulator did not guarantee that
mortgage underwriting practices were any stronger, or consumer
protections any more robust. As noted, the regulators allowed this
deterioration in underwriting standards to take place in part to
prevlgnt the institutions they regulate from getting priced out of the
market.

Unfortunately, many of these mortgages were packaged by big
Wall Street banks into mortgage-backed securities (MBS) and sold
in pieces all over the world. Because of the unaffordable and abu-
sive terms of the loans, these mortgages became delinquent at the
highest rates since mortgage performance data started being col-
lected over 30 years ago, leading, in turn, to increasing fore-
closures, decreasing housing demand, and a widespread decline in
housing prices. Once housing prices fell, families who might other-
wise have been able to refinance their mortgages were unable to
do so because they found themselves “underwater,” owing more on
their mortgages than the home is worth at that time.

As a result, the MBS into which these now non-performing mort-
gages were bundled lost significant value, helping lead to the sys-
temic collapse from which we are currently suffering.

Effect on Minorities

The mortgage lending system is deeply flawed. . . . The
crisis is having a disproportionate impact on African
American families, Latino families, low income families.
And that disproportionate impact is not explained away by
factors that would ordinarily justify such a problem.36
—Wade Henderson

Regrettably, the Committee heard a lot of testimony outlining
how mortgage originators targeted minorities for subprime mort-
gages even when these borrowers might have qualified for lower
cost prime mortgages. In fact, according to a study conducted by
the Wall Street Journal, as many as 61 percent of those receiving
subprime loans “went to people with credit scores high enough to
often qualify for conventional loans with far better terms.” 37 Under
the Home Mortgage Disclosure Act (HMDA), the Federal Reserve

34Testimony of Martin Eakes, Chief Operating Officer of the Self-Help Credit Union, to the
Committee, February 7, 2007.

35 Neil Bhutta and Glenn Canner, “Did CRA Cause the Mortgage Market Meltdown,” Federal
Reserve Bank of Minneapolis, March 9, 2009.

36 Testimony of Wade Henderson, President and CEO of the Leadership Conference on Civil
Rights, to the Subcommittee on Housing, Transportation, and Community Development hearing,
June 26, 2007.

37“Subprime Debacle Traps Even Very Credit-Worthy, Wall Street Journal, December 3, 2007.
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collects data on “high cost” mortgage lending, defined as mortgage
loans which are 3 points above the Treasury rate. According to
HMDA data released in 2007 by the Federal Reserve, 54 percent
of African-Americans and 47 percent of Hispanics received high
cost mortgages in 2006. Only 18 percent of non-Hispanic whites re-
ceived high cost mortgages. The Federal Reserve study found that
borrower related factors, such as income, accounted for only one
sixth of this disparity. CRL did a study of the 2004 HMDA data
which controls for other significant risk factors used to determine
loan pricing, such as income and credit scores. The CRL study
found that African-Americans were more likely to receive higher-
rate home-purchase and refinance loans than similarly-situated
white borrowers, and that Latino borrowers were more likely to re-
ceive higher-rate home purchase loans than similarly-situated non-
Latino white borrowers.38

Failure of the Safety and Soundness Regulators

It has become clear that a major cause of the most ca-
lamitous worldwide recession since the Great Depression
was the simple failure of federal regulators to stop abusive
lending, particularly unsustainable home mortgage lend-
ing.39
—Travis Plunkett

Underlying this whole chain of events leading to the financial cri-
sis was the spectacular failure of the prudential regulators to pro-
tect average American homeowners from risky, unaffordable, “ex-
ploding” adjustable rate mortgages, interest only mortgages, and
negative amortization mortgages. These regulators “routinely sac-
rificed consumer protection for short-term profitability of banks,” 40
undercapitalized mortgage firms and mortgage brokers, and Wall
Street investment firms, despite the fact that so many people were
raising the alarm about the problems these loans would cause.

In 1994, Congress enacted the “Home Ownership and Equity
Protection Act” (HOEPA) which states that:

the Board, by regulation or order, shall prohibit acts or
practices in connection with—

(a) Mortgage loans that the Board finds to be unfair, de-
ceptive, or designed to evade the provisions of this section;
and

(b) Refinancing of mortgage loans that the Board finds
to be associated with abusive lending practices or that are
otherwise not in the interests of borrower.

As early as late 2003 and early 2004, Federal Reserve staff
began to “‘observe deterioration of credit standards’” in the origi-
nation of non-traditional mortgages.4! Yet, the Federal Reserve
Board failed to meet its responsibilities under HOEPA, despite per-
sistent calls for action.

38 CRL, “Unfair Lending: The Effect of Race and Ethnicity on the Price of Subprime Mort-
gages,” May 31, 2006.

39 Testimony of Travis Plunkett, Legislative Director of the Consumer Federation of America
to the Banking Committee, July 14, 2009.

40 Testimony of Patricia McCoy to the Banking Committee, March 3, 2009.

41 Banklng Committee document, “Mortgage Market Turmoil: A Chronology of Regulatory Ne-
glect” prepared by the staff of the Bankmg Committee, March 22, 2007
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As Professor McCoy noted in her testimony to the Committee,
“federal banking regulators added fuel to the crisis by allowing
reckless loans to flourish.” Professor McCoy points out that the reg-
ulators had “ample authority” to prohibit banks from extending
credit without proof of a borrower’s ability to pay. Yet, she notes,
“they refused to exercise their substantial powers of rule-making,
formal enforcement, and sanctions to crack down on the prolifera-
tion of poorly underwritten loans until it was too late.” 42

Finally, in July of 2008, long after the marketplace had shut
down the availability of subprime and exotic mortgage credit, and
much of prime mortgage credit not directly supported by federal
intervention, the Federal Reserve Board issued rules that would
likely prevent a repeat of the same kinds of problems that led to
the current crisis.

Where federal regulators refused to act, the states stepped into
the breach. In 1999, North Carolina became the first State to enact
a comprehensive anti-predatory law. Other States followed suit as
the devastating results of predatory mortgage lending became ap-
parent through increased foreclosures and disinvestment.

Unfortunately, rather than supporting these anti-predatory lend-
ing laws, federal regulators preempted them. In 1996, the OTS pre-
empted all State lending laws. The OCC promulgated a rule in
2004 that, likewise, exempted all national banks from State lend-
ing laws, including the anti-predatory lending laws. At a hearing
on the OCC’s preemption rule, Comptroller Hawke acknowledged,
in response to questioning from Senator Sarbanes, that one reason
Hawke issued the preemption rule was to attract additional char-
ters, which helps to bolster the budget of the OCC.43

Two recent studies by the Center for Community Capital at the
University of North Carolina document the damage created by this
preemption regulation. The two studies found that:

(1) States with strong anti-predatory lending laws exhib-
ited significantly lower foreclosure risk than other States.
A typical State law reduced neighborhood default rates by
as much as 18 percent;

(2) Loans made by lenders covered by tougher State laws
had fewer risky features and better underwriting practices
to ensure that borrowers could repay;

(83) Mortgage defaults increased more significantly
among exempt OCC lenders in States with strong anti-
predatory lending laws than among lenders that were still
subject to tougher State laws. For example, default rates
of fixed-rate refinance mortgages made by national banks
not subject to State laws were 41 percent more likely to
default and purchase-money mortgages made by these
banks were 7 percent more likely to default than loans
those banks made prior to preemption; and

(4) Risky lending by national banks more than doubled
in some loan categories (fixed-rate refinances) after pre-
emption than before, 11 percent to 29 percent.*4

42Testimony to the Banking Committee, March 3, 2009.

43 Banking Committee hearing, April 7, 2004.

44“The APL Effect: The Impacts of State Anti-Predatory Lending Laws on Foreclosures,” by
Lei Ding, et al; University of North Carolina, March 23, 2010 and “The Preemption Effect: The
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In remarkably prescient testimony, Martin Eakes warned in
2004 that the OCC’s action on preemption “plants the seeds for
long-term trouble in the national banking system.” He went on to
say:

Abusive practices may well be profitable in the short
term, but are ticking time bombs waiting to explode the
safety and soundness of national banks in the years ahead.
The OCC has not only done a tremendous disservice to
hundreds of thousands of borrowers, but has also sown the
seeds for future stress on the banking system.45

In sum, the Federal Reserve and other federal regulators failed
to use their authority to deal with mortgage and other consumer
abuses in a timely way, and the OCC and the OTS actively created
an environment where abusive mortgage lending could flourish
without State controls.

Other Consumer Financial Products and Services

Though the problems in the mortgage market have received most
of the public’s attention, consumers have long faced problems with
many other consumer financial products and services without ade-
quate federal rules and enforcement. Abusive lending, high and
hidden fees, unfair and deceptive practices, confusing disclosures,
and other anti-consumer practices have been a widespread feature
in commonly available consumer financial products such as credit
cards. These problems have been documented in numerous hear-
ings before the Banking Committee and other Congressional Com-
mittees over the years.

Credit Cards. For example, credit card companies have long
been known to provide extremely confusing disclosures, making it
nearly impossible for consumers to understand the terms for which
they are signing up. Card companies have engaged in extremely
aggressive marketing, such that from 1999 to 2007 creditor mar-
keting and credit extension increased at about two times the rate
as credit card debt taken on by consumers.46

Moreover, typical credit card companies and banks engaged in a
number of abusive pricing practices, including double-cycle billing,
universal default, retroactive changes in interest rates, over the
limit fees even where the consumer was not notified that a charge
put him or her over the allotted credit limit, and arbitrary rate in-
creases.

Despite the growing problems, federal banking regulators did
very little. As Adam Levitin, Associate Professor of Law at George-
town University Law Center explained to the Committee at a Feb-
ruary, 2009 hearing,

The current regulatory regime for credit cards is inad-
equate and incapable of keeping pace with credit card in-
dustry innovation. The agencies with jurisdiction over

Impact of Federal Preemption of State Anti-Predatory Lending Laws on the Foreclosure Crisis,”
by Lei Ding et al, March 23, 2010.

45 Testimony of Martin Eakes to the Banking Committee, April 7, 2004.

46 Testimony of Travis Plunkett to the Banking Committee, February 12, 2009.
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credit cards lack regulatory motivation and have con-
flicting missions. . . .47

To illustrate this point, research shows that from 1997 to 2007
the OCC took just 9 formal enforcement actions regarding viola-
tions of the Truth in Lending Act with regards to credit cards or
other consumer lending.4® In fact, the Comptroller of the Currency
wrote a letter objecting to certain parts of the Federal Reserve
Board’s proposed regulation on credit cards on safety and sound-
ness grounds.4?

Even after President Obama signed the Credit Card Account-
ability, Responsibility, and Disclosures Act (CARD Act) into law,
credit card companies sought ways to structure products to get
around the new rules, highlighting the difficulty of combating new
problems with additional laws, while underscoring the importance
of creating a dedicated consumer entity that can respond quickly
and effectively to these new threats to consumers.

Overdrafts. Similar problems have been revealed by the Com-
mittee’s examination of overdraft fees.5° Overdraft coverage for a
fee is a form of short term credit that financial institutions extend
to consumers to cover overdrafts on check, ACH, debit and AMT
transactions. Historically, financial institutions covered overdrafts
for a fee on an ad hoc basis. With the growth in specially designed
software programs and in consumer use of debit cards, overdraft
coverage for a fee has become more prevalent.

A consumer normally qualifies for overdraft coverage if his or her
account has been open for a specified period (usually six months),
and there are regular deposits into the account. If those criteria are
met, most financial institutions automatically enroll consumers in
overdraft coverage without the consumer’s knowledge or choice.
“Consumers do not apply for . . . this credit, do not receive infor-
mation on the cost to borrow [these funds], are not warned when
a transaction is about to initiate an overdraft, and are not given
the choice of whether to borrow the funds at an exorbitant price or
simply cancel the transaction.” 51

Once overdraft coverage for a fee has been added to an account,
some financial institutions do not allow consumers the option of
eliminating the coverage, although other more consumer friendly
alternatives like overdraft lines of credit or linking checking and
savings accounts are available.

Many consumers who are enrolled in these programs without
their knowledge find themselves subject to high fees of up to $35
per transaction even if the overdraft is only a few cents. In some
cases, consumers have been charged multiple fees in one day with-
out being notified until days later. Most institutions also charge an
additional fee for each day the account remains overdrawn. Some
financial institutions will even re-arrange the order in which they
process purchases, charging for a later, larger purchase first so

47 Testimony of Levitin, Associate Professor of Law at Georgetown University Law Center to
the Banking Committee, February 12, 2009.

48 Testimony of Michael Calhoun to the U.S. House of Representatives Committee on Finan-
cial Services, September 30, 2009.

49 Letter from Comptroller of the Currency John Dugan to the Board of Governors of the Fed-
eral Reserve System, August 18, 2008.

50 Banking Committee hearing, November 17, 2009.

51Testimony of Jean Ann Fox, Director of Financial Services at Consumer Federation of
America to the Banking Committee, November 17, 2009.
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that they can charge repeated overdraft coverage fees for earlier,
smaller purchases.

The result has been that American consumers paid $24 billion in
overdraft fees in 200852 and $38.5 billion in overdraft fees in
2009.53 CRL also found that nearly $1 billion of those fees would
come from young adults and that $4.5 billion would come from sen-
ior citizens.

In addition, the Federal Deposit Insurance Corporation (FDIC)
found that a small percentage (12%) of consumers overdraw their
account five times per year or more. For these consumers, overdraft
coverage is a form of high cost short term credit similar to a pay-
day loan. For example, a consumer repaying a $20 point of sale
debit overdraft in two weeks is effectively paying an APR of
3,520%.54

For many years, the Federal Reserve and other regulators have
been aware of the abusive nature of overdraft coverage programs.
In fact, an Interagency Guidance in 2005 called overdraft coverage
programs “abusive and misleading.” Nonetheless, the Federal Re-
serve has only issued modest rule after modest rule to address
these programs. Despite years of concerns raised, it was not until
November of last year that the Federal Reserve adopted another
modest rule on overdraft coverage that would prohibit financial in-
stitutions from charging any consumer a fee for overdrafts on ATM
and debit card transactions, unless the consumer opts in to the
overdraft service for those types of transactions. Much more needs
to be done in this area to protect consumers and rein in abusive
practices.

Debt Collection. The Committee has similar concerns regarding
the record of abusive, deceptive and unfair practices by debt collec-
tors. The Fair Debt Collection Practices Act (FDCPA) was passed
by Congress to regulate debt collection activities and behavior, but
despite the existence of the act, debt collection abuses proliferate.
In the last five years, consumers have filed nearly half a million
complaints with the Federal Trade Commission about debt collec-
tion practices. These complaints include numerous reports of be-
havior in violation of the act, including: debt collectors threatening
violence, using profane or harassing language, bombarding con-
sumers with continuous calls, telling neighbors or family about
what is owed, calling late at night, and falsely threatening arrest,
seizure of property or deportation. The FTC receives more com-
plaints from consumers about debt collectors than any other indus-
try. Despite these complaints, in the last five years, the FTC has
only filed nine debt collection cases.

In addition to concerns about debt collection tactics, the Com-
mittee is concerned that consumers have little ability to dispute the
validity of a debt that is being collected in error. The FDCPA pro-
vides that, if a consumer disputes a debt, the collector is required
to obtain verification of the debt and provide it to the consumer be-
fore renewing its collection efforts. The FDCPA does not, however,
specify what constitutes “verification of the debt,” with the result

52 Testimony of Michael Calhoun, November 17, 2009.

53 Julianne Pepitone, “Bank overdraft fees to total $38.5 billion,” CNNMoney.com, http://
money.cnn.com [2009/08/10/news /companies/bank overdraft fees Moebs/index.htm. August
10, 2009.

54 FDIC Study of Bank Overdraft Programs, November, 2008.
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that many collectors currently do little more than confirm that
their information accurately reflects what they received from the
creditor. The limited information debt collectors obtain in verifying
debts is unlikely to dissuade them from continuing their attempts
to collect from the wrong consumer or the wrong amount, so that
an aggrieved consumer has virtually no protection against erro-
neous efforts to collect.

Debt collectors who are unsuccessful in collecting on a debt may
use attorneys to file frequent lawsuits that they are not prepared
to litigate, and which may not be factually valid, with the expecta-
tion that a large number of consumers will default or will not be
prepared to defend themselves. Abuses in these suits have been
documented in numerous press reports55 and by the FTC as well
as by consumer advocates. The FTC found that “the vast majority
of debt collection suits filed in recent years has posed considerable
challenges to the smooth and efficient operations of the courts.” %6
This deluge of debt collection suits means the following abusive
debt collection practices can occur: filing collection suits against the
wrong people; filing suits past the statute of limitations; collection
attorneys not having any proof of the debt sued upon and falsely
swearing they do; suing for more than is legally owed; and laun-
dering a time-barred debt with a new judgment. Most of these
cases result in default judgment, often with little or no evidence to
support the debt, because the debtor is intimidated and does not
show up. Once a creditor obtains a judgment, the effects can be
sustained and devastating, regardless of whether the consumer ac-
tually owed on the underlying debt. Despite the FDCPA, the FTC
in February of 2009 issued a report stating that debt collection liti-
gation practices appear to raise substantial consumer protection
concerns.

Payday Lending. Payday loans are small, short-term cash ad-
vances made at extremely high interest rates. Typically, a borrower
writes a personal check for $100-$500, plus a fee, payable to the
lender. The loan is secured by the borrower’s personal check or
some form of electronic access to the borrower’s bank account, and
the full amount of the loan plus interest must be repaid on the bor-
rower’s next payday to keep the personal check required to secure
the loan from bouncing.

The average loan amount for a payday loan is $325, and finance
charges are generally calculated as a fee per hundred dollars bor-
rowed. This fee is usually $15 to $30 per $100 borrowed. The aver-
age interest rate for a payday loan is between 391% and 782% APR
for a two-week loan. Payday loans cost consumers over $4.2 billion
in fees each year.

Cash-strapped consumers who must borrow money this way are
usually in significant debt or living on the financial edge. A loan
can become even more expensive for the borrower who does not
have the funds to repay the loan at the end of two weeks and ob-
tains a rollover or loan extension. Many borrowers must devote 25
to 50 percent of their take-home income to repay the payday loan,
leaving them with inadequate resources to meet their other obliga-
tions. This often leads to a succession of new payday loans for that

55 “Debtors’ Hell” 4-Part Series, Boston Globe, July 30—August 2, 2006.
56 “Collecting Consumer Debts: The Challenges Of Change,” Federal Trade Commission, Feb-
ruary 2009, p. 55.
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family.57 An additional fee is attached each time the loan is ex-
tended through a rollover transaction. The high rates make it dif-
ficult for many borrowers to repay the loan, thus putting many con-
sumers on a perpetual debt treadmill where they extend the loan
several times over. For example, if a payday loan of $100 for 14
days with a fee of $15 were rolled over three times, it would cost
the borrower $60 to borrow $100 for 56 days. Loan fees can quickly
mount and could eventually become greater than the amount actu-
ally borrowed. The typical payday borrower renews his or her loan
multiple times before being able to pay the loan in full, and ends
up paying $793 for a $325 Ioan.58

If the borrower defaults on the loan, serious financial con-
sequences can occur. Loans secured by personal checks or electronic
access to the borrower’s bank account can endanger the banking
status of borrowers. The lender can deposit the customer’s personal
check, which would result in additional fees from the bank for in-
sufficient funds if it did not clear the borrower’s checking account
and could result in the consumer being identified as a writer of bad
checks. Requiring consumers to turn over a post-dated check can
subject consumers to coercion or harassment by illegal threats or
coercive collection practices. For example, consumers have reported
being threatened with jail for passing a bad check, even when the
law specifically says they cannot be prosecuted if the check
bounces.

Auto Dealer Lending. Auto loans constitute the largest cat-
egory of consumer credit outside of mortgages. Today, there is more
outstanding auto debt ($850 billion) than there is credit card debt
in this country. Auto dealers finance 79% of the purchases of cars
in the United States. Auto dealers actively market and price bor-
rowers’ loans. They also routinely mark up loan rates that are
higher than the borrower would need to pay to qualify for the cred-
it, and, like mortgage brokers or bankers, the auto dealers collect
a significant portion of the excess finance charges that result from
that markup, similar to a yield spread premium.5® In addition,
auto dealers often charge origination fees and may use the financ-
ing transaction as a way to sell other unrelated products (warran-
ties and credit insurance, for example) to unsuspecting buyers. Un-
like a mortgage broker, however, auto dealers are the legal credi-
tors.

As with mortgages, borrowers are simply unaware of the incen-
tives pushing the auto dealers to charge buyers higher interest
rates. Auto dealers have a history of abusive and discriminatory
lending. In a letter to Chairman Dodd and Ranking Member Shel-
by, the Leadership Conference on Civil Rights (LCCR) explains
that:

detailed research by academics earlier this decade on mil-
lions of auto loans revealed that auto dealers were far
more likely to mark up the loan rates of minorities. Class
actions revealed discrimination at GM, Toyota, Ford deal-

57 Leslie Parish and Uriah King, Phantom Demand, Center for Responsible Lending, July 9,
2

58 King, Uriah, Parrish, Leslie, and Tanki, Ozlem. “Financial Quicksand.” Center for Respon-
sible Lending. November 30, 2006.

59 Raj Date and Brian Reed, Auto Race to the Bottom; Free Markets and Consumer Protection
in Auto Finance, November 16, 2009.



22

erships, among others. As a result, courts ordered most
major car finance companies to cap rates . . . though the
orders expire soon.60

In meetings with Banking Committee staff, the National Auto-
mobile Dealers Association (NADA) argued that the current rate
cap imposed by the courts mitigate the need for CFPB rulemaking
to protect consumers. To the contrary, this history of discriminatin
indicates the need for careful oversight into the future, particularly
as the court orders expire over the next several years.

As with mortgage bankers and brokers, auto dealers use an
“originate to sell” model which results in the car dealers receiving
upfront compensation for originating the loans, without regard to
the ongoing performance of the loan. And, unlike mortgages, very
few people ever refinance car loans, even if they find out that they
have been charged above-market rates. As a result, auto dealers
have a significant incentive to steer borrowers to the highest rate
loans they can, without borrowers ever being aware of the backdoor
transaction.

In addition to minorities and lower-income borrowers, military
personnel are among those whom are frequently exploited by auto
dealers. For that reason, Clifford Stanley, the Under Secretary of
Defense for Personnel and Readiness, “welcome[s] and encourage[s]
CFP[B] protections” for service members and their families “with
regard to unscrupulous automobile sales and financing prac-
tices. . ..” Under Secretary Stanley writes that the oversight of
auto financing by the CFPB for service members will help reduce
concerns they have about their well-being. He goes on to say:

The Department of Defense fully believes that personal
financial readiness of our troops and families equates to
mission readiness.61

Similarly, The Military Coalition, a consortium of nationally
prominent military and veterans organizations representing more
than 5.5 million current and former service members and their
families supports CFPB regulation of auto dealers with regard to
auto lending. In a letter to the Chairman and Ranking Member,
the Coalition notes that auto financing is “the most significant fi-
nancial obligation for the majority of service members.” It goes on
to say that “including auto dealers financing . . . in the financial
reform bill will provide greater protections for our service members
and their families” by protecting them from reported abuses such
as bait and switch financing, falsification of loan documents, failure
to pay off liens, and packing loans with other products.62

Access to automobile financing on fair terms is very important to
American families, particularly to low-income families. Studies in-
dicate that access to a reliable automobile is an important factor

60 Letter to Chairman Dodd and Ranking Member Shelby from the Leadership Conference on
Civil Rights, December 3, 2009. The letter explains that “minority car buyers pay significantly
higher dealer markups [for auto loans] than non-minority car buyers with the same credit
scores.” (Emphasis in original).

61Letter from Under Secretary of Defense to Clifford Stanley to Assistant Secretary of the
Treasury, Michael Barr. February 26, 2010.

62 Letter to Chairman Dodd and Ranking Member Shelby from The Military Coalition, April
15, 2010. The Coalition includes 31 members, including the Veterans of Foreign Wars, the Mili-
tary Order of the Purple Heart, the National Guard Association of the U.S., the Non Commis-
si%ned Officers Association of the U.S.A., the Iraq and Afghanistan Veterans of America, and
others.
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for finding and keeping jobs, especially as more and more jobs are
being created outside of city centers. Writing in New England Com-
munity Developments, Signe-Mary McKernan and Caroline Ratcliffe
of the Urban Institute note that:

providing low-income families with less burdensome auto-
financing alternatives and helping them avoid the sub-
prime loan market can lead to better credit scores and in-
crease the likelihood that low-income families become inte-
grated into the formal financial sector.63

However, despite the abuses in this sector, and the urgent need
for better consumer protections, the federal government has not
done enough to address these issues. “Given the widespread nature
of the problem [with auto lending] revealed in the academic studies
and private litigation, the current structure has failed to effectively
police auto finance.” ¢4 That is one of the reasons, according to the
LCCR, the CFPB is needed.

STRENGTHENING AND CONSOLIDATING PRUDENTIAL SU-
PERVISION

Title III seeks to increase the accountability of the banking regu-
lators by establishing clearer lines of responsibility and to reduce
the regulatory arbitrage in the financial regulatory system whereby
financial companies “shop” for the most lenient regulators and reg-
ulatory framework. “One clear lesson learned from the recent crisis
was that competition among different government agencies respon-
sible for regulating similar financial firms led to reduced regulation
in important parts of the financial system. The presence of multiple
federal supervisors of firms that could easily change their charter
led to weaker regulation and became a serious structural problem
within our supervisory system.” 65

Need to Consolidate Fragmented Banking Supervision

Title III rationalizes the fragmented structure of banking super-
vision in the U.S. by abolishing one of the multiple banking regu-
lators, consolidating supervision of state banks in a single federal
regulator, and consolidating supervision of smaller bank holding
companies (those with assets of less than $50 billion) so that the
regulator for the bank or thrift will also regulate the holding com-
pany. For the largest bank and thrift holding companies, the Board
will be the consolidated holding company supervisor. The Board
will thus focus its supervisory responsibilities on the larger, more
interconnected bank and thrift holding companies (which will in-
clude, but not be limited to, those companies whose failures poten-
tially pose risk to U.S. financial stability) where its experience in
capital and global markets can best be applied. By consolidating its
supervision over these holding companies, the Board can pursue
risks wherever they may emerge within the company (including its
subsidiaries) and will ultimately be responsible for the sound oper-
ation of the entire organization.

63 Signe-Mary McKernan and Caroline Ratcliffe, “Asset Building for Today’s Stability and To-
morrow’s Security,” New England Community Developments, Federal Reserve Bank of Boston,
2009, Issue 2.

64 Letter to Chairman Dodd and Senator Shelby by the LCCR, December 3, 2009.

65“Financial Regulatory Reform: A New Foundation”, Administration’s White Paper, June

09.
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The Committee heard repeated testimony that the U.S. financial
regulatory system is more a product of history and responses to
various crises, than deliberate design. According to the GAO, it has
not kept pace with major developments in the financial market-
place. In testimony before the Committee on September 29, 2009,
the GAO testified in favor of decreasing fragmentation in the sys-
tem (beyond the Administration’s proposal to abolish the OTS), re-
ducing the potential for differing regulatory treatment, and improv-
ing regulatory independence.6%

At the same hearing, former Comptroller of the Currency, Eu-
gene Ludwig, testified that, “We must dramatically streamline the
current alphabet soup of regulators”, citing the needless burden on
financial institutions of the duplicative and inefficient system, the
fertile ground that multiple regulatory agencies create for regu-
latory arbitrage, and the serious gaps between regulatory respon-
sibilities.67

The Committee heard testimony from Richard Carnell, Fordham
Law School professor and former Treasury Assistant Secretary for
Financial Institutions, that our current bank regulatory structure
is needlessly complex and costly for banks. He maintained that its
overlapping jurisdictions and responsibilities undercut regulators’
accountability. And, it encourages regulators to compete with each
other for “regulatory clientele” thereby creating an incentive for
laxity in supervision.68

These sentiments were echoed by Martin Baily, senior fellow
with the Brookings Institution, and former Chairman of the Coun-
cil of Economic Advisers, who testified about the need for increased
accountability among regulators. In speaking about competition
among regulators Baily said, “The serious danger in regulatory
competition is that it allows a race to the bottom as financial insti-
tutions seek out the most lenient regulator that will let them do
the risky things they want to try, betting with other people’s
money.” 69

The Committee also heard testimony that the number of banking
regulators could be reduced by creating a single federal regulator
for state chartered banks, in contrast to the current scheme in
which the Federal Reserve and the FDIC each supervise certain
state banks. According to Comptroller of the Currency, John
Dugan, “Today there is virtually no difference in the regulation ap-
plicable to state banks at the federal level based on membership
in the [Federal Reserve] System and thus no real reason to have
two different federal regulators. It would be simpler to have one.
Opportunities for regulatory arbitrage—resulting, for example,
from differences in the way federal activities restrictions are ad-
ministered by one or the other regulator—would be reduced. Policy
would be streamlined.” Dugan went on to state the importance of
ensuring the FDIC maintain a window into day-to-day banking su-
pervision, which would be less of a problem for the Board if it
maintained holding company supervision.”?

66 Testimony of Richard J. Hillman, Managing Director Financial Markets and Community In-
vestment, GAO, to the Banking Committee, 9/29/09.

67 Testimony of Eugene Ludwig to the Banking Committee, 9/29/09.

68 Testimony of Richard Carnell to the Banking Committee, September 29, 2009.

69 Testimony of Martin Baily to the Banking Committee, September 29, 2009.

70 Testimony of John Dugan to the Banking Committee, August 4, 2009.
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Dugan identified further opportunity for regulatory consolidation.
He testified there was little need for separate holding company reg-
ulation where the bank is small or where it is the holding com-
pany’s only, or dominant, asset. “Elimination of a separate holding
company regulator thus would eliminate duplication, promote sim-
plicity and accountability, and reduce unnecessary compliance bur-
den for institutions as well. The case is harder and more chal-
lenging for the very largest bank holding companies engaged in
complex capital market activities, especially where the company is
engaged in many, or predominantly, nonbanking activities, such as
securities and insurance.” In those cases, Dugan recommended
maintaining the role of the Board as the holding company super-
visor.7!

In his September 2009 testimony, Baily echoed Dugan’s remarks
that there was no good case for the Board to continue to supervise
smaller bank holding companies. That regulation should be moved
to the prudential regulator. Indeed public data from the banking
regulators from year end 2009 demonstrate that in almost all in-
stances of banking organizations with less than $50 billion in as-
sets, the vast majority of assets are in the depository institution.
According to Federal Reserve Board Governor Daniel Tarullo,
“When a bank holding company is essentially a shell, with neg-
ligible activities or ownership stakes outside the bank itself, hold-
ing company regulation can be less intensive and more modest in
scope.” 72

Title III adopts a number of these recommendations for consoli-
dating bank supervision to enhance the accountability of individual
regulators, reduce the opportunities for depository institutions to
shop for the most lenient regulator, reduce regulatory gaps in su-
pervision, and limit inefficiencies, duplication and needless regu-
latory burdens on the industry. Title III does so by abolishing the
OTS in accordance with the Administration’s financial reform pro-
posal.

Abolishing the OTS

The OTS is responsible for regulating state and federal thrifts,
as well as their holding companies.”3 The thrift charter suffered
disproportionate losses during the financial crisis. According to
FDIC data, 95 percent of failed institution assets in 2008 were at-
tributable to thrifts regulated by the OTS. These losses were pre-
dominantly attributed to the failures of Washington Mutual and
Indy Mac Bank.”* From the start of 2008 through the present, 73

1]d.

72Testimony of Daniel Tarullo to the Banking Committee, August 4, 2009.

73The OTS currently regulates 694 federal thrifts and 63 state thrifts.

741n its reports of the Washington Mutual and IndyMac failures, the inspectors general offices
of the Treasury and FDIC cited numerous shortcomings with OTS supervision. With over $300
billion in total assets, Washington Mutual was OTS’s largest regulated institution and rep-
resented as much as 15 percent of OTS’s total assessment revenue from 2003 to 2008. The in-
spectors general found that, despite the multiple findings by OTS examiners of weaknesses at
Washington Mutual, the OTS consistently gave the bank a high composite rating (CAMELS—
capital, assets, management, earnings, liquidity, and sensitivity to risk) and Washington Mutual
was thus considered well-capitalized until its closure. They further concluded that OTS did not
adequately ensure that the thrift’s management corrected examiner-identified weaknesses, that
the agency failed to take formal enforcement action until it was too late, and that the OTS never
instituted corrective measures under “prompt corrective action” (PCA) to minimize losses to the
Deposit Insurance Fund because the OTS never properly downgraded the bank’s CAMELS rat-

Continued
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percent of failed institution assets were attributable to thrifts regu-
lated by the OTS, even though the agency supervised only 12 per-
cent of all bank and thrift assets at the beginning of this period.

In its White Paper on reforming the financial regulatory system,
the Administration argues that advances in the financial services
industry have decreased the need for federal thrifts as a specialized
class of depository institutions focused on mortgage lending.”> Ad-
ditionally, the White Paper points out that the thrift charter “cre-
ated opportunities for private sector arbitrage” of the regulatory
system and that its focus on residential mortgage lending made it
particularly susceptible to the housing downturn.”¢ The fragility of
the charter is borne out by the statistics, including the fact that
total assets of OTS-supervised thrifts declined by 36 percent be-
tween 2006 and 2009, compared to an increase of 11 percent in all
FDIC-insured banks and thrifts for the same time period.

Thus the bill does not permit the chartering of any new federal
thrifts and disbands the OTS. Title III apportions the responsibility
to regulate thrifts and thrift holding companies among the FDIC,
the OCC and the Federal Reserve, and ensures that all OTS em-
ployees are transferred to the FDIC and the OCC.

Consolidating Federal Supervision of State Banks and Smaller
Bank Holding Companies

It also consolidates federal supervision for state banks in the
FDIC. As of yearend 2009, the FDIC regulated 4,941 state banks
ranging in size from less than one billion dollars in assets to more
than $100 billion in assets, compared to the 844 banks the Federal
Reserve supervised. In addition to the state banks the FDIC super-
vises, the agency has on-site dedicated examiners at the largest
banks. The FDIC also conducts targeted supervisory activities at
specific Federal Reserve regulated banks over $10 billion. These in-
stitutions present complex risk profiles and activities and oper-
ations that include international operations, securitization activi-
ties, and trading books with material derivatives exposures. Thus,
the FDIC has ample experience in supervising banks of all sizes,
including large, complex organizations.

And Title IIT gives the prudential regulators—the FDIC and the
OCC—the responsibility for supervising the holding companies of
smaller, less complex organizations where nearly all of the assets
in the holding companies are concentrated in the depository insti-
tutions these agencies already regulate. The Board, however, will
retain its supervisory responsibility for the larger bank holding
companies and for the larger thrift holding companies, thus ensur-
ing that the Board continues to have a window into day-to-day su-
pervision.

ing that would have triggered PCA. Evaluation of Federal Regulatory Oversight of Washington
Mutual Bank, Report No. EVAL-10-002, April 2010.

In the case of IndyMac, the Treasury Inspector General found that the OTS did not identify
or sufficiently address the core weaknesses that ultimately caused the thrift to fail until it was
too late. As in the case of Washington Mutual, the Inspector General found that the OTS gave
IndyMac inflated CAMELS ratings, and, that it failed to follow up with bank management to
ensure that corrective actions were taken. The Inspector General also found that the OTS wait-
ed too long to bring an enforcement action against the bank. Material Loss Review of IndyMac
Bank, FSB (0OIG-09-032).

75“Financial Regulatory Reform: A New Foundation”, June 2009.

76]d. The OTS was also the consolidated supervisor of AIG because AIG was a thrift holding
company. To date, AIG’s failure has cost the U.S.government over $180 billion.
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Focusing the Federal Reserve System on its Core Functions

The crisis exposed the shortcomings of the Federal Reserve Sys-
tem—mainly that it has too many responsibilities to execute
well.7778 Currently, the Federal Reserve is responsible for con-
ducting monetary policy, policing the payment system, serving as
the lender of last resort, supervising state member banks, regu-
lating all bank holding companies, and writing most of the con-
sumer financial protection rules.

Chairman Dodd and other members of the Committee repeatedly
expressed concerns during hearings about the many responsibilities
of the Federal Reserve and about the need to preserve the Federal
Reserve’s primary focus on its core function of monetary policy. The
Chairman also expressed concerns that so many diverse functions
could ultimately threaten the independence of the Federal Re-
serve’s monetary policy. Chairman Dodd said, “Some have ex-
pressed a concern—which I share, by the way—about overex-
tending the Fed when they have not properly managed their exist-
ing authority, particularly in the area of protecting consumers.” 72
The Chairman also said, “I worry that over the years loading up
the Federal Reserve with too many piecemeal responsibilities has
left important duties without proper attention and exposed the Fed
to dangerous politicization that threatens the very independence of
this institution.” 80 Ranking Member Shelby stated, “The Federal
Reserve already handled monetary policy, bank regulation, holding
company regulation, payment systems oversight, international
banking regulation, consumer protection, and the lender-of-last-re-
sort function. These responsibilities conflict at times, and some re-
ceive more attention than others. I do not believe that we can rea-
sonably expect the Fed or any other agency [to] effectively play so
many roles.” 81

In response to a question from Ranking Member Shelby, Former
Federal Reserve Chairman Paul Volcker agreed that the Federal
Reserve’s conduct of monetary policy could be undermined if the
Fed assumed additional responsibilities.82 Chairman Volcker fur-
ther testified, “You will have a different Federal Reserve if the Fed-
eral Reserve is going to do the main regulation or all the regulation
from a prudential standpoint. And you’ll have to consider whether
that’s a wise thing to do, given their primary—what’s considered
now their primary responsibilities for monetary policy. They obvi-
ously have important regulatory functions now, and maybe those
functions have not been pursued with sufficient avidity all the

77The Committee heard testimony about the failures of the Federal Reserve in executing its
consumer protection functions, as well as in identifying the risks in bank holding companies.
Martin Eakes, CEO of Self-Help and CEO of the Center for Responsible Lending, testified to
the Committee in November 2008, “The Board has been derelict in the duty to address preda-
tory lending practices. In spite of the rampant abuses in the subprime market and all the dam-
age imposed on consumers by predatory lending—billions of dollars in lost wealth—the Board
has never implemented a single discretionary rule under HOEPA outside of the high cost con-
text. To put it bluntly, the Board has simply not done its job.”

78 Speaking to its failures in identifying risk, Orice Williams, Director of Financial Markets
and Community Investment at the Government Accountability Office, testified to the Committee
in March 2009, “Although for some period, the Federal Reserve analyzed financial stability
issues for systemically important institutions it supervises, it did not assess the risks on an inte-
grated basis or identify many of the issues that just a few months later led to the near failure
of some of these institutions and to severe instability in the overall financial system.”

79 Statement of Chairman Chris Dodd, hearing of the Banking Committee, 12/3/09.

80 Statement of Chairman Chris Dodd, hearing of the Banking Committee, 2/4/09.

81 Ranking Member Richard Shelby, Banking Committee hearing, 6/18/09.

82 Banking Committee hearing, “Modernizing The U.S. Financial Regulatory System,” 2/4/09.
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time. But if you're going to give them the whole responsibility, for
which there are arguments, I do think you have to consider wheth-
er that’s consistent with the degree of independence that they have
to focus on monetary policy.” 83

To narrow the focus of the Federal Reserve to its core functions,
the bill strips it of its consumer protection functions,®* and its role
in supervising a relatively small number of state banks, as well as
smaller bank holding companies. However, the Committee was per-
suaded that because of the Federal Reserve’s expertise and its
other unique functions, it should play an expanded role in main-
taining financial stability.85> Thus, Title III assigns the Federal Re-
serve the responsibility for the supervision of bank and thrift hold-
ing companies with assets over $50 billion. (Other aspects of the
bill that address financial stability enhance the Federal Reserve’s
oversight of systemically important payment systems, direct the
Federal Reserve to apply heightened prudential standards to large
bank holding companies, and give the Federal Reserve supervisory
responsibilities over designated nonbank financial companies.) To
ensure the Federal Reserve can focus on these and its other essen-
tial responsibilities, the bill assigns the regulation of state member
banks and smaller bank holding companies to other federal regu-
lators. The bill therefore strikes an important balance in providing
the Federal Reserve with enhanced authority to maintain financial
stability, while at the same time, reducing its responsibilities for
areas that are not central to its mission.

Finally, it should be noted that Title III leaves intact the Federal
Reserve’s ability to obtain information needed for the conduct of
monetary policy. Section 11 of the Federal Reserve Act gives the
Board of Governors authority to require any depository institution
to provide “such reports of its liabilities and assets as the Board
may determine to be necessary or desirable to enable the Board to
discharge its responsibility to monitor and control monetary and
credit aggregates.” This information may be obtained from any
bank, savings and loan association, or credit union, and does not
depend on the chartering agency or regulator of the depository. In
addition, section 21 of the Federal Reserve Act provides that the
Board may conduct special examinations of any Federal Reserve
member bank. Members include all national banks and state banks
that elect to become members of their district Federal Reserve
bank. These provisions of the Federal Reserve Act remain un-
changed. Therefore the Federal Reserve will retain extensive pow-
ers to gather the data it needs to conduct monetary policy, includ-
ing data from banks that it does not supervise.

83 Testimony of Former Federal Reserve Board Chairman Paul Volcker to the Banking Com-
mittee, February 9, 2009.

841n proposing to take away the Federal Reserve’s authority to write and enforce consumer
protection rules Secretary Geithner called this authority a “preoccupation and distraction” for
the Federal Reserve in testimony to the Banking Committee, June 18, 2009

Martin Baily, Senior Fellow of Economic Studies at the Brookings Institution, stated in testi-
mony during a hearing in September 2009 that the Federal Reserve Board’s added focus on con-
sumer protection took time from properly doing the rest of its job: “I think the thing that the
Federal Reserve has done well is monetary policy . . . they certainly haven’t done a great job
on prudential regulation and I don’t see—what is the point of the Chairman of the Federal Re-
serve sitting around worrying about details of credit card regulation? That is what he is doing
right now, and I think that is a mistake and not a good use of his time.”

85“The Fed has several missions, and monetary policy is the primary one,” said Alice Rivlin,
a Brookings Institution scholar and former Fed vice chairman. “But they also have a mission
to stabilize the banking system, and we’re in the process of expanding our view of what the
banking system is.” Washington Post, 7/17/08.
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REGULATION OF OVER-THE-COUNTER DERIVATIVES AND
SYSTEMICALLY SIGNIFICANT PAYMENT, CLEARING,
AND SETTLEMENT FUNCTIONS

Making derivatives safer is a very important part of
solving too-big-to-fail.86—Chairman Ben Bernanke

Many factors led to the unraveling of this country’s financial sec-
tor and the government intervention to correct it, but a major con-
tributor to the financial crisis was the unregulated over-the-counter
(“OTC”) derivatives market. Derivatives can trade either over-the-
counter where contracts are often customized and privately nego-
tiated between counterparties, or through regulated central clear-
inghouses and exchanges that establish rules for trading contracts
among many different counterparties.

Massive growth in bilateral, unregulated derivatives trading: At
the time of the crisis in December, 2008, the global over-the-
counter derivatives market stood at $592 trillion.87 The top five de-
rivatives dealers in the United States accounted for 96 percent of
outstanding over-the-counter contracts made by the leading bank
holding companies, according to the OCC. As such, this market was
dominated by the too-big-to-fail financial companies that trade de-
rivatives with financial and non-financial users. The dangers posed
by the OTC derivatives market have been known for many years.
In 1994, the GAO produced a report, titled, “Financial Derivatives:
Actions Needed to Protect the Financial System.” At the time of
their report, the GAO determined the size of the derivatives mar-
ket to be $12.1 trillion. Included in GAO’s findings in 1994 were
concerns about risks to taxpayers arising from the interconnected-
ness between dealers and end users: “the rapid growth and increas-
ing complexity of derivatives activities increase risks to the finan-
cial system, participants, and U.S. taxpayers;” and “relationships
between the 15 major U.S. dealers that handle most derivatives ac-
tivities, end users, and the exchange-traded markets makes the
failure of any one of them potentially damaging to the entire finan-
cial market.” 88 By the time of the 2008 crisis, the derivatives mar-
ket had grown to be almost fifty times as large from when GAO
raised a red flag. Much of this growth has been attributed to the
Commodities Futures Modernization Act of 2000 which explicitly
exempted OTC derivatives, to a large extent, from regulation by
the Commodity Futures Trading Commission (“CFTC”) and limited
the SEC’s authority to regulate certain types of OTC derivatives.
By 2008, 59 percent of derivatives were traded over-the-counter, or
away from regulated exchanges, compared to 41 percent in 1998.

According to the Obama Administration, “the downside of this

lax regulatory regime . . . became disastrously clear during the re-
cent financial crisis . . . many institutions and investors had sub-
stantial positions in credit default swaps—particularly tied to asset
backed securities . . . excessive risk taking by AIG and certain

monoline insurance companies that provided protection against de-
clines in the value of such asset backed securities, as well as poor
counterparty credit risk management by many banks, saddled our

86 Testimony of Ben Bernanke, Federal Reserve Board Chairman, to the Senate Banking Com-
mittee, 12/3/09.

87Bank for International Settlements, press release, 5/19/09.

881J.S. Government Accountability Office, “Financial Derivatives: Actions Needed to Protect
the Financial System,” GGD-94-133 May 18, 1994.
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financial system with an enormous—and largely unrecognized—
level of risk.” “[T]he sheer volume of these contracts overwhelmed
some firms that had promised to provide payment on the CDS and
left institutions with losses that they believed they had been pro-
tected against. Lacking authority to regulate the OTC derivatives
market, regulators were unable to identify or mitigate the enor-
mous systemic threat that had developed.” 89

OTC contracts can be more flexible than standardized contracts,
but they suffer from greater counterparty and operational risks and
less transparency. Information on prices and quantities is opaque.
This can lead to inefficient pricing and risk assessment for deriva-
tives users and leave regulators ill-informed about risks building
up throughout the financial system. Lack of transparency in the
massive OTC market intensified systemic fears during the crisis
about interrelated derivatives exposures from counterparty risk.
These counterparty risk concerns played an important role in freez-
ing up credit markets around the failures of Bear Stearns, AIG,
and Lehman Brothers.

Hidden leverage due to under-collateralization: Although over-
the-counter derivatives can be used to manage risk and increase li-
quidity, they also increase leverage in the financial system; traders
can take large speculative positions on a relatively small capital
base because there are no regulatory requirements for margin or
capital. The ability of derivatives to hide leverage was evident in
problems faced by financial companies such as Bear Stearns and
Lehman as well as non-financial derivatives participants such as
the government of Greece—Chairman Gensler recently stated that
higher capital requirements for derivatives would have prevented
Greece from using currency swaps to hide debt.?0 When users nego-
tiate margin bilaterally, they “will act in their own interest to man-
age their risk. These actions may not take into account the spill-
over risk throughout the system.”91 For example, the markets gen-
erally considered AIG Financial Products (“AIGFP”) an extremely
low risk counterparty because its parent company was rated AAA.
This high rating allowed AIGFP to hold lower capital/margin
against its derivatives portfolio. Had market participants or regu-
lators demanded more capital, the company would have had less
incentive to enter into such large positions as the projected return
on investment would have been lower. Even if AIGFP had such
large positions, the company would have had more funds to apply
to the losses. Had information been more readily available to regu-
lators and counterparties about the scope of AIGFP’s credit default
swap positions, regulators and market participants might have de-
tected the systemic implications of AIGFP’s book.

The dangers of under-collateralization were recently identified by
the In11;ernationa1 Monetary Fund (“IMF”) and the Wall Street
Journal:

The main risk posed by this gigantic pool is the hidden
leverage. Put simply, a bank may have a large derivatives
position but avoid posting cash upfront with its trading
partner as others do.

89 Obama Administration white paper, Financial Regulatory Reform: A New Foundation, June
2009.

90 Associated Press, U.S. Warns EU Derivatives Ban Won’t Work, 3/16/10.

91 Acharya, et al., The Ultimate Financial Innovation, 2008.
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This “under-collateralization” makes the system prone to
runs because, when instability arrives, all banks rush to
collect what they are owed on derivatives—and try to
delay paying out what they themselves owe. Witness the
Lehman Brothers collapse. And the numbers aren’t small.

On Tuesday, the International Monetary Fund released
a paper estimating that five large U.S. derivatives dealers
were potentially under-collateralized by between $500 bil-
lion and $275 billion as of September 2009. The IMF gets
to that range using firms’ net derivatives liabilities, a fig-
ure showing how much banks owe on derivatives trades
adjusted for netting and collateral posting.

Putting nearly all derivatives through clearinghouses,
with tough margin rules, could do away with most of the
under-collateralization. The IMF says getting there could
be very costly for the banks. But consider it a bill they
should have paid years ago.92

Counterparty credit exposure in the derivatives market was
largely seen as a source of systemic risk during the failures of both
Bear Stearns and Lehman Brothers, and would have brought down
AIG but for a massive collateral payment made with taxpayer
money. It created the dangerous interconnections that spread and
amplified risk across the entire financial system. More collateral in
the system, through margin requirements, will help protect tax-
payers and the economy from bailing out companies’ risky deriva-
tives positions in the future. In testimony before the Senate Bank-
ing Committee, Federal Reserve Chairman Bernanke described
margin requirements for derivatives users as “an appropriate cost
of protecting against counterparty risk.” 93

Need to reduce systemic risk build-up and risk transmission in
the derivatives market: Chairman Gensler of the Commodity Fu-
tures Trading Commission described the flaws of bilaterally-nego-
tiated margin as follows: “Even though individual transactions
with a financial counterparty may seem insignificant, in aggregate,
they can affect the health of the entire system.”94 “One of the les-
sons that emerged from this recent crisis was that institutions
were not just ‘too big to fail,” but rather too interconnected as well.
By mandating the use of central clearinghouses, institutions would
become much less interconnected, mitigating risk and increasing
transparency. Throughout this entire financial crisis, trades that
were carried out through regulated exchanges and clearinghouses
continued to be cleared and settled.” 95

In July of 2008, during a hearing on derivatives regulation before
the Senate Banking Committee, Patrick Parkinson, deputy director
of the Division of Research and Statistics for the Board of Gov-
ernors of the Federal Reserve System, testified to the danger
present in the OTC derivatives market: “weaknesses in the infra-
structure for the credit derivatives markets and other OTC deriva-
tives markets have created operational risks that could undermine

92Wall Street Journal, 4/13/10.

93 Chairman Bernanke, Senate Banking Committee testimony, 12/3/09.
94 Chairman Gensler, Senate Agriculture Committee testimony, 11/18/09.
95 Chairman Gensler, Senate Banking Committee testimony, 6/22/09.
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the effectiveness of counterparty risk-management practices.”?6 In
June of 2009, A. Patricia White, the associate director of the Divi-
sion of Research and Statistics for the Board of Governors of the
Federal Reserve System, testified about unregulated derivatives’
ability to spread harm through the system and the need to combat
such risk. Ms. White said, “OTC derivatives appear to have ampli-
fied or transmitted shocks. An important objective of regulatory ini-
tiatives related to OTC derivatives is to ensure that improvements
to the infrastructure supporting these products reduce the likeli-
hood of such transmissions and make the financial system as a
whole more resilient to future shocks. Centralized clearing of
standardized OTC products is a key component of efforts to miti-
gate such systemic risk.”97 While the systemic risk presented by
the unregulated OTC derivatives market has long been known, it
was realized in 2008 with devastating consequences. Now it must
be addressed to restore stability and confidence in the financial
system.

Creating a Safer Derivatives Market to Protect Taxpayers Against
Future Bailouts

As a key element of reducing systemic risk and protecting tax-
payers in the future, protections must include comprehensive regu-
lation and rules for how the OTC derivatives market operates. In-
creasing the use of central clearinghouses, exchanges, appropriate
margining, capital requirements, and reporting will provide safe-
gl}llaIids for American taxpayers and the financial system as a
whole.

Under Title VII, for the first time, over-the-counter derivatives
will be regulated by the SEC and the CFTC, more transactions will
be required to clear through central clearing houses and trade on
exchanges, un-cleared swaps will be subject to margin require-
ments, swap dealers and major swap participants will be subject to
capital requirements, and all trades will be reported so that regu-
lators can monitor risks in this vast, complex market. Under Title
VIII, the Federal Reserve will be granted the authority to regulate
and examine systemically important payment, clearing, and settle-
ment functions. The overall result would be reduced costs and risks
to taxpayers, end users, and the system as a whole. The language
in these titles is based on proposals drafted by the Obama Admin-
istration and includes all of the key regulatory features for deriva-
tives market reform that have been endorsed by the G20: more cen-
tral clearing, exchange trading, capital, margin, and transparency.

G20 Steering Group Letter, 3/31/10: “Standardized over-
the-counter derivatives contracts should be traded on ex-
changes or electronic platforms, where appropriate, cleared
through central clearing counterparties by 2012 at the lat-
est, and reported to trade repositories.” 98

G20 Leaders’ Statement, The Pittsburgh Summit, 9/25/09:
“Improving over-the-counter derivatives markets: All stan-
dardized OTC derivative contracts should be traded on ex-

96 Testimony before the Subcommittee on Securities, Insurance, and Investment of the Senate
Committee on Banking, Housing, and Urban Affairs, 7/9/08.

97 Testimony before the Subcommittee on Securities, Insurance, and Investment of the Senate
Committee on Banking, Housing, and Urban Affairs, 6/22/09.

98 G20 Steering Group Letter, 3/31/10.
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changes or electronic trading platforms, where appro-
priate, and cleared through central counterparties by end-
2012 at the latest. OTC derivative contracts should be re-
ported to trade repositories. Non-centrally cleared con-
tracts should be subject to higher capital requirements. We
ask the FSB and its relevant members to assess regularly
implementation and whether it is sufficient to improve
transparency in the derivatives markets, mitigate systemic
risk, and protect against market abuse.” 99

The combination of these new regulatory tools will provide mar-
ket participants and investors with more confidence during times
of crisis, taxpayers with protection against the need to pay for mis-
takes made by companies, derivatives users with more price trans-
parency and liquidity, and regulators with more information about
the risks in the system.

Central clearing, margin, and capital requirements as a systemic
risk management tool: “The main tool for regulating contagion and
systemic risk is liquidity reserves (margin).” 190 In the OTC mar-
ket, margin requirements are set bilaterally and do not take ac-
count of the counterparty risk that each trade imposes on the rest
of the system, thereby allowing systemically important exposures
to build up without sufficient capital to mitigate associated risks.
The problem of under-collateralization is especially apparent in
bank transactions with non-financial firms and regulators should
address this problem through the new margin requirements for
uncleared derivatives established in the legislation. According to
the Comptroller of the Currency, “Banks held collateral against 64
percent of total net current credit exposure (“NCCE”) at the end of
the third quarter. Bank credit exposures to banks/securities firms
and hedge funds are very well secured. Banks hold collateral
against 90 percent of their exposure to banks and securities firms,
and 219 percent of their exposure to hedge funds. The high cov-
erage of hedge fund exposures occurs because banks take ‘initial
margin’ on transactions with hedge funds, in addition to fully se-
curing any current credit exposure. Coverage of corporate, mono-
line and sovereign exposures is much less.” 101

With appropriate collateral and margin requirements, a central
clearing organization can substantially reduce counterparty risk
and provide an organized mechanism for clearing transactions. For
uncleared swaps, regulators should establish margin requirements.
In addition, regulators should also impose capital requirements on
swap dealers and major swap participants. While large losses are
to be expected in derivatives trading, if those positions are fully
margined there will be no loss to counterparties and the overall fi-
nancial system and none of the uncertainty about potential expo-
sures that contributed to the panic in 2008.

Exchange trading as a price transparency mechanism: “While
central clearing would mitigate counterparty risk, central clearing
alone is not enough. Exchange trading is also essential in order to

99 G20 Leaders’ Statement, The Pittsburgh Summit, 9/25/09, http:/ /|
www.pittsburghsummit.gov  mediacenter [ 129639.htm.

100 Rama Conti, Columbia University, Credit Derivatives: Systemic Risk and Policy Options,
2009.

101 Comptroller of the Currency, Quarterly Report on Bank Trading and Derivatives Activities,
12/18/09.
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provide price discovery, transparency, and meaningful regulatory
oversight of trading and intermediaries,” said Former CFTC Chair-
man Brooksley Born.192 Exchange trading can provide pre- and
post-trade transparency for end users, market participants, and
regulators. When swaps are executed on the basis of robust price
information, rather than privately quoted, the cost of those trans-
actions can be reduced over time. “The relative opaqueness of the
OTC market implies that bid/ask spreads are in many cases not
being set as competitively as they would be on exchanges. This en-
tails a loss in market efficiency,” wrote Stanford University Pro-
fessor Darrel Duffie.103 Trading more derivatives on regulated ex-
changes should be encouraged because it will result in more price
transparency, efficiency in execution, and liquidity. In order to
allow the OTC market to adapt to more exchange-trading, the leg-
islation provides for “alternative swap execution facilities”
(“ASEF”) to fulfill the exchange-trading mandate. The absence of
an exchange trading mandate provides “supra-normal returns paid
to the dealers in the closed OTC derivatives market [and] are effec-
tively a tax on other market participants, especially investors who
trade on open, public exchanges,” according to International Risk
Analytics co-founder Christopher Whalen.194 Resistance to price
transparency in the financial markets has been overcome in the
past, as noted by Duffie: “About 6 years ago, a post-trade reporting
system known as TRACE was forced by U.S. regulation into the
OTC markets for corporate and municipal bonds, which operate in
a manner that is otherwise similar to the OTC derivatives markets.
Dealers resisted the introduction of TRACE, claiming that more
price transparency would reduce the incentives of dealers to make
markets and in the end reduce market liquidity. So far, empirical
evidence appearing in the academic literature has not given much
support to these claims.” 105

Allow for some customized, bilateral contracts: Some parts of the
OTC market may not be suitable for clearing and exchange trading
due to individual business needs of certain users. Those users
should retain the ability to engage in customized, uncleared con-
tracts while bringing in as much of the OTC market under the cen-
trally cleared and exchange-traded framework as possible. Also,
OTC (contracts not cleared centrally) should still be subject to re-
porting, capital, and margin requirements so that regulators have
the tools to monitor and discourage potentially risky activities, ex-
cept in very narrow circumstances. These exceptions should be
crafted very narrowly with an understanding that every company,
regardless of the type of business they are engaged in, has a strong
commercial incentive to evade regulatory requirements. “Every
firm has reasons why its contracts are ‘exceptional’ and should
trade privately; in reality, most derivatives contracts are standard-
ized—or standardizable—and could trade on exchanges,” said Joe
Dear, Chief Investment Officer of the California Public Employees’
Retirement System.106

102 Former CFTC Chairman Brooksley Born, Joint Economic Committee testimony, 12/1/09.

103 Stanford University Professor Darrel Duffie, The Road Ahead for the Fed, 2009.

104International Risk Analytics co-founder Christopher Whalen, Senate Banking Committee
testimony, 6/22/09.

105 Stanford University Professor Darrel Duffie, Pew Research, 2009.

106 Chief Investment Officer of the California Public Employees’ Retirement System Joe Dear,
National Press Club speech, 11/3/09.
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Therefore, the legislation permits regulators to exempt contracts
from the clearing and exchange trading requirement based on these
narrow criteria: one counterparty is not a swap/security-based swap
dealer or major swap/security-based swap participant and does not
meet the eligibility requirements of a clearinghouse. If no clearing-
house, board of trade, exchange, or alternative swap execution fa-
cility accepts the contract for clearing or trading, then the contract
must be exempt from the clearing and exchange trading require-
ments. The regulators may also exempt swaps from the margin re-
quirement for uncleared swaps under the following narrow criteria:
one counterparty is not a swap/security-based swap dealer or major
swap/security-based swap participant, using the swap as part of an
effective hedge under generally accepted accounting principles, and
predominantly engaged in activities that are not financial in na-
ture. Regulators must notify the Financial Stability Oversight
Council before issuing any permissive exemptions.

In providing exemptions, regulators should minimize making dis-
tinctions between the types of firms involved in the market or the
types of products the firms are engaged in and instead evaluate the
nature of the firm’s derivatives activity: “[TIwo complementary reg-
ulatory regimes must be implemented: one focused on the dealers
that make the markets in derivatives and one focused on the mar-
kets themselves—including regulated exchanges, electronic trading
systems and clearing houses . . . These two regimes should apply
no matter which type of firm, method of trading or type of deriva-
tive or swap is involved,” testified Chairman Gensler.197 To achieve
the objectives of regulatory reform in the OTC market,“it is critical
that similar products and activities be subject to similar regula-
tions and oversight.”198 In determining whether to bring non-swap
dealers into the regulatory framework, regulators should focus on
counterparty credit exposure. It was counterparty credit risk that
played a critical role in exacerbating the 2008 crisis. Regulators
would measure credit exposure by evaluating the value of collateral
held against such exposure. According to the Office of the Comp-
troller of the Currency, “the first step to measuring credit exposure
in derivative contracts involves identifying those contracts where a
bank would lose value if the counterparty to a contract defaulted
today . . . A more risk sensitive measure of credit exposure would
also consider the value of collateral held against counterparty expo-
sures.” 109

INVESTOR PROTECTION

Title IX addresses a number of securities issues, including provi-
sions that respond to significant aspects of the financial crisis
caused by poor securitization practices (Subtitle D); erroneous cred-
it ratings (Subtitle C); ineffective SEC regulation of Madoff Securi-
ties, Lehman Brothers and other firms (Subtitle F); and executive
compensation practices that promoted excessive risk-taking (Sub-
title E). In connection with the crisis, concerns have also been
raised that investors need more protection; shareholders need a

107 Chairman Gensler, Senate Banking Committee testimony, 6/22/09.

108 Obama Administration white paper, Financial Regulatory Reform: A New Foundation,
June 2009.

109 Comptroller of the Currency, Quarterly Report on Bank Trading and Derivatives Activities,
12/18/09.
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greater voice in corporate governance; the SEC needs more author-
ity; the SEC should be self-funded; and the municipal securities
maltikets need improved regulation, which are addressed here as
well.

Significant aspects of the financial crisis involved securities. Seri-
ous and far reaching problems were caused by poor and risky
securitization practices; erroneous credit ratings; ineffective SEC
regulation of investment banks such as Lehman Brothers and
broker dealers such as Madoff; and excessive compensation incen-
tives that promoted excessive risk taking. During the crisis, it be-
came apparent that investors needed better protection, share-
holders needed more voice in corporate governance, the municipal
securities markets needed improved regulation, and the SEC needs
assistance. Title IX addresses these and other investor protection
and related securities issues.

Credit ratings that vastly understated the risks of complex mort-
gage-backed securities encouraged the build-up of excessive lever-
age and credit risk throughout the financial system in the years be-
fore the crisis. With the onset of the crisis, the ratings of many
mortgage-backed bonds were sharply downgraded, fuelling wide-
spread uncertainty about asset values and amplifying problems in
residential mortgage markets into a global financial panic. The rat-
ing agencies’ errors can be attributed to overreliance on mathe-
matical risk models based on inadequate data and to conflicts of in-
terest in the process of rating complex structured securities, where
the rating agencies actually advised the issuers on how to obtain
AAA ratings, without which the securities could not have been sold.

This legislation will improve the regulation and performance of
credit rating agencies by enhancing SEC oversight authority and
requiring more robust internal supervision of the ratings process.
In addition, rating agencies will be required to disclose more data
about assumptions and methodologies underlying ratings, in order
to permit investors to better understand credit ratings and their
limitations. Due diligence investigations into the facts underlying
ratings will be encouraged. Rating agencies will be held account-
able for failures to produce ratings with integrity, both by allowing
the SEC to suspend rating agencies that consistently fail to
produce accurate ratings and by lowering the pleading standard for
private lawsuits alleging that a rating agency knowingly or reck-
lessly failed to conduct a reasonable investigation of the factual ele-
ments of the rated security, or failed to obtain reasonable verifica-
tion of such factual elements from independent sources that it con-
sidered to be competent. Finally, the legislation requires financial
regulators to review and remove unnecessary references to credit
ratings in their regulations.

Excesses and abuses in the securitization process played a major
role in the crisis. Under the “originate to distribute” model, loans
were made expressly to be sold into securitization pools, which
meant that the lenders did not expect to bear the credit risk of bor-
rower default. This led to significant deterioration in credit and
loan underwriting standards, particularly in residential mortgages.
Moreover, investors in asset-backed securities could not assess the
risks of the underlying assets, particularly when those assets were
resecuritized into complex instruments like collateralized debt obli-
gations. With the onset of the crisis, there was widespread uncer-
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tainty regarding the true financial condition of holders of asset-
backed securities, freezing interbank lending and constricting the
general flow of credit. Complexity and opacity in securitization
markets prolonged and deepened the crisis, and have made recov-
ery efforts much more difficult.

This title requires securitizers to retain an economic interest in
a material portion of the credit risk for any asset that securitizers
transfer, sell, or convey to a third party. This “skin in the game”
requirement will create incentives that encourage sound lending
practices, restore investor confidence, and permit securitization
markets to resume their important role as sources of credit for
households and businesses.

Congress is empowering shareholders in a public company to
have a greater voice on executive compensation and to have more
fairness in compensation affairs. Under the new legislation, each
publicly traded company would give its shareholders the right to
cast advisory votes on whether they approve of its executive com-
pensation. The board committee that sets compensation policy
would consist only of directors who are independent. The company
would tell shareholders about the relationship between the execu-
tive compensation it paid and its financial performance. The com-
pany would be required to have a policy to recover money that it
erroneously paid to executives based on financials that later had to
be restated due to an accounting error.

Management nominees for directors of public companies could
generally serve on the board only if they won a majority of the
votes in an uncontested election. Also, the S.E.C. would have the
authority to allow shareholders to have more power in governing
the public companies in which they own stock. If the S.E.C. gives
shareholders proxy access, a shareholder who has owned an
amount of stock for a period of time, as specified by the S.E.C.,
could choose a candidate to nominate for election to the board of
directors on the company’s proxy.

Investors would have new sources of assistance. The new Office
of Investor Advocate housed within the SEC would help retail in-
vestors with problems they have with the SEC or self-regulatory
organizations. Securities broker-dealers, such as Bernard L. Madoff
Investment Securities, would have to use auditors that are subject
to the inspections and discipline by a rigorous regulator, the Public
Company Accounting Oversight Board, which would better protect
investor accounts. Larger investors would have to post margin col-
lateral based on the net positions in their securities and futures
portfolio. An Investment Advisory Committee is created in the law
to give advice to the SEC from its members, which would include
representatives of mutual fund, stock and bond investors, senior
citizens, State securities regulators, and others. The law increases
the amount of money available to the Securities Investor Protection
gorlporation to pay off valid claims of customers of defunct broker-

ealers.

The SEC would get more power, assistance and money at its dis-
posal to be an effective securities markets regulator. The SEC
would have new authority to impose limitation on mandatory arbi-
tration; to bar someone who violated the securities laws while
working for one type of registered securities firm, such as a broker-
dealer, from working for other types of securities firms, such as in-
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vestment advisers; to require that securities firms give new disclo-
sures to investors before they buy investment products. The SEC
would have more help in identifying securities law violations
through a new, robust whistleblower program designed to motivate
people who know of securities law violations to tell the SEC. It also
expands existing whistleblower law. In light of recent failures of
the SEC, the GAO will also provide assistance through studies and
recommendations to improve the agency’s internal supervisory con-
trols, management and financial controls. The SEC has asked to be
unfettered by the Congressional appropriation process and the new
law would allow the agency to be self-funded.

A major lesson from the crisis is the importance of transparency
in financial markets. The $3 trillion municipal securities market is
subject to less supervision than corporate securities markets, and
market participants generally have less information upon which to
base investment decisions. During the crisis, a number of munici-
palities suffered losses from complex derivatives products that were
marketed by unregulated financial intermediaries. This title re-
quires a range of municipal financial advisors to register with the
SEC and comply with regulations issued by the Municipal Securi-
ties Rulemaking Board (MSRB). The composition of the MSRB will
be changed so that representatives of the public—including inves-
tors and municipalities—make up a majority of the board. In addi-
tion, the title establishes an Office of Municipal Securities within
the SEC and contains a number of studies on ways to improve dis-
closure, accounting standards, and transparency in the municipal
bond market.

REGULATION OF PRIVATE FUNDS

Title IV requires advisers to large hedge funds to register with
the Securities and Exchange Commission, in order to close a sig-
nificant gap in financial regulation. Because hedge funds are cur-
rently unregulated, no precise data regarding the size and scope of
hedge fund activities are available, but the common estimate is
that the funds had at least $2 trillion in capital before the crisis.
Their impact on the financial system can be magnified by extensive
use of leverage—their trades can move markets. While hedge funds
are generally not thought to have caused the current financial cri-
sis, information regarding their size, strategies, and positions could
be crucial to regulatory attempts to deal with a future crisis. The
case of Long-Term Capital Management, a hedge fund that was
rescued through Federal Reserve intervention in 1998 because of
concerns that it was “too-interconnected-to-fail,” shows that the ac-
tivities of even a single hedge fund may have systemic con-
sequences.

Hedge fund registration was part of the Treasury’s Department’s
regulatory reform proposal, and has been endorsed by many wit-
nesses before the Committee, including Mr. James Chanos, Chair-
man of the Coalition of Private Investment Companies, who testi-
fied that “private funds (or their advisers) should be required to
register with the SEC. . . . Registration will bring with it the abil-
ity of the SEC to conduct examinations and bring administrative
proceedings against registered advisers, funds, and their personnel.
The SEC also will have the ability to bring civil enforcement ac-
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tions and to levy fines and penalties for violations.” 110 Other sup-
porters of the title include a range of industry groups, institutional
investors, the Group of Thirty, the G-20, and the Investors’ Work-
ing Group.

In addition to SEC registration, this title requires private
funds—hedge funds with more than $100 million in assets under
management—to disclose information regarding their investment
positions and strategies. The required disclosures include informa-
tion on fund size, use of leverage, counterparty credit risk expo-
sure, trading and investment positions, valuation policies, types of
assets held, and any other information that the SEC, in consulta-
tion with the Financial Stability Oversight Council, determines is
necessary and appropriate to protect investors or assess systemic
risk. The Council will have access to this information to monitor
potential systemic risk, while the SEC will use it to protect inves-
tors and market integrity.

III. BACKGROUND AND NEED FOR LEGISLATION

The statistics alone reveal the terrible toll the financial crisis ex-
acted on the U.S. economy. From the start of the crisis through
March 2010, more than 8 million jobs were lost.111 Unemployment
in the United States reached 10.1% in October 2009, the highest
rate of unemployment since 1983, and as of March 2010 was hold-
ing at 9.7%; prior to the economic collapse, in October 2008, the un-
employment rate was just 6.6%.112 American household wealth fell
by more than $13 trillion from the peak value of American wealth
in 2007 to the height of the crisis at the end of 2008. Even after
several months of recovery, household wealth is still down $11 tril-
lion, or almost 17%, from its 2007 peak.ll3 Home prices have
dropped 30.2% from their 2006 peak,'1* and retirement assets
dropped by more than 20%. Real Gross Domestic Product in the
United States in the fourth quarter of 2008, and the first and sec-
ond quarters of 2009 decreased by an annual rate of about 5.4%,
6.4%, and 0.7%, respectively, from the previous periods, and Real
GDP through 2009 had not reached the levels seen prior to the eco-
nomic collapse.!1®> More than 7 million homes in America have en-
tered foreclosure since the beginning of 2007.116

Behind the statistics are hardworking men and women whose
lives have been shattered, small businesses that have been shut-
tered, retirement funds that have evaporated, and families who
have lost their homes. While some of the most prominent American
financial institutions have been destroyed or badly weakened, it is
the millions of American families, who did nothing wrong, who
have suffered the most. Indeed, the financial crisis has torn at the
very fiber of our middle class.

110 Testimony of James Chanos, Chairman, Coalition of Private Investment Companies, to the
Senate Banking Committee, 7/15/09.

111 Bureau of Labor Statistics, database of seasonally adjusted total nonfarm payroll,
www.bls.gov.

112 Bureau of Labor Statistics, database of seasonally adjusted unemployment rate, 16 years
and older, www.bls.gov.

113 The Federal Reserve, Flow of Funds report, 3/11/10, www.federalreserve.gov.

114 S&P/Case-Shiller Home Prices Indices, 20-City Composite, press release, 3/30/10,
www.standardandpoors.com.

115 Bureau of Economic Analysis, Gross Domestic Product: Fourth Quarter 2009 press release,
3/26/10, www.bea.gov.

116 Reuters News, January 29, 2008; January 15, 2009; January 14, 2010; March 11, 2010.
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This devastation was made possible by a long-standing failure of
our regulatory structure to keep pace with the changing financial
system and prevent the sort of dangerous risk-taking that led us
to this point, propelled by greed, excess, and irresponsibility. The
United States’ financial regulatory structure, constructed in a
piecemeal fashion over many decades, remains hopelessly inad-
equate to handle the complexities of modern finance. In January
2009, the GAO added the U.S. financial regulatory system to its
list of high-risk areas of government operations because of its frag-
mented and outdated structure.117

Rather than taking measures to strengthen the financial services
sector, some of our regulators actively embraced deregulation,
pushed for lower capital standards, ignored calls for greater con-
sumer protections and allowed the companies they supervised to
use complex financial instruments to manage risk that neither they
nor the companies really understood. Moreover, many actors in the
financial system—the “shadow” banking system—have escaped any
form of meaningful regulation. As former Comptroller of the Cur-
rency Eugene Ludwig testified, “The paradigm of the last decade
has been the conviction that un- or under-regulated financial serv-
ices sectors would produce more wealth, net-net. If the system got
sick, the thinking went, it could be made well through massive in-
jections of liquidity. This paradigm has not merely shifted—it has
imploded.” 118

The financial crisis can trace its origins to a downturn in the
housing market that in turn exposed a raft of unsound lending
practices. These practices ultimately led to the failure of a number
of companies heavily involved in making or investing in subprime
loans. On April 2, 2007, New Century Financial Corporation, a
leading subprime mortgage lender, filed for Chapter 11 bankruptcy.
Quickly, the first signs of trouble in the housing market came to
Wall Street. In June of 2007, Bear Stearns suspended redemptions
from one of its funds and in July of 2007, Bear Stearns liquidated
two of its hedge funds that were heavily invested in mortgage-
backed securities. On August 6, a large retail mortgage lender,
American Home Mortgage Investment Corporation, filed for Chap-
ter 11 bankruptcy. In December of 2007, the Federal Reserve, after
announcing several cuts to interest rates of both the federal funds
rate and the primary credit rate over the previous months, an-
nounced the creation of a Term Auction Facility to address pres-
sures in the short-term funding markets. In March of 2008, the
Federal Reserve announced an additional short-term lending facil-
ity, the Term Securities Lending Facility to promote liquidity in
the financial markets.119

On March 14, 2008, the first major shock wave spread across
Wall Street when the Federal Reserve announced the bailout of
Bear Stearns through an arrangement with JPMorgan Chase. Bear
Stearns, whose assets were concentrated in mortgage-backed secu-
rities, faced a major liquidity crisis as it failed to find buyers for
its now-toxic assets. Just days later, on March 16, JPMorgan Chase

117GAO, High Risk Series: An Update, GAO-09-271 (Washington, D.C.: Jan. 2009).
118 Testimony before the Senate Committee on Banking, Housing, and Urban Affairs, 10/16/

8.
119 Federal Reserve Bank of St. Louis, “The Financial Crisis—A Timeline of Events and Policy
Actions.”
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agreed to buy all of Bear Stearns with assistance from the Federal
Reserve.120

In the months that followed the crisis grew more severe. On July
11, 2008, the OTS closed IndyMac BankF'SB, a large thrift saddled
with nonperforming mortgages. IndyMac had relied on an “origi-
nate-to-distribute” model of mortgage lending,!2! under which it
originated loans or brought them from others, and then packaged
them together in securities and sold them on the secondary market
to banks, thrifts, or Wall Street investment banks.122 By securitiz-
ing and selling its loans, IndyMac could shift the risk of borrower
defaults onto others. This business model led to significant deterio-
ration in its credit and loan underwriting standards. Accordingly,
, when housing prices declined and the secondary market collapsed
IndyMac was left with a large number of nonperforming mortgages
in its portfolio which was the primary cause of its failure.123

Later in July 2008, regulators and lawmakers made several
moves to stabilize government-sponsored entities Fannie Mae and
Freddie Mac; the Federal Reserve authorized emergency lending by
the Federal Reserve Bank of New York (FRBNY) and; the Securi-
ties and Exchange Commission temporarily prohibited naked short-
selling in securities; President Bush signed into law the Housing
and Economic Recovery Act of 2008 which allowed the Treasury
Department to purchase GSE obligations and created a new regu-
latory regime for the entities—the Federal Housing Finance Agen-
cy (FHFA). Ultimately, on September 7, FHFA placed both Fannie
Mae and Freddie Mac into government conservatorship.124

September 15, 2008 saw two more icons of Wall Street collapse
and ushered in a period of extraordinary government intervention
to prevent a complete financial meltdown, the depths of which, ac-
cording to Federal Reserve Board Chairman Ben Bernanke, “could
have rivaled or surpassed the Great Depression.” 125 Bank of Amer-
ica announced its plan to purchase Merrill Lynch, and Lehman
Brothers filed for bankruptcy, unable to find a buyer. The following
day, the Federal Reserve authorized the FRBNY to provide the

120 Thid.

121Tn an “originate-to-distribute” model, for the most part, the originator of mortgages sells
the mortgages to a person who packages the loans into securities and sells the securities to in-
vestors. By selling the mortgages, the originator thus gets more funds to make more loans. How-
ever, the ability to sell the mortgages without retaining any risk, also frees up the originator
to make risky loans, even those without regard to the borrower’s ability to repay. In the years
leading up to the crisis, the originator was not penalized for failing to ensure that the borrower
was actually qualified for the loan, and the buyer of the securitized debt had little detailed infor-
mation about the underlying quality of the loans.

122 Material Loss Review of IndyMac Bank, FSB (OIG-09-032); Office of Inspector General,
U.S. Department of Treasury.

123 “The primary causes of IndyMac’s failure were largely associated with its business strategy
of originating and securitizing Alt-A loans on a large scale. This strategy resulted in rapid
growth and a high concentration of risky assets.” Id. “IndyMac’s aggressive growth strategy, use
of Alt-A and other nontraditional loan products, insufficient underwriting, credit concentrations
in residential real estate in the California and Florida markets, and heavy reliance on costly
funds borrowed from the Federal Home Loan Bank (FHLB) and from brokered deposits, led to
its demise when the mortgage market declined in 2007. IndyMac often made loans without
verification of the borrower’s income or assets, and to borrowers with poor credit histories. Ap-
praisals obtained by IndyMac on underlying collateral were often questionable as well. As an
Alt-A lender, IndyMac’s business model was to offer loan products to fit the borrower’s needs,
using an extensive array of risky option-adjustable-rate-mortgages (option ARMs), subprime
loans, 80/20 loans, and other nontraditional products. Ultimately, loans were made to many bor-
rowers who simply could not afford to make their payments.” Id.

124 Federal Reserve Bank of St. Louis, “The Financial Crisis—A Timeline of Events and Policy
Actions.”

125 Speech to the 43rd Annual Alexander Hamilton Awards Dinner, Center for the Study of
the Presidency and Congress, Washington, D.C., 4/8/10.
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American International Group with up to $85 billion of emergency
lending (the FRBNY was authorized to lend an additional $37.8 bil-
lion to AIG on October 6 and later the Treasury Department would
purchase $40 billion of AIG preferred shares through the TARP
program). On September 17, the SEC announced a ban on short-
selling of all stocks of financial sector companies. On September 21,
the Federal Reserve accepted applications from investment banking
companies Goldman Sachs and Morgan Stanley to become bank
holding companies, allowing them access to the federal safety net.
From September 12 to October 10, the Dow Jones Industrial Aver-
age dropped 26%. Major bank failures continued, with the OTS
closing Washington Mutual on September 25, and facilitating its
acquisition by JPMorgan Chase. Wachovia bank also faced collapse,
forcing it to find a buyer; ultimately Wells Fargo purchased the
bank on October 12.126

While Wall Street was reeling, lawmakers worked to craft an
emergency measure to stabilize the markets and halt the momen-
tum of the crisis. On September 20, Treasury Secretary Henry
Paulson delivered to Capitol Hill his proposal for the Emergency
Economic Stabilization Act. Nine days later, the House of Rep-
resentatives voted down a modified version of the Treasury Depart-
ment proposal. On that day, the Dow Jones Industrial Average fell
by more than 750 points.127 The Senate later acted to pass a fur-
ther modified measure including comprehensive oversight, help for
homeowners, and corporate governance requirements not included
in the Treasury Department proposal. The bill was signed into law
by President Bush on October 3, 2008, establishing the $700 billion
Troubled Asset Relief Program (TARP).

As a result of the crisis, in addition to the losses of homes, family
savings, and jobs, the government became a reluctant, but major
shareholder of private banks, automobile companies, and other gi-
ants of the economy. The TARP program was enacted to provide
the government with a critical tool needed to wrest the economy
from a free-fall. But with the passage of TARP, the Congress grant-
ed the Treasury Department extraordinary powers and a stag-
gering sum of taxpayer money to address a crisis that was brought
on by the failures of the very banks that benefited from the pro-
gram and by the government regulators that failed at their jobs.
While this extent of government intervention was necessary to
avert a complete collapse of the U.S. economy, our nation should
never again be put in the position of having to bail out big compa-
nies.

The consequences of the crisis could not be more evident, from
the failures on Wall Street to the devastation on Main Street and
across the globe. Its myriad causes however, are buried in a patch-
work of problems touching on almost every aspect of the financial
services sector. Throughout the course of its work over the past 40
months, the Committee probed and evaluated the causes of the eco-
nomic downfall in order to develop a legislative response that pre-
vents a recurrence of the same problems and that creates a new
regulatory framework that can respond to the challenges of a 21st
century marketplace.

126 Federal Reserve Bank of St. Louis, “The Financial Crisis—A Timeline of Events and Policy
Actions.”
127Dow Jones Indexes, Index Data, www.djaverages.com.
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Causes of the Financial Crisis

The crisis was first triggered by the downturn in the national
housing market, leading to an overall housing slump. This slump
brought into focus the prevalence of unsound lending practices, in-
cluding predatory lending tactics, most often in the subprime mar-
ket. Many of these practices, and the products that ultimately
spread the risks associated with these practices, existed in what
came to be known as the shadow banking system, a structure that
eluded regulation and oversight despite its prevalence in the finan-
cial marketplace.

Though the market for subprime mortgages was less than 1% of
global financial assets, the faults in the system allowed the turmoil
in the housing market to spill over into other sectors. Faults in the
system included a securitization process that fueled excessive risk
taking by permitting mortgage originators to quickly sell the un-
suitable loans they made, and thereby transfer the risks to some-
one else; credit rating agencies that gave inflated ratings to securi-
ties backed by risky mortgage loans; and the use of unregulated de-
rivatives products based on these faulty loans that only served to
spread and magnify the risk. The system operated on a wholesale
misunderstanding of, or complete disregard for the risks inherent
in the underlying assets and the complex instruments they were
backing. Explaining the rise in complex financial products and
their danger to the financial system, Eugene Ludwig testified to
the Committee, “Technology, plus globalization, plus finance has
created something quite new, often called ‘financial technology.” Its
emergence is a bit like the discovery of fire—productive and trans-
forming when used with care, but enormously destructive when
mishandled.” 128

Gaps in the regulatory structure allowed these risks and prod-
ucts to flourish outside the view of those responsible for overseeing
the financial system. Many major market participants, such as
AIG, were not subject to meaningful oversight by federal regu-
lators. Additionally, no financial regulator was responsible for as-
sessing the impact the failure of a single firm might have on the
state of the financial system. Indeed, as the crisis grew more se-
vere, the interconnected relationships among financial companies
increased the pressure on those already struggling to survive,
which only served to accelerate the downfall of some firms. For ex-
ample, as AIG’s position worsened, it was required to post more
collateral to its counterparties and to increase its capital holdings
as required by regulators.

Fueling the loss of confidence in the system was the failure of
regulators and market participants to fully understand the extent
of the obligations of these teetering firms, thus making an orderly
shutdown of these companies nearly impossible. When Lehman
Brothers declared bankruptcy, the markets panicked and the crisis
escalated. With no other means to resolve large, complex and inter-
connected financial firms, the government was left with few options
other than to provide massive assistance to prop up failing compa-
nies in an effort to prevent the crisis from spiraling into a great
depression.

128 Testimony before the Senate Committee on Banking, Housing, and Urban Affairs, 10/16/
08.
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Despite initial efforts of the government, credit markets froze
and the U.S problem spread across the globe. The crisis on Wall
Street soon spilled over onto Main Street, touching the lives of
most Americans and devastating many.

IV. HISTORY OF THE LEGISLATION

From the beginning of the 110th Congress, the work of the Sen-
ate Committee on Banking, Housing and Urban Affairs focused on
the problems in the housing market that started with the spread
of predatory lending and culminated in the turmoil in the credit
markets that led to the economic crisis of 2008 and 2009. This
work led to the drafting and committee passage of the Restoring
American Financial Stability Act in March 2010.

The Committee’s first official examination of the housing crisis
began with a hearing in February 2007, titled “Preserving the
American Dream: Predatory Lending Practices and Home Fore-
closures” which featured testimony from representatives of the
mortgage industry, consumer advocates, and victims of predatory
lending. The next month, the Committee followed up with a hear-
ing to explore problems in the mortgage market—“Mortgage Mar-
ket Turmoil: Causes and Consequences.” The hearing featured tes-
timony from federal and state banking regulators as well as rep-
resentatives from industry and consumers.

As the crisis evolved and leading up to Committee passage of
RAFSA, the Committee held nearly 80 hearings to both examine
the causes of the housing and economic crisis and assess how best
to stabilize the nation’s financial services industry and capital mar-
kets, while lessening the impact of the crisis on Main Street Ameri-
cans. In the immediate aftermath of the collapse of Bear Stearns,
the Committee held 8 hearings on the “Turmoil in the U.S. Credit
Markets” and the foreclosure crisis. Upon the collapse of Lehman
Brothers, the Committee held another series of hearings on the eco-
nomic turmoil, including on the Bush Administration’s proposed
legislation that eventually became the “Emergency Economic Sta-
bilization Act of 2008.” The Committee has held a series of over-
sight hearings on the implementation of that Act since its passage
as well as on other extraordinary measures the financial regulatory
agencies have taken, including the Federal Reserve, to stabilize the
economy.

Beginning in February 2009, the Committee began its first of
more than 50 hearings to assess the types of reforms needed to pro-
tect the economy from another devastating financial crisis. The
Committee held comprehensive hearings on how to end the abuses
and loopholes that led the country into the current crisis. Hearings
explored all specific elements of the financial reform legislation, as
well as specific regulatory failures that contributed to the crisis.

With an eye toward drafting comprehensive legislation, the Com-
mittee held hearings on prudential bank supervision, systemic risk,
ending taxpayer bailouts of companies perceived to be “too big to
fail,” consumer protection, derivatives regulation, investor protec-
tion, private investment pools, insurance regulation and govern-
ment-sponsored entities. Throughout its examinations, the Com-
mittee took testimony from regulators, policy experts, industry rep-
resentatives, and consumer advocates.
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In looking at the consequences of the crisis, the Committee exam-
ined how the crisis affected sectors all across the financial services
industry and the Main Street economy. Areas covered, aside from
the overall state of the banking, housing and securities industries,
included the impact on community banks and credit unions, manu-
facturing, international aspects of regulation, consumers, and the
effect on homeownership.

To learn from the mistakes of the past, the Committee thor-
oughly examined factors that led to the crisis. These hearings
began with investigations into the problems associated with
subprime and predatory lending, and continued with hearings in-
cluding the failure of AIG, investment fraud including the Bernard
Madoff and Allen Stanford cases, the actions of credit ratings agen-
cies, failures of regulators, problems of risk management oversight,
and the role of securitization in the financial crisis.

In the spring of 2009, the Obama Administration released a set
of its proposals for financial regulatory reform. On June 18, 2009,
the Committee held a hearing, “The Administration’s Proposal to
Modernize the Financial Regulatory System,” to examine the Presi-
dent’s ideas for reforms, including testimony from Treasury Sec-
retary Timothy Geithner. This hearing was followed by two hear-
ings on additional proposals from the Administration in the start
of 2010, titled “Prohibiting Certain High-Risk Investment Activities
by Banks and Bank Holding Companies” and “Implications of the
‘Volcker Rules’ for Financial Stability.” These hearings included
testimony from Deputy Secretary Neal S. Wolin and Presidential
Economic Recovery Advisory Board Chairman and former Federal
Reserve Board Chairman Paul Volcker.

On November 10, 2009, Banking Committee Chairman Chris-
topher Dodd introduced to his colleagues a discussion draft of fi-
nancial reform legislation, based on the Committee’s extensive
hearing record, numerous briefings and meetings, as well as the
Administration’s proposal. Introducing the draft, Chairman Dodd
said:

It is the job of this Congress to restore responsibility and
accountability in our financial system to give Americans
confidence that there is a system in place that works for
and protects them. . . . The financial crisis exposed a fi-
nancial regulatory structure that was the product of his-
toric accident, created piece by piece over decades with lit-
tle thought given to how it would function as a whole, and
unable to prevent threats to our economic security. . . . I
will not stand for attempts to protect a broken status quo,
particularly when those attempts are made by some of the
same special interests who caused this mess in the first
place.

The Committee convened on November 19, 2009, to begin consid-
eration of the Restoring American Financial Stability Act of 2009.
The Committee met only to receive opening statements from mem-
bers. Based on the opening statements, the Chairman decided to
postpone further consideration of the legislation, pending the out-
come of various bipartisan working groups the Chairman assem-
bled to consider significant aspects of the legislation.
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On March 16, 2010, following more than 80 hearings with testi-
mony from hundreds of experts and months of negotiations with
both Republicans and Democrats on the Banking Committee,
Chairman Dodd unveiled the financial reform proposal that he
would introduce to the Committee. One week later, on March 22,
the Committee met and passed the bill by a vote of 13 to 10, as
amended with a single manager’s amendment. No additional
amendments were offered.

V. SECTION-BY-SECTION ANALYSIS

Title I—Financial Stability

Section 101. Short title
The title may be cited as the “Financial Stability Act of 2010.”

Section 102. Definitions

This section defines various terms used in the title, including
“pbank holding company,” “member agency,” “nonbank financial
company,” “Office of Financial Research,” and “significant nonbank
financial company.” “Nonbank financial companies” are defined as
companies substantially engaged in activities that are financial in
nature (as defined in section 4(k) of the Bank Holding Company
Act of 1956), excluding bank holding companies and their subsidi-
aries. “Nonbank financial companies supervised by the Board of
Governors” refer to those nonbank financial companies that the Fi-
nancial Stability Oversight Council (“Council”’) has determined
shall be supervised by the Board of Governors of the Federal Re-
serve System (“Board of Governors”) under section 113 and subject
to prudential standards authorized under this title.

This section requires the Board of Governors to establish by rule-
making the criteria for determining whether a company is substan-
tially engaged in financial activities to qualify as a nonbank finan-
cial company. It is intended that commercial companies, such as
manufacturers, retailers, and others, would not be considered to be
nonbank financial companies generally, and this provision is in-
tended to provide certainty by mandating the establishment of the
criteria through the public notice and comment process required for
rulemaking.

This section provides that the Board of Governors will define the
term “significant bank holding company” and “significant nonbank
financial company” through rulemaking. It is not intended that se-
curities or futures exchanges regulated by the SEC and the CFTC
that act as administrators of marketplaces be considered a “signifi-
cant nonbank financial company,” which term is used in this title
with respect to counterparty exposure, to the extent the exchanges
do not act as a counterparty (and thus do not create credit expo-
sures).

This section also clarifies that with respect to foreign nonbank fi-
nancial companies, references to “company” and “subsidiary” in-
clude only the United States activities and subsidiaries of such for-
eign companies.
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Subtitle A—Financial Stability Oversight Council

Section 111. Financial Stability Oversight Council established

This section establishes the Council, consisting of the following
voting members: (1) the Secretary of the Treasury, who will serve
as the Chairperson (“Chairperson”) of the Council, (2) the Chair-
man of the Board of Governors (“Board of Governors”) of the Fed-
eral Reserve System, (3) the Comptroller of the Currency, (4) the
Director of the Bureau of Consumer Financial Protection, (5) Direc-
tor of the Federal Housing Finance Agency, (6) the Chairman of
the Securities and Exchange Commission, (7) the Chairperson of
the Federal Deposit Insurance Corporation (“FDIC”), (8) the Chair-
person of the Commodity Futures Trading Commission, and (9) an
independent member (appointed by the President, with the advice
and consent of the Senate) having insurance expertise.

The Director of the Office of Financial Research (which is estab-
lished under subtitle B) will serve in an advisory capacity as a non-
voting member. The Council will meet at the call of the Chair-
person or majority of the members then serving, but not less fre-
quently than quarterly. Any employee of the Federal government
may be detailed to the Council, and any department or agency of
the United States may provide the Council such support services
the Council may determine advisable.

Section 112. Council authority

This section enumerates the purposes of the Council, which in-
clude: (1) identifying risks to the financial stability of the United
States that could arise from the material financial distress or fail-
ure of large, interconnected bank holding companies or nonbank fi-
nancial companies; (2) promoting market discipline, by eliminating
expectations on the part of shareholders, creditors, and counterpar-
ties of such companies that the government will shield them from
losses in the event of failure; and (3) responding to emerging
threats to the stability of the United States financial markets.

The duties of the Council include: (1) collecting information from
member agencies and other regulatory agencies, and, if necessary
to assess risks to the United States financial system, directing the
Office of Financial Research to collect information from bank hold-
ing companies and nonbank financial companies; (2) providing di-
rection to, and requesting data and analyses from, the Office of Fi-
nancial Research to support the work of the Council; (3) monitoring
the financial services marketplace to identify threats to U.S. finan-
cial stability; (4) facilitating information sharing among the mem-
ber agencies; (5) recommending to member agencies general super-
visory priorities and principles reflecting the outcome of discussions
among the member agencies; (6) identifying gaps in regulation that
could pose risks to U.S. financial stability; (7) requiring supervision
by the Board of Governors for nonbank financial companies that
may pose risks to the financial stability of the U.S. in the event of
their material financial distress or failure; (8) making recommenda-
tions to the Board of Governors concerning the establishment of
heightened prudential standards for risk-based capital, leverage, li-
quidity, contingent capital, resolution plans and credit exposure re-
ports, concentration limits, enhanced public disclosures, and overall
risk management for nonbank financial companies and large, inter-
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connected bank holding companies supervised by the Board of Gov-
ernors; (9) identifying systemically important financial market util-
ities and payments, clearing, and settlement system activities and
subjecting them to prudential standards established by the Board
of Governors; (10) making recommendations to primary financial
regulatory agencies to apply new or heightened standards and safe-
guards for financial activities or practices that could create or in-
crease risks of significant liquidity, credit, or other problems
spreading among bank holding companies, nonbank financial com-
panies, and United States financial markets; (11) providing a
forum for discussion and analysis of emerging market develop-
ments and financial regulatory issues, and for resolution of juris-
dictional disputes among member agencies; and (12) reporting to
and testifying before Congress.

The section also authorizes the Council to request and receive
data from the Office of Financial Research and member agencies to
carry out the provisions of this title. The Council, acting through
the Office of Financial Research, may also require the submission
of reports from financial companies to help assess whether a finan-
cial company, activity, or market poses a threat to U.S. financial
stability. Before requiring such reports, the Council, acting through
the Office of Financial Research, shall coordinate with the appro-
priate member agency (including the Office of National Insurance
established in the Treasury Department under Title V of this Act)
or primary financial regulatory agency and shall rely, whenever
possible, on information already available from these agencies. In
the case of a foreign nonbank financial company or a foreign-based
bank holding company, it is intended that the Council, acting
through the Office of Financial Research, consult to the extent ap-
propriate with the applicable foreign regulator for the company.

Section 113. Authority to require supervision and regulation of cer-
tain nonbank financial companies

This section authorizes the Council, by a vote of not fewer than
%3 of members then serving, including an affirmative vote by the
Chairperson, to determine that a nonbank financial company will
be supervised by the Board of Governors and subject to heightened
prudential standards, if the Council determines that material fi-
nancial distress at such company would pose a threat to the finan-
cial stability of the United States. Each determination will be
based on a consideration of enumerated factors by the Council, in-
cluding, among others: the degree of leverage (a typical mutual
fund could be an example of a nonbank financial company with a
low degree of leverage); amount and nature of financial assets;
amount and types of liabilities (which could be different types of li-
abilities based on, for example, their maturity, volatility, or sta-
bility), including degree of reliance on short-term funding; extent
and type of off-balance-sheet exposures; extent to which assets are
managed rather than owned and to which ownership of assets
under management is diffuse; the operation of, or ownership inter-
est in, any clearing, settlement, or payment business of the com-
pany; and any other risk-related factors that the Council deems ap-
propriate. Size alone should not be dispositive in the Council’s de-
termination; in its consideration of the enumerated factors, the
Council should also take into account other indicia of the overall
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risk posed to U.S. financial stability, including the extent of the
nonbank financial company’s interconnections with other signifi-
cant financial companies and the complexity of the nonbank finan-
cial company. It is not intended that a Council determination be
based on the exchange functions of securities or futures exchanges
regulated by the SEC and the CFTC, to the extent that as part of
these functions the exchanges act as administrators of market-
places and not as counterparties. Further, it is not intended that
the activities of securities and futures exchanges overseen by the
SEC and the CFTC that consist of, or occur prior to, trade execu-
tion be considered a “clearing, settlement or payment business,”
provided that such activities do not include functioning as a
counterparty.

The Council will provide written notice to each nonbank financial
company of its proposed determination and the company would
have the opportunity for a hearing before the Council to contest the
proposed determination. The Council will consult with the primary
federal regulatory agency of each nonbank financial company or
subsidiary of the company before making any final determination.
The section provides for judicial review of the final determination
of the Council. In case of a foreign nonbank financial company, it
is intended that the Council consult to the extent appropriate with
the applicable foreign regulator for the company.

Section 114. Registration of nonbank financial companies super-
vised by the Board of Governors

This section directs a nonbank financial company to register with
the Board of Governors if a final determination is made by the
Council under section 113 that such company is to be supervised
by the Board of Governors.

Section 115. Enhanced supervision and prudential standards for
nonbank financial companies supervised by the Board of Gov-
ernors and certain bank holding companies

This section authorizes the Council to make recommendations to
the Board of Governors concerning the establishment and refine-
ment of prudential standards and reporting and disclosure require-
ments for nonbank financial companies supervised by the Board of
Governors pursuant to a determination under section 113 and
large, interconnected bank holding companies. Such standards and
requirements must be more stringent than those applicable to
other nonbank financial companies and bank holding companies
that do not present similar risks to the financial stability of the
United States, and they must increase in stringency as appropriate
in relation to certain characteristics of the company, including its
size and complexity. The Council may only recommend standards
for bank holding companies with total consolidated assets of $50
billion or more, and the Council may recommend an asset thresh-
old greater than $50 billion for the applicability of any particular
standard. The prudential standards may include risk-based capital
requirements, leverage limits, liquidity requirements, a contingent
capital requirement, resolution plan and credit exposure report re-
quirements, concentration limits, enhanced public disclosures, and
overall risk management requirements.
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The section enumerates the factors that the Council shall con-
sider in making its recommendation, which include those factors
considered in determining whether a nonbank financial company
should be subject to supervision and prudential standards by the
Board of Governors under section 113, among them the amounts
and types of assets and liabilities, degree of leverage, and extent
of off-balance sheet exposures. In making its recommendation, it is
intended that the Council take into account the nature of the busi-
ness of different types of nonbank financial companies as well as
any existing regulatory regime applicable to different types of
nonbank financial companies; the Committee recognizes that not
all standards and requirements may be applicable universally.
With respect to the contingent capital requirement, the Council
shall conduct a study of the feasibility, benefits, costs, and struc-
ture of such a requirement and report to Congress not later than
two years after the date of enactment of this Act.

Section 116. Reports

Under this section, the Council, acting through the Office of Fi-
nancial Research, may require reports from nonbank financial com-
panies supervised by the Board of Governors pursuant to a section
113 determination and bank holding companies with total consoli-
dated assets of $50 billion or more and their subsidiaries, but must
use existing reports to the fullest extent possible.

Section 117. Treatment of certain companies that cease to be bank
holding companies

This section is intended to ensure that a bank holding company
that could pose a risk to U.S. financial stability if it experienced
material financial distress would remain supervised by the Board
of Governors and subject to the prudential standards authorized
under this title even if it sells or closes its bank. The section ap-
plies to any entity or a successor entity that (1) was a bank holding
company having total consolidated assets equal to or greater than
$50 billion as of January 1, 2010, and (2) received financial assist-
ance under or participated in the Capital Purchase Program estab-
lished under the Troubled Asset Relief Program. If such entity
ceases to be a bank holding company at any time after January 1,
2010, then the entity will be treated as a nonbank financial com-
pany supervised by the Board of Governors as if the Council had
made a determination under section 113. The entity may request
a hearing and appeal to the Council its treatment as a nonbank fi-
nancial company supervised by the Board of Governors.

Section 118. Council funding

Any expenses of the Council will be treated as expenses of, and
paid by, the Office of Financial Research. (The Council will have
only one member for which it incurs salary and benefit expenses,
the independent member having insurance expertise. All other
members of the Council, and any employees detailed to the Council,
will be paid by their respective agencies or departments.)
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Section 119. Resolution of supervisory jurisdictional disputes among
member agencies

This section authorizes a dispute resolution function for the
Council. The Council shall resolve disputes among member agen-
cies about the respective jurisdiction over a particular financial
company, activity, or product if the agencies cannot resolve the dis-
pute without the Council’s intervention. The section prescribes the
procedures for dispute resolution and makes the Council’s written
decision binding on the member agencies that are parties to the
dispute.

Section 120. Additional standards applicable to activities or prac-
tices for financial stability purposes

This section authorizes the Council to issue recommendations to
the primary financial regulatory agencies to apply new or height-
ened prudential standards and safeguards, including those enumer-
ated in section 115, for a financial activity or practice conducted by
bank holding companies or nonbank financial companies under the
agencies’ jurisdiction. The Council would make such recommenda-
tion if it determines that the conduct of the activity or practice
could create or increase the risk of significant liquidity, credi