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EXECUTIVE SUMMARY

On the one-year anniversary of the enactment of the Dodd-Frank Wall Street Reform &
Consumer Protection Act (DFA), the Financial Services Roundtable (Roundtable) hosted
a dinner with thought leaders in Washington about the impact of the DFA.

Nearly fifty leaders from the industry, federal regulatory agencies, Congress, think tanks,
and the media gathered to share their perspectives about the progress of DFA

implementation.

Several themes emerged from the discussion:

First, the DFA is accomplishing many of its stated objectives, including reducing risk
in the financial system, bringing greater transparency to financial transactions, and
consolidating consumer protection (which had been dispersed among several agencies).

Second, the DFA overreaches with the inclusion of several provisions that had nothing

to do with the crisis and which introduce new risks into the financial system.

Third, many reform opportunities were left on the table. The DFA missed
opportunities to rationalize the federal regulatory agencies and reform housing finance.

Fourth, the implementation of the DFA has complicated the regulatory landscape
because of the volume of rules mandated by the Act, the interaction of those rules, and

the overlapping authority over regulators.

Fifth, the cumulative effect of new rules is still unknown; however, there are several
strong hypotheses about how DFA will impact the economy, industry, and the availability
of credit.

Sixth, public understanding of the role of the financial services industry in the
economy is at an all time low.
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Seventh, there are many unanswered questions about the implementation and
effects of the DFA, including:

Will the rest of the world follow our lead?

What types of firms will be designated as systemically significant financial
institutions (SIFIs)?

Will the private market for mortgage securitization revive?

If Congress fails to confirm a Director for the Consumer Financial Protection

Bureau, will the Secretary of the Treasury assert the power to act?

Eighth, the DFA adds to an uncertain economic and regulatory environment that

includes:

Overall, the tenor of the attendees at the dinner was best reflected in this quote, “I am in

the mushy middle.” Reviews of the DFA could be put into three categories: some were

Deficit and debt ceiling;
Compliance requirements that restrict flexibility;
Questions about the scope of federal preemption; and,

The potential for an increase in shadow banking.

good, some were bad, and some key issues were unaddressed. Many in attendance

ascribed to all three views. Across these categories was the overlaying sentiment that the

scope of the DFA is unprecedented and its cumulative effect remains unknown.
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Original Objectives

The DFA is accomplishing many of its stated objectives, including
reducing risk in the financial system, bringing greater transparency to
financial transactions, and consolidating consumer protection.

The financial crisis demonstrated a clear need for reform. It was like the
speed limit on financial activity had been raised. Financial activity kept
going faster and faster until it hit 100 miles per hour and eventually the
system crashed. The financial system was overleveraged. There was too
much risk in the system, and changes were needed to bring the pace of
financial activity back down to 60 or 40 miles per hour.

A number of substantial changes have been made to reduce the risk in the
system. Because of the DFA (and related Basel reforms), there has been a
massive increase in the amount of capital banks are holding on their
balance sheets. There is a broader perception that some firms are not “too
big to fail” because the Federal Reserve’s ability to be the lender of last
resort for individual firms has been eliminated. The DFA gave the Federal
Deposit Insurance Corporation new authority to resolve holding
companies and other systemic firms. Furthermore, while the DFA did not
break apart the nation’s largest banks (as some had advocated), the
combination of higher capital requirements, the Durbin Amendment, the
Collins Amendment, the Volcker Rule, and new statutory limits on the
size of firms could well reduce the size of firms.

The real impact of derivatives reforms and the CFPB have yet to be seen,
although the CFPB already has been more active than many people
expected.

Additionally, the Office of Financial Research (OFR) has real potential to
facilitate data standardization and streamline data collection across

agencies.

In sum, DFA is succeeding in reducing some risks in the financial system.
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Complications

The DFA overreaches with the inclusion of several provisions that had
nothing to do with the crisis that introduce new risks into the financial
system.

Ultimately, the bill was too big. It included provisions that had nothing to
do with the crisis, such as the Volcker Rule, which limits proprietary
trading. It included provisions designed to benefit small banks that ended
up placing them at a competitive disadvantage — e.g. the Durbin
Amendment. It also included procyclical provisions that make the bad
times worse and the good times better — like the huge increases of deposit

insurance that were mandated while we are still in an economic recovery.

Also, there is such a thing as eliminating too much risk. If the new rules
governing derivatives are given an extraterritorial effect, they will severely
disadvantage U.S. banks and drive derivatives to shadow banking. The
same goes for the Volcker Rule. Additionally, if Basel liquidity standards
are implemented, they will have an enormous impact on the economy—

much more so than the capital requirements.

Reforms Not Taken

Many reform opportunities were left on the table. The DFA missed
opportunities to rationalize the federal regulatory agencies and
reform housing finance.

This was a real opportunity to consolidate agencies — the first since
Gramm-Leach-Bliley. This was the opportunity to have one regulator in
charge. If companies are integrated, regulators should be too. Instead, we
got three new agencies: the CFPB, the OFR and the Financial Stability
Oversight Council (FSOC). The CFPB is doing more than we expected.
The OFR has a lot of potential to standardize data, but is barely
functioning. FSOC is doing a lot less than expected.
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We have not Treasury is not making the FSOC a priority. Instead of

cleared the

housing market. In
fact, we’ve turned haircuts. The FSOC has too many members. If everyone is in

focusing on systemic risk, the FSOC is weighed down by
formal meetings and writing required reports — like creditor

the federal charge of systemic risk, then no one is in charge. Additionally,
government into a too many bank holding companies were classified as

giant S&L systemically important — the threshold should be $500 billion

institution. for bank holding companies, not $50 billion. The FSOC also

needs to provide clearer guidance on the standards for
designating nonbank SIFIs.

Housing finance is undoubtedly the biggest “miss” of the DFA. It’s like
we were swatting flies on the front porch while a lion was at the back
door. The fact that housing finance was not addressed in the context of
DFA may have been good thing since it is a very complex issue. Yet, one
year after the DFA, it remains unaddressed. As of today, we have not
cleared the housing market. In fact, we’ve turned the federal government
into a giant savings and loan institution. The Federal Reserve can’t keep a

low-interest rate policy forever.

Regulatory Implementation

The implementation of the DFA has complicated the regulatory
landscape because of the volume of rules mandated by the DFA, the
interaction of those rules, and the overlapping authority of regulators.

We are looking at a minimum three-year implementation for the DFA.
Currently, we are not even half-way through the implementation of the
385 rules mandated by the DFA. The sheer volume of rules in the pipeline
is staggering, and it’s only the first stage.

The collective impact of these rules is a concern; no one knows how to
measure it. It is like drug interactions. Imagine someone taking stomach
medication, and heart medication, and blood medication. Separately, these
medications may work but their combined effects may negate each other,
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or worse. Efforts to revive a private secondary mortgage market provide
an example of the overlap and potential conflict created by new rules.

The compounding impact of the DFA is critical, and no one knows how to
measure it. It is like drug interactions. Imagine someone taking stomach
medication, and heart medication, and blood medication. Their combined
effects may negate each other, or worse.

Furthermore, overlapping regulatory authority means no one regulator has
singular ownership over the rules. Each regulator is taking different
pieces. For example, the Securities and Exchange Commission and the
Commodity and Futures Trading Commission are splitting derivatives,
and the Financial Deposit Insurance Corporation and the Department of
Labor are splitting fiduciary responsibilities. Even within specific subject
areas, the regulation is piecemeal. For example, risk retention is included
in the DFA, but not government-sponsored enterprises (GSEs) Fannie Mae
and Freddie Mac.

Lastly, the DFA is only one part of a larger regulatory environment that
includes more aggressive oversight and compliance. Any analysis of the
impact of the DFA should include consideration of other regulatory and
supervisory developments, including the Basel capital and liquidity
proposals, the CARD Act, and other regulatory changes.

Cumulative Effect

The cumulative effect of new rules is still unknown; however, there
are several strong hypotheses about how the DFA will impact the
economy, industry, and the availability of credit.

We don’t know the cumulative effect of the changes made by the DFA.
Proponents of the Act are not particularly bothered by this “as long as it
prevents the next crisis.” On the other hand, many in the financial services

are concerned that “it’s crushing the economy and banks.” It does appear,
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however, that the road we are on—*“Some is good, more is better”— can
have significant negative consequences for economic growth and jobs.
With unemployment at 9.2% and our nation facing the threat of default,

we need to take economic impact seriously.

There’s no good science on what the actual impact of DFA will be — the
think tanks don’t know; federal regulators don’t know. Yet, the DFA’s
bias in favor of safety over risk is likely to have some negative drag on the
economy.

The CARD ACT may be illustrative. That Act reduced the number of
consumers who could get credit cards by 15%. The DFA likely will cause
a massive reduction in the amount of mortgage credit available for

consumers.

The current road we are on —“Some is good, more is
better "— can have significant negative consequences
for economic growth and jobs.

We can expect changes in the industry. There is a huge pressure on bank
earnings and the one way to ease that pressure is through consolidation.
The DFA will raise compliance costs for smaller institutions that don’t
have the economies of scale to deal with those costs. Thus, we could see
some consolidation among smaller firms. There may be fewer mergers
among large firms given the provisions in the DFA that discourage size.
Also, current account rules are a disincentive to mergers. If FASB
permitted firms to account for mergers under a “pooling” method, we

would see many more mergers and acquisitions.

Markets can adapt to new rules and have proven their experience in doing
so in the past. Yet, when compliance costs reach 30% of total operating
costs, as they have at some institutions, we have a problem.
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Industry Reputation

Public understanding of the role of the financial services industry in

the economy is at an all time low.

The financial crisis generated an anger toward financial institutions that

has yet to abate. At the same time, there is a general lack of understanding

about the role of the financial services industry in economic growth and

job creation.

Regulating toward
“big is bad” ignores
and negates the
advantages of size for
institutions and
consumers.

elsewhere.

Many people, including policymakers, don’t understand the
importance of large institutions. Regulating toward “big is
bad” ignores and negates the advantages of size for institutions
and consumers. Size creates opportunities for synergies. It
means that large firms can meet the various financial needs of
large, multinational companies. Small banks cannot meet these
needs. Without big banks in the U.S., business will go

The industry needs to tell its story. Companies need to explain their role in

economic development, and the potential for the DFA to diminish that

role.

Unanswered Questions

There are

many unanswered questions about the implementation and

effects of the DFA, including:

e Will increases in capital significantly impact economic growth?

It is true that many firms were insufficiently capitalized prior to
the financial crisis. However, capital levels have increased
significantly since the crisis. Moreover, no one knows the
impact of even higher — we’ve never urged institutions to

increase capital this much. It is quite possible that some banks
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will have to shrink to meet requirements, and we should not
expect other institutions to automatically fill the credit needs
created by such a development.

e If Congress fails to confirm a Director for the CFPB, will the
Secretary of the Treasury assert the power to act?

e Will the CFPB become an enforcement agency or a supervisory
agency?

e Early indications are CFPB will be an enforcement agency.

e Will there be a credible, orderly resolution process for systemically
significant companies? Will it be perceived as being credible? Will
living will provisions be a backdoor method to force financial

firms to restructure?

e How many firms, and what types of firms, will be designated as
SIFIs?

e Will the private market for mortgage securitization revive?

e Will the Volcker rule require firms to implement new compliance
systems?

- It is likely that the systems used to monitor compliance with
the Volcker rule will be as extensive, if not more so, than the
systems needed to comply with anti-money laundering laws.

e Will the rest of the world follow our lead on derivatives or will the
rules apply only to U.S. firms?
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Biggest Fears

The DFA adds to an uncertain economic and regulatory environment

that includes:

The fear that we could face as much as 10 to 15 years of regulatory
uncertainty;

The fear that SIFI designations will not be based upon transparent
criteria

The fear of uncontrolled budget deficits, debt default and ratings

downgrades;

The fear of compliance requirements that constrain flexibility;

The fear that firms will not know their compliance obligations until
they are penalized for violating them;

The fear of changes in the regulation of money market funds that
could undermine the value of these funds for investors;

The fear of international retaliation on U.S. firms based upon

overly restrictive U.S. regulation; and,

The fear that regulated firms will experience a decline in business

as transactions move to unregulated markets.
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Conclusion

One year after enactment, the Dodd-Frank Wall Street Reform and
Consumer Protection Act has helped to reduce excessive risk-taking in the
financial services industry. At the same time, the staggering number of
new regulations mandated by the DFA has created significant uncertainty
and could have negative consequences for economic growth and job
creation. It is, however, the early days and the precise impact of the new

law may not be known for several years.

In the wake of the financial crisis, public understanding of the role the
financial services industry performs in the economy is at an all-time low.
Industry leaders need to speak out and explain the contributions of
financial firms to economic growth, including the importance of large

firms.

In sum, there are still a lot of unanswered questions and fears about the
DFA and its impact. Therefore, regulators, industry leaders and consumers
need to periodically assess the goals of the DFA and the real effects it has
on the U.S. economy.

For more information about this report or the Roundtable’s regulatory
reform efforts, please contact Abby McCloskey, Director of Research, at
Abby@fsround.org.
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