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1

Introduction'

This paper focuses on the legislative reactions of the USA, the UK and Australia in the
aftermath of the global financial crisis of 2007/2008. Because of the complexity of the
issues dealt with this paper is split into two parts. After an introduction to the main
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reasons which were identified to have ultimately led to the global financial crisis the
legislative responses of each country are being analysed. This is done by way of the
description of the effects of the global financial crisis to each country followed by the
immediate governmental reactions. Afterwards the legislative responses of the specific
country are presented and finally evaluated in the light of the reasons which lead to the
global financial crisis as well as of the aim and objective of each legislative act.

This first part of the paper contains the overall introduction to the research topic and
the description and evaluation of the legislative responses to the global financial crisis of
the USA.

The global financial crisis which started in 2007 in the USA has been described as the
worst financial crisis for the global economy since the great depression.” A multiplicity of
reasons, very often interconnected to each other, which led ultimately to this crisis has
been identified by many scholars.’

The first reason for this financial crisis which has been identified by different scholars
was a lax and inappropriate monetary policy, especially in the USA.* The US Federal
Reserve Board lowered the interest rates repeatedly in the forefront of the eruption of the
global financial crisis. Between June of 2007 and October of 2009 the ‘federal funds’ rate
was lowered from 5.25 % to 1.00 %.> Such low reference interest rates led to a situation
in which consumers as well as financial institutions gained cheap access to loans
respectively bonded capital. Inter alia this led to a higher amount of consumer debt. In the
USA the household debt rose from 77% of the annual disposable personal income in
1990 to 127 % in 2008.°

In this context the US housing bubble has to be mentioned. This has been identified
as another reason for the breakout of the global financial crisis. A lot of houses in the
USA were financed by consumers by debt. Especially such consumers started to buy
houses by way of credit financing which were not entitled to such credits before,
especially because they did not qualify for Fannie Mae or Freddie Mac programmes.
Loans and mortgages for consumers with such a subprime credit rating were issued
oftentimes because there started to be an oversupply of houses in the USA boosted by the
belief that house prices in the US would simply increase which should be reduced by
that.” However, a lot of consumers with a subprime credit rating could not cover the costs
for their loans and mortgages and defaulted. Consequently, banks tried to resell these
houses which in turn led to an increase of excessive supply of houses. In October 2008
the average house price had fallen 20 % from its peak in 2006.® This situation started to
become a major problem for the financial system because of the foregoing behaviour of
financial institutions.

This leads to a third reason for the breakout of the global financial crisis which is
highly interconnected to the second one. In order to hedge default risks of subprime
mortgages the usage of complex financial products, especially by way of securitisation,
became more and more popular among financial institutions.” To understand how that
contributed to the Global Financial Crisis the procedure has to be analysed more in depth.
Securitisation is the pooling and repackaging of cash-flow-producing, but generally
illiquid, financial assets.'” Financial institutions bundled mortgages, securitised them and
made them tradable as so called mortgages-backed securities (MBS). More in detail,
mortgages were pooled and afterwards separated into tranches with different levels of
risk and in turn different levels of yield. The securitised tranches were rated by credit
rating agencies, the lower yield securities with an AAA rating.'' This established the
possibility for institutional investors such as insurance companies or pension funds to buy
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such MBSs which again led to a far reaching circulation of these securities. Warren
Buffet called such financial products, which are also derivatives, financial weapons of
mass destruction'? and to stay in this metaphor, the aforementioned procedure furthered
the proliferation of these products. This did not only apply for US financial institutions.
Financial institutions of all kinds from all over the world acted in this market. A further
step in this chain of securitisation was that different tranches of MBSs were bundled
again and structured as collateralised debt obligation (CDO). Again, these securities were
rated by credit rating agencies, inter alia as well with the AAA rating." In this stage there
was already the risk of a great spread between the rating of the securities and the value of
the underlying asset. To assure a high rating for CDOs the issuers additionally bought
credit default swaps (CDS), a product which enabled the issuer to receive an AAA rating
for a derivative despite the fact that the underlying asset might not be sufficient for such
an excellent rating, because the default risk is transferred through an agreed payment to
the other party. Such swaps were very often traded over-the-counter (OTC) directly
between the parties and therefore off the regulated stock exchange. The underlying risk
was no longer determined through due diligence of the underlying asset but by way of
applying complex mathematical quantitative analysis. Eventually, the market of CDS
exceeded the total value of the global corporate debt.'* Moreover, since commercial
banks had to meet certain capital requirements, they started to invest in the above
described securities via structured investment vehicles (SIV) or off-balance sheet special
purpose vehicles.”” This shadow banking system was not properly monitored by the
prudential regulation system. Reverting to the aforementioned monetary policy, a lot of
trades with such derivatives as described were debt financed, which lead to an enormous
debt-to equity ratio, meaning a high level of leverage, among financial institutions.'®

These issues concerning complex financial products and a high level of consumer and
corporate leverage lead to a fourth reason for the Global Financial Crisis, a relatively lax
regulation of financial markets, especially in the USA. The oversight system in the USA
was very complex without a single regulator.'” On the contrary, the USA in the pre-crisis
stadium was a multi-regulator in the sense that many regulatory bodies were in charge for
different aspects of the financial services industry, such as the Federal Reserve (FED),
the Office Comptroller of Currency (OCC), the Federal Deposit Insurance Corporation
(FDIC) and the Office of Thrift Supervision (OTS). This multi-regulator system was
obviously inadequate to detect first indications for the financial crisis. However, the
single regulator approach of the UK was also inadequate in its reaction to the global
financial crisis. Thus, it need to be ascertained that regulatory structures failed to exercise
as micro-prudential supervision as well as macro-prudential supervision by not detecting
the systemic risk in the forefront of the global financial crisis."®

Reasons for this shortcoming were fragmented regulatory structures and legal
constraints on information sharing on the one hand and on the other hand the failing of
the regulation system as such to keep pace with the increased importance of the above
described shadow banking system, the complex derivatives and the off-balance sheet
trading."” This legislative surrounding encouraged market actors to take even higher
risks.”® A very famous example for the authorities’ shortcomings in this regard was the
long-term inability to recognise and shut down the Ponzi-Scheme of Bernard Madoff.*!
In other words, the system of self-regulation as well as the theories of risk management
and transparency failed.”

There could be named many more factors which eventually led to the financial crisis,
probably highly interconnected, such as the too-big-to-fail doctrine, a lack of sound
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corporate governance but also human characteristics like greed and euphoria. Especially
the too-big-to-fail doctrine has been criticised as a further driving factor for the crisis.
The too-big-to-fail doctrine can be characterised as the ability of companies to use
corporate size to privatise profits and socialise costs via bailouts financed by capital of
the public household.”” With the creation of huge companies through mergers and
acquisitions the financial service industry became increasingly concentrated. It is said
that this doctrine set misleading incentives for market participants by proclaiming the
belief that some institutions were simply too big to fail and in turn had to be saved no
matter what they acted like before.** The probably most famous example for this doctrine
was the bail-out of AIG, despite the fact US authorities wanted to show with the
precedent Lehmann Brothers bankruptcy and the omission of cash injections that
financial institutions would have to help themselves in the event of a self-inflicted
distress.

To sum up, there are various different reasons which are all interconnected and led
probably jointly to the global financial crisis. However, the culprits for the different
reasons are somehow different ones. For the lax monetary policy, regulatory and
supervisory failures as well as the too-big-to-fail doctrine and distorted incentives
authorities like governments, regulators and central bankers would be to blame. Market
participants would be the culprits for reasons such as the excesses of securitisation, the
growing shadow banking system, the dangerous level of corporate leverage, corporate
governance failures and the spread of greed and euphoria.*

The intermediate aim of this dissertation is to evaluate whether the legislative
responses of the USA, the UK and Australia to the global financial crisis were sufficient
to end or at least mitigate the aforementioned causes for the financial crisis. The USA
were chosen as a reference country because the global financial crisis emanated from that
country and spread over the worldwide economy. The UK was picked as a reference
country because of its position as a common law country within the European Union and
because of the importance of its financial services industry for Europe and the world.
Australia was chosen as a reference country because of its importance as a major
economy within the global economy as a common law country, its specific geographic
position relatively far away from the USA and the UK and finally because of the effect
the global financial crisis had on its economy which is dealt with later on in this
dissertation more in detail.

The overall aim of this dissertation is to evaluate whether legislation is able to prevent
crises in the future and if so, how and if not, what is the potential of the current legislative
movement.

The aims of this dissertation are reached by applying the black-letter methodology as
well as by using the comparative approach as a method to gain to the final insight of the
overall research question.

In the next chapters of this dissertation the effect of the global financial crisis to the
three reference countries is shortly analysed at first. Afterwards the immediate legislative
reactions and finally, if applicable, the final legislative responses to the Global Financial
Crisis are being evaluated.

In the third chapter of this dissertation the legislative responses of the reference
countries are compared, especially in the light of the question, whether and how
regulation can prevent crises in the future.

The last chapter contains a summing up conclusion of the findings.
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2 Legislative responses

In the following chapters, the legislative reactions of the USA shall be evaluated
especially in the light of the question whether regulation can ever stop financial crises.

2.1 US4

2.1.1 Impact of the global financial crisis

The global financial crisis led to the worst recession of the US economy since the Great
Depression. The US GDP broke in by over 5% in relation to the pre-recession peak. Only
in the last quarter of 2008 the US economy tumbled around 8.9%.*° The total household
loss amounted to 19.2 trillion dollars, 8.8 million jobs got lost.”’

2.1.2 Immediate governmental reactions

In July 2008 the Federal Reserve Board authorised the Federal Reserve Bank of New
York to lend to Fanny Mae and Freddy Mac which should initially signalise the
government’s support of these two agencies. A few weeks later Fannie Mae and Freddy
Mac were put under governmental conservatorship.”® In September of 2008 the United
States authorities decided to bail-out AIG despite of the foregoing signal of the
bankruptcy of Lehmann Brothers, because of its systemically importance. In October of
2008 the US authorities established the Troubled Asset Relief Programme (TARP) with
the assent of the Congress. With this programme the Congress authorised to buy troubled
assets with an aggregate value of 700 billion dollars.” With the American Recovery and
Reinvestment Act 2009 the federal government made additional 787 billion dollars
available for the recovery of the US economy.*’

2.1.3 Dodd-Frank Act 2010

The Dodd-Frank Wall Street Reform and Consumer Protection Act 2010 (Dodd-Frank
Act) was signed into law on 21st July 2010 by Barack Obama.

It is named after the congressmen Chris Dodd and Barney Frank and it contains 845
pages, 16 titles and 1601 sections.’’ The Dodd Frank Act 2010 was described as a major
overhaul of the US financial system regulation and the most fundamental set of
regulatory reforms in this area since the New Deal.*> According to the preamble of the
Dodd-Frank Act 2010 the overall objective of the Act is

“to promote the financial stability of the United States by improving
accountability and transparency in the financial system, to end “too big to fail”,
to protect American taxpayers by ending bailouts, to protect consumers from
abusive financial services practice, and for other purposes.”33

The provisions of the Act have to be analysed in the light of the objective laid down in
the preamble as well as in the light of the overall aim of the dissertation, if the regulatory
reforms of the Dodd-Frank Act are capable to prevent future crises.

In the following part of the dissertation the provisions of the Dodd-Frank Act are
described related to their appearance within the text of the Act on a first level followed by
an analysis and evaluation of these provisions in order to filter out the usefulness for
preventing future crises on a second level.
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2.1.3.1 Financial stability

The first title of the Dodd-Frank Act comprises the establishment of the Financial
Stability Oversight Council (FSOC), the Office of Financial Research (OFR), as well as
the introduction of the so called ‘Kanjorski Amendment’ and the ‘Collins Amendment’.

Primarily in order to improve the coordination of regulators of the financial services
the multi-agency FSOC was created in Sec. 111 of the Dodd-Frank Act and is led by
Treasury. The purpose and duties of the FSOC are laid down in Sec. 112 of the
Dodd-Frank Act. The FSOC is in the specific charge to identify and regulate systemic
risks and gaps in regulation by monitoring the whole US financial sector and thus to
prevent threats for the financial stability of the USA as well as to respond to emerging
threats. According to Sec.113 of the Dodd-Frank Act the FSOC has the power to identify
and qualify systemically important financial institutions (SIFIs) ,which applies also for
BHCs, that would be subject to regulatory oversight by the FED** and thus in turn to
promote market discipline by eliminating the expectations of being bailed out.”

With Sec. 151ff of the Dodd-Frank Act the OFR was created as a support for the
FSOC in order to improve the quality of financial data available to the government and to
perform more sophisticated analysis of the financial market. It was stated that the OFR,
for the first time, brings together a strong group of economists outside the FED for the
primary purpose of studying, modelling and warning against systemic risks. No
governmental or private unit has had the primary explicit mission of identifying systemic
events that could harm the US economy.*

The Kanjorski Amendment is codified in Sec. 121 of the Dodd-Frank Act and
provides the Federal Reserve Board with the potential authority to require bank holding
companies (BHCs) or non-bank SIFIs to divest high-risk operations.’” The Federal Board
may exercises this authority if the BHC or the non-bank SIFI poses a grave threat to the
financial stability of the USA and if the proposed action is approved by at least two-thirds
of the FSOC’s voting. Apart from that the exercise of the divestiture authority is
composed as a power of last resort, meaning that less dramatic measures have to be taken
in advance to mitigate threats.*®

The Collins Amendment is codified in Sec. 171 of the Dodd-Frank Act and outlines
risk-based capital and leverage standards which can be compared to the Basel capital
requirements. However, the detailed requirements are subject for further studies.

2.1.3.2  Orderly liquidation authority

The second title beginning with Sec. 200 of the Dodd-Frank Act comprises the
establishment of an Orderly Liquidation Authority (OLA). The OLA serves as a last
resort to mitigate economic fallout if a systemically important financial institution fails.*
The OLA facilitates an alternative to the choice between bankruptcy of a SIFI which
might cause disruption of the financial market and the economy and a bailout of such an
institution which would expose the taxpayers to enormous liabilities and which would
undermine the market discipline.*” Within the regime of the OLA firms that appear
endangered to default may be place into FDIC receivership, but only if the requirements
of a vote at least 2/3 of the members of the Federal Reserve Board of Governors, 2/3 of
the members of the board of the board of directors of the FDIC and a written
recommendation of the Treasury Secretary in consultation with the President are met.
According to Sec. 210 of the Dodd-Frank Act the FDIC thereafter has full managerial
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power and succeeds by operation of law to all powers of the stockholders, officers and
directors. Hence, the FDIC controls all aspects of the respective company including
decisions whether to liquidate or sell the company or parts of the company. The FDIC has
the authority to make loans to guarantee assets or obligations or to directly purchase
assets of any financial institution put into FDIC receivership.*’

2.1.3.3  ‘Transfer of powers’

The third title beginning with sec.300 of the Dodd-Frank Act encounters the issue of

‘streamlining of regulators’. In particular, it is laid down that the OTS is merged to the
OCC.

2.1.3.4 Regulation of hedge funds, insurance companies and BHCs

Titles four to six of the Dodd-Frank Act contain reforms of the regulation of hedge funds,
insurance companies and BHCs. Of particular importance are the so called ‘Volcker
Rule’ and the ‘Lincoln Amendment’. Both rules are said to seek to limit the
interconnectedness of financial institutions rather than the size or risky capital.**

The Volcker Rule is codified in Sec. 619 of the Dodd-Frank Act and was described as
reinstating a limited form of the Glass-Steagall Act 1933.* In this connection it has to be
mentioned that the Glass-Steagall Act 1933 established the separation of commercial
bank and securities businesses in the form of deposit-taking and lending and underwriting
securities respectively in the USA. This Act attempted to avoid concentration within the
financial system by removing the universal banking model in the light of the foregoing
Great Depression.** The Glass-Steagall Act 1933 was partially repealed by the
Gramm-Leach-Bliley Act 1999 insofar as that the growth of financial conglomerates was
encouraged in order to enhance the efficiency of the US financial sector without allowing
the introduction of the universal bank model.*” The Volcker rule prohibits banks from
engaging in proprietary trading, which is trading on its own behalf and not on a
customer’s, or acquiring or relating an interest in a hedge fund or private equity fund.
Non-bank financial institutions, certain financial instruments and risk-mitigating hedging
activities are excluded from the application area of this rule. In any event, banks are
allowed to invest up to 3% of their first tier capital in proprietary trading.*®

The Lincoln Amendment is codified in Sec. 716 of the Dodd-Frank Act. This rule,
which was called ‘push-Out rule’ prohibits federal assistance to any bank which is
operating as a swap dealer.*’ Consequently, banks are generally prohibited from using
derivatives. However, FDIC insured banks are allowed to act as a swap dealer with
regard to risk mitigating activities which are directly related to bank’s activities, to swaps
involving interest rates, currency rates or other reference assets that are permissible for
investment by a national bank including gold and silver as the only types of commodities
and to CDSs which are cleared according to the Dodd-Frank Act.** The prohibition is
going to be effective at the latest by July 21st 2015 due to transfer periods.*’

2.1.3.5 Wall Street transparency and accountability, clearing

Title seven beginning with Sec. 700 of the Dodd-Frank Act addresses the reform of OTC
trade of derivatives, especially of swaps. This is done in order to close regulatory gaps
respective such complex financial products. Sec. 723 of the Dodd-Frank Act mandates
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that derivatives need to be cleared and exchange traded. There was a one year period for
promulgating a process by which determinations are made for which derivatives must be
cleared and which ones may remain within the OTC trade. Each swap, any group,
category, type or class of swaps make a determination as to whether the swap or group,
category, type or class of swaps should be required to be cleared. Among others, factors
like the liquidity for the given type of derivative, pricing data or the effect on systemic
risk are to be born for this determination. However, if no facility wants a specific type of
derivative to be cleared then clearing is not necessary.’’ Standardised swaps will likely
need to be cleared; yet customised swaps would not and only be subject to capital and
margin requirements. Furthermore non-financial entities which are using swaps to
mitigate commercial risks are excluded from the rule to notify the Commodity Futures
Trading Commission (CFTC) of how the counterparty intends to meet its financial
obligations.”

2.1.3.6 Establishment of the Bureau of Consumer Financial Protection

Title ten beginning with Sec. 1001 of the Dodd-Frank Act contains the establishment of
the Bureau of Consumer Financial Protection (CFPB). The establishment of the CFPB
happens for the purpose of ensuring that all consumers have access to markets for
consumer financial products and services and those markets for consumer financial
products and services are fair, transparent and competitive.”> The CFPB will work under
the auspice of the Federal Reserve, its decisions can be set aside by the FSOC and it is
not authorised to impose a usury limit. The CFPB shall address unfair practices in the
sense of cost-benefit analysis focused on the overall economic efficiency of the product.”
The Bureau itself is not subject to a formal cost-benefit analysis.* Within the
Dodd-Frank Act there is no further emphasis on the improvement of financial literacy of
consumers except for Sec. 1021 which requires the CFPB to conduct financial education
programmes and to promulgate regulations prohibiting abusive and predatory loans.”
Issues as mutual fund advertising, financial planners and financial designations, the
threshold for accredited investors, credit scores and person to person lending are subject
to further studies.>®

2.1.3.7 Mortgages reform and Anti-Predatory Lending Act

Title 14 beginning with Sec. 1400 of the Dodd-Frank Act contains rules against predatory
lending which are codified in order to stem against this former practice and to reduce the
prospect of exploitative debt generally. In particular shall according to Sec. 1403 no
person pay a mortgage originator compensation that varies based on the terms of the loan;
according to Sec. 1411 mortgages lenders are required to make a good faith
determination that a mortgage loan can be repaid. Sec. 1413 permits the victim of a loan
which does not comply with the new statues to raise a violation of Sec. 1411 as a defence
even if the loan is subsequently assigned.’’

2.1.4 Evaluation

The new provisions of the Dodd-Frank Act 2010 need to be analysed in the light of the
overall research question of the dissertation whether regulation can stop financial crises.
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This has to be done by way of critically comparing the causes of the crisis to the
responses which the US legislator gave.

The first identified reason for the breakout of the global financial crisis, the lax
monetary policy, is not addressed by the Dodd-Frank Act because the federal fund rate is
determined by the FED considering the economic situation. Rather, the federal funds rate
amounts at 0 to 0.25% in 2012 and Mr. Bernanke, the FED’s chairman, stated that this
will not change until 2014.°® This happens in order to stimulate the growth of the US
economy. Thus, there is still plenty of relatively cheap money available at the financial
market. This is one reason why it is argued that debt continues to be a threat for the
stability of the financial system. The level of debt is stated to be even higher than at the
beginning of the global financial crisis which is said to fund higher consumption in the
USA that in turn furthers the developments of new bubbles.”

The next reason which was identified to have contributed to the global financial crisis
was the issue around the US housing bubble, whereas this was a twofold reason:
respective the part of financial institutions and respective the consumers’ part.

What has to be analysed firstly is whether the acting of financial institutions before
and during the global financial crisis was encountered by the Dodd-Frank Act.

As described above the Dodd-Frank Act addresses among others the OTC trading
with complex financial products, i.e., derivative, especially swaps, determining that they
need to be cleared and exchange traded.

It was argued that these new requirements may be the biggest improvements which
the Act contains. Since the fear of a chain reaction by unravelling bilateral OTC positions
of major financial institutions was, among others, leading during the financial crisis, the
clearing requirement would considerably reduce the need for public assistance in the
future.® However, it was brought forward that only standardised swaps will be subject to
the requirement of clearing and thus customised swaps will only subject to capital and
margin requirements.®’ As a result this might lead to a temptation to make contracts
appear customised and therefore the ‘exception threatens to swallow the rule’.®”
Furthermore it is brought forward, bearing in mind a further reason for the financial
crisis, the too-big-to-fail doctrine, that the clearinghouses might become too-big-to-fail
themselves because if they failed the banks would face enormous losses. This might be
the case to the extent that large banks would be the most influential members of the new
derivatives exchanges. Consequently, rather than mitigating risk through clearing the
Dodd-Frank Act may help the large banks to gain even more influence.”’ Though, it was
also stated that the too-big-to-fail risk for clearinghouses would be controllable to a large
extent through self-protective measures taken by clearinghouses supplemented by FED
oversight.®* In any event, the potential risk related to clearinghouses must not be
underestimated; anyway the Dodd-Frank Act does not fully solve the risks related to the
OTC trade of derivatives.

Apart from that it was stated that the Act, despite of the introduction of the new
requirements, fails to encounter the critical policy issues in this area: that is, how much
risk in derivatives markets is too much for the public to bear and what can be done to
prevent excessive risk in the first place. It was brought forward that the Act would rely in
this respect to a deeply rooted principle of limited and indirect government regulation and
thus it would be missed out to eliminate or at least control ultimate sources of potential
instability for the financial system.®’

A further main point of criticism is that the Dodd-Frank Act leaves the ‘shadow
banking’ system unregulated.®® Especially the procedure of securitisation and the trading
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off the balance sheets and thus away from regulatory and investor scrutiny is not being
addressed sufficiently.”” A group of regulators is asked to issue regulations on risk
retention and disclosure; however, e.g. qualified residential mortgages are exempted from
risk retention requirements. Thus it is argued that the securitisation market is unlikely to
be reformed by such regulations.®®

It can be summarised that the Dodd-Frank Act addressed the issue of OTC trading of
derivatives but at the same time created new potential risks for the financial stability.
After all, the inherent danger of complex structured financial products was not addressed
neither was the issue of ‘shadow banking’

Secondly, it has to be analysed whether the consumer part of the ‘housing bubble’
issue has been sufficiently addressed by the Dodd-Frank Act; in other words, was the
subprime mortgages issue resolved and was consumer protection improved?

The Act defers several important points as discussed above to further studies. In
particular financial literacy among investors, thresholds for accredited investors or credit
scores are not addressed directly.”” However, the most remarkable change in consumer
protection is the establishment of the CFPB. It was brought forward that the work of the
CFPB might me thwarted by being under the auspice of the FED because the FED’s
primary focus is not consumer protection. Furthermore it was argued, that the capacity of
the CFPB might me suffering because its decisions can bet set aside by the FSOC and it
is not authorised to impose a usury limit. Finally it was criticised that the authority given
to the CFPB to address ‘unfair’ practices does not emphasise the consumer protection but
on the basis of a cost-benefit analysis the overall economic efficiency.” This in turn was
evaluated as the subordination of consumer protection to the goal of economic
efficiency.”’ Nevertheless, the CFPB was estimated to be more effective than prior
regulators in addressing issues in the consumer credit market.”” The fact that the CFPB
itself will not be subject to a formal cost-benefit analysis is deemed to be common since
most financial regulation in the USA was not subject to such an analysis before the
Dodd-Frank Act.” Furthermore it was stated on the contrary to the aforementioned, that
the CFPB will be quite independent, because despite the fact that it will be housed within
the FED it will be largely insulated by the Federal Reserve Board of Governors. Apart
from that the CFPB is entitled to appropriations of the FED’s annual budget, the director
of the bureau is appointed by the President and confirmed by the Senate for five years
with significant job protections, and the rulemaking of the CFPB is not subject to review
by the White House’s Office of Information and Regulatory Affairs.”* Finally, the
decisions of the CFPB can only be set aside by the FSOC under specific conditions
relating to the ‘safety and soundness of the US banking system’ or ‘the stability of the
financial system’.”

One can conclude that the establishment of the CFPB is a milestone for consumer
financial protection and it seems probable that the bureau will be able to work relatively
independent since the possibilities for exerting influence are very limited.

Finally, consumers are to be better protected from subprime mortgages by the reforms
of title ten of the Dodd-Frank Act. It was concluded, that these provisions well reflect the
Congressional determination to curtail the abusive and predatory lending which lead to
the bust of the ‘housing bubble’. Consequently, consumer lending will probably not be
the starting point for future credit crises because the Dodd-Frank Act is said to abolish all
but “plain vanilla’ mortgages.”®

Summing up, the Dodd-Frank Act addressed quite well the issue of consumer
protection, in particular by stemming predatory lending. Whether the CFPB will be
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successful and whether the structure will exert influence on its work remains to be seen
but seems unlikely though.

The next reason which has been identified to have contributed to the financial crisis
was the lack of regulation. As described above, the OTS was merged to the OCC as an
act of streamlining regulators.”” However, new authorities like the FSOC, OFR and the
CFPB were established. The FSOC and the OFR were deemed to improve coordination
but it was stated that their establishment could be problematic.”® At first, the
implementation of a multi-agency like the FSOC was described to be difficult, secondly,
the FSOC will be led by Treasury and OFR will be housed within treasury whereas the
OFR is not mandated to reveal its findings to the public.” FSOC and OFR are therefore
evaluated to enhance the Treasury’s power which is stated to be at least questionable
because Treasury is neither an independent agency nor does it face judicial and
legislative scrutiny as most other agencies do.** Apart from these administrative law
specific concerns, it was stated that the Dodd-Frank Act falls short in terms of
streamlining the regulatory landscape in the USA.*' Despite the fact that the OTS is
eliminated, it was brought forward that on the one hand conflicts on jurisdictional
competence, especially between the CFTC and the SEC as well as between the FDIC and
the OCC would remain and on the other hand there exist more regulators after the
Dodd-Frank Act than before.*> This regulatory situation was criticised as being worse
than before the Act.* There is no further attempt within the Dodd-Frank Act to
consolidate the existing regulatory structure.** Summing up, there is no evidence for a
move towards a unified regulatory system to reduce gaps in the regulatory system so that
there rests the risk of regulatory arbitrage, meaning the possibility for institutions to
capitalise the plurality of regulators.*

Summing up, the regulatory landscape was not streamlined by the Dodd-Frank Act
and that existing regulatory gaps may be closed by the activity of the FSOC and the OFR
is highly doubtful so that bottom line the lack of regulation was not improved by the
establishment of the FSOC and the elimination of the OTS.

Finally it has to be analysed whether the Dodd-Frank Act encountered and solved the
above described too-big-to-fail issue. The Dodd-Frank Act addresses the too-big-to-fail
issue especially by the Kanjorski Amendment, the Collins Amendment, the Volcker Rule,
the Lincoln Amendment and the establishment of the OLA.

It was argued that the Dodd-Frank Act would not set forth a comprehensive plan for
controlling the size or complexity of large financial institutions, especially questions like
concentration limits and the effect of size and complexity of financial institutions were
deferred for further studies.*® In particular, the Kanjorski Amendment, which enables the
FRB with the potential authority to require banks, BHCs and SIFIs to divest high risk
operation is deemed to be unlikely to ever apply because of the strict procedural
requirements.®” Furthermore the Collins Amendment which introduced capital standards
is said to be of little use because it does not contain concrete parameters for minimum
capital requirements on the one hand.*® On the other hand the supervisory tool of
capital-based regulation was repeatedly unsuccessful in preventing financial crises,
especially regarding the banking and thrift crises of the 1980s as well as the global
financial crisis.”

The Volcker rule was criticised for containing too many exceptions, e.g.,
risk-mitigating hedging activities, certain financial instruments and basically non-bank
financial institutions. Furthermore was ‘proprietary’ identified as a too loose term of art
and eventually the permission for banks to invest up to 3% of their first tier capital in
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proprietary trading was considered to be too high.”” The Volcker Rule was also contested
from a different angle, namely that the removing of proprietary trading from banks might
be a good idea in theory, yet in practice this would present problems to the financial
system, especially with regard to making financial products available to customers or to
provide liquidity to the financial system.”’ Thus the Volcker Rule would risk inhibiting
the competitiveness of the USA in the global financial markets and the bank’s ability for
innovation.”

The Lincoln-Amendment was criticised for containing too many loopholes.”® The
exception for risk mitigating and bank related activities as well as for the above described
derivatives would include 80% of the derivative market.”* Apart from that, the transfer
periods were reviewed as being too long since banks may continue to trade derivatives
for at least four years from the enactment of the Dodd-Frank Act on.”” Finally it was
criticised that banks may circumvent the Lincoln Amendment by trading derivatives
through affiliates in accordance to the FED provisions.” The Volcker Rule as well as the
Lincoln Amendment were further criticised for falling short in offering new and
potentially more effective solutions to the main issue of regulating complex risk-
generating activities of financial conglomerates, in terms of limiting upfront the overall
level of risk inherent in the system.””’

Concerning the establishment of the OLA the Dodd-Frank Act was criticised for a
bad refinance structure because it does not require SIFIs to pre-fund the Orderly
liquidation fund (OLF) which will cover the costs for a SIFI in trouble. Instead, the OLF
will have to borrow the necessary funds from Treasury, meaning from the public
household.” Furthermore it was argued that the Dodd-Frank Act creates with the OLA a
parallel bankruptcy regime to Chapter 11 of the Bankruptcy Code.” This was described
as being problematic because it is not only cloudy stated to which financial entities the
OLA will apply but by developing a new system instead of integrating an OLF to the
Bankruptcy Code the prior issue is simply put in a new place.'” Therefore it was
analysed that the OLA would not preclude future bailouts according to the too-big-to-fail
doctrine and the Dodd-Frank Act in total would do little to prevent or even mitigate the
too-big-to-fail problem. "’

To sum up, the issue of too-big-to-fail entities has not efficiently been solved by the
Dodd-Frank Act in all details. The Kanjorski Amendment seems unlikely to be applied
because of procedural barriers; the capital requirements of the Collins Amendment seem
to make sense and are probably suitable to minimise excessive debt-to-equity ratios.
However, the shortcoming lies in the deferral of essential parameters which limits the ad
hoc efficiency of the Amendment. The Volcker Rule is despite the critique a considerable
first step in order to limit proprietary trading of banks, especially of commercial banks,
which was one driving factor for the amount of depreciation before and during the Global
Financial Crisis. For the day-to-day banking business as well as for innovation for
customers certain swaps are excluded from the applicability of the rule. What stays
problematic is the 3% safe haven for proprietary trading because this can be a high
amount in the light of financial institutions with growing balance sheets totals. The
Lincoln Amendment seems to be a good idea as a negative incentive for banks, however,
the efficiency is doubtful because of the exceptions, the long transfer periods and the
loophole for the trading through affiliates. The OLA will make it probably easier to
contain future collapses of financial institutions by liquidating them in a smoother way
than Lehmann Brothers; however, the funding of the OLF trough the public household
instead of pre-funding by financial institutions does not shift the final bill to the financial
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industry and therefore offers not enough protection for US taxpayers, one objective of the
Dodd-Frank Act.

To sum up, the Dodd-Frank Act does not end the too-big-to-fail problem, but it is a
first step into the right direction.
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