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INTRODUCTION

T he Case Against Dodd–Frank: How the “Consumer Protection” Law Endangers Americans grew from a shared con-
cern among the contributing authors about the direction that financial regulation in this country has taken since the 

2007–2009 financial crisis, specifically due to the regulations of the 2010 Dodd–Frank Wall Street Reform and Consumer 
Protection Act. Rather than dealing with the causes of the crisis, Dodd–Frank exacerbated and compounded the economy’s 
existing ills. The resulting financial regulatory framework has restrained the economy’s recovery, introduced even more 
moral hazard, and expanded the number of firms that are too big to fail. The contributors to this volume have used their 
knowledge of the financial sectors covered by Dodd–Frank to explain problems the act creates, and to propose solutions 
to them. The contributors have combined their work to paint a more comprehensive picture of this deeply flawed law, and—
lest the reader despair—offer proposals for improving the way the financial markets are regulated.

Running through the 800-plus pages of Dodd–
Frank is a regulatory approach that relies on the 
federal government to plan, protect, and prop up 
the financial system. This approach is based on a 
mistaken belief that the 2007–2009 crisis stemmed 
from unregulated financial markets. Quite to the 
contrary, the government’s extremely active role in 
directing the financial markets—and its promises 
to absorb the losses of private risk-takers—brought 
about the financial crisis.

Peter Wallison’s discussion of government 
housing policy illustrates how well-intentioned 
government interventions in financial markets can 
have devastating consequences. Wallison explains 
that the fundamental cause of the crisis was not an 
inherent flaw in the capitalist system, insufficient 
regulation of the private finance sector, or Wall 
Street greed. Instead, it was the misguided housing 
policies of the U.S. government itself, which encour-
aged a massive deterioration in residential mortgage 
underwriting standards and the creation of a vast 
number of subprime and other risky mortgages.

Ed Pinto follows and further illustrates that 
Dodd–Frank did not address the problem in any 
substantial way. Although Fannie Mae, Freddie Mac, 
and the Department of Housing and Urban Devel-
opment were the central drivers of this credit dete-
rioration, they were not addressed or reformed by 
Dodd–Frank. Achieving market stability requires 
policies that ensure that a substantial preponder-
ance of mortgages are low-risk—meaning that they 
perform well under stress conditions. Pinto explains 
how the qualified mortgage (QM) and qualified res-
idential mortgage (QRM) rules authorized by Dodd–
Frank fail to restore sound underwriting policies 
that ensure good quality mortgages.

This volume makes the case that Dodd–Frank 
ignores the policy failures of the past and ensures 
their repetition in the future. A look through each 
title of Dodd–Frank provides ample reason to believe 
that its supposed solutions are seeds of future fail-
ure. There is little sense in continuing to embrace 
policies that do not address the causes of the last cri-
sis, that lay the groundwork for the next crisis, and 
that impede economic growth in the interim. This 
volume suggests superior alternatives that allow 
market discipline to work on behalf of financial sta-
bility, shrink government safety nets, and recognize 
the limitations of regulators.

The paternalistic approach embodied in Dodd–
Frank is not new. The notion that government must 
step in to protect people from freely operating mar-
kets has guided U.S. bank regulation for most of the 
country’s history, and, since the 1930s, has increas-
ingly encroached on the regulation of U.S. capital 
markets. For decades, regulators—undaunted by 
their past failures—have grasped a more active role 
in managing financial firms’ risk-taking. The con-
sequences—for the stability, competitiveness, and 
effectiveness of the financial system—have been 
grave. The financial crisis and the Dodd–Frank Act 
have now given financial regulators an unprece-
dented and dangerous opportunity to expand their 
already inappropriate jurisdiction and overarch-
ing power.

Proponents offer two main justifications for 
extensive federal regulation of banks: (1) the need 
to prevent problems at financial firms from turn-
ing into system-wide crises, and (2) the need to pro-
tect the Federal Deposit Insurance Fund (FDIC). 
Time and again, regulation—far from being a solu-
tion—has shown itself to be the source of additional 



2  •  THE CASE AGAINST DODD–FRANK: HOW THE “CONSUMER PROTECTION” LAW ENDANGERS AMERICANS 

 
problems. The U.S. has had 14 major banking crises 
in the past 180 years—one of the worst track records 
of the developed world. The U.S. record is also among 
the worst even when focusing only on more recent 
time periods. One particularly notorious feature of 
bank regulation is the internationally agreed and 
designed Basel capital rules, which have informed 
bank capital since the 1980s. Not only did these rules 
fail to prevent banking crises, they made these cri-
ses more likely and more intense. Basel III, which is 
now being implemented, incorporates many of the 
errors of its two predecessor agreements.

Dodd–Frank introduces new safety nets and 
expands existing ones, mandates more regulatory 
control of bank risk taking, and expands this control 
to the rest of the financial system. The contributors 
to this book explain how those changes undermine 
financial stability, expose taxpayers to additional 
risk, give the government inappropriate authori-
ty over the financial system, and imperil econom-
ic growth.

The following chapters cover every important 
feature of the Dodd–Frank Act. Each expresses the 
views of its authors; they do not agree on all the 
recommendations, but they are all committed to 
the 10 core principles, listed at the end of the Intro-
duction. Those principles, in turn, underlie each of 
the recommendations.

Peter Wallison’s discussion of Title I demon-
strates, among other dangers, the systemic insta-
bility inherent in authorizing the Financial Stabil-
ity Oversight Council (FSOC) to designate firms 
and activities for special regulatory oversight. The 
FSOC’s arbitrary and standard-less approach to 
carrying out this function makes matters even 
worse. The chapter recommends either eliminating 
the FSOC or refocusing it on bringing regulators 
together to discuss financial regulatory issues and 
share information.

As Paul Kupiec’s discussion of Title II details, 
Dodd–Frank created orderly liquidation authori-
ty (OLA) under the false presumption that a large, 
systemically important financial intuition (SIFI) 
cannot be reorganized in bankruptcy without desta-
bilizing financial markets. Current regulatory strat-
egies for containing systemic risk using OLA can be 
replicated in bankruptcy if higher minimum capital 
requirements are required for operating subsidiar-
ies instead of parent SIFI companies. Capital reg-
ulation for parent holding companies and the Fed-
eral Reserve “source of strength doctrine” should 

be repealed and replaced with higher-equity cap-
ital requirements for operating subsidiaries. Such 
changes will ensure that these subsidiaries remain 
open and operating and have continued access 
to market funding and Federal Reserve liquidity, 
should the parent enter bankruptcy.

This solution to the too-big-to-fail (TBTF) prob-
lem does not require OLA, holding company capital 
regulation, the Federal Reserve “source of strength 
doctrine,” the added complexity of new total loss 
absorbing capacity regulation, or mandatory con-
vertible-contingent capital issuance. The solution 
retains the benefits of bank holding company consol-
idated-debt-interest tax shields, while fully protect-
ing taxpayers from the cost of a future SIFI failure. 
Requiring higher-equity capital at operating sub-
sidiaries is a transparent solution that removes the 
TBTF subsidy without the negative aspects of OLA, 
such as abridging investor’s property rights, denying 
legal due process protections for parent SIFI credi-
tors, and the potential for a disguised taxpayer sub-
sidized bailout.

As Mark Calabria discusses in his chapter on 
Title III of Dodd–Frank, government-provided 
deposit insurance is widely acknowledged by econo-
mists as having destabilizing effects on financial sys-
tems. Dodd–Frank’s permanent increase of deposit 
insurance to the current level of $250,000 flies in 
the face of these economic findings. Calabria recom-
mends lowering this amount, which is well above the 
average account size, to enhance financial stability, 
while continuing to protect most households.

In his assessment of Title IV, J. W. Verret dis-
cusses the unnecessary hedge-fund-adviser-reg-
istration mandate. A better approach would be to 
return to the pre-Dodd–Frank system in which 
advisers, informed by the demands of their investors, 
could decide whether to register with the Securities 
and Exchange Commission (SEC). The new “Form 
PF” on private funds also merits reconsideration 
in light of early indications that the cost of the dis-
closure outweighs the benefits. To counterbalance 
Dodd–Frank’s narrowing of the accredited investor 
definition to exclude homes, a good option would be 
an expansion that ensures that sophisticated inves-
tors, and investors outside the highest-earning areas 
of the country, are allowed to invest.

Hester Peirce explains how Title V secured a 
foothold for the federal government in insurance 
regulation. Although seemingly innocuous, the 
new Federal Insurance Office established by Title V 
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works in concert with the Federal Reserve’s expand-
ed powers under Titles I and VI to undermine state-
based insurance regulation. With the greater feder-
al presence comes a greater likelihood of a federal 
taxpayer bailout for insurance companies. A better 
approach would be federal chartering, or a competi-
tive state-based regulatory model.

Title VI, including the so-called Volcker rule in 
Section 619, attempts to improve the regulation of 
bank and saving association holding companies 
and depository institutions. Stephen Miller and 
J. W. Verret explain that it fails to deliver because 
it attempts to control the inner workings of banks. 
The statute presumes that regulators understand 
bank risks better than the banks themselves, that 
regulators should analyze and have a say in bank 
asset management, and that bank size, not the type 
of assets that banks hold, determines bank risk.

Norbert Michel highlights the intensely pre-
scriptive nature of the new regime created by Title 
VII’s overhaul of the derivatives regime. He points 
out the danger of government micromanagement of 
this part of the financial marketplace and the possi-
bility that Title VII’s clearing mandate will under-
mine—not enhance—financial stability. Allowing 
market participants to choose which instruments to 
clear would enhance financial stability and ensure 
that derivatives markets continue to serve custom-
ers’ risk-management needs. The discussion of Title 
VIII—a companion provision to Title VII—high-
lights the dangers of the FSOC’s power to designate 
systemically important “financial market utilities” 
and systemically important payment, clearing, and 
settlement activities. Michel explains that describ-
ing payment, clearing, and settlement companies as 
utilities confers on them an inappropriate quasi-mo-
nopoly status. He argues against designating these 
entities for special regulation and bank-like access 
to Federal Reserve accounts, services, and loans. He 
also shows how activity-based regulation could give 
regulators undue control over broad swaths of the 
financial system.

Title IX of Dodd–Frank is expansive, and Thaya 
Brook Knight and Mark Calabria argue that each 
of the subsections warrants reconsideration. Knight 
and Calabria discuss a number of changes that could 
improve the effectiveness of the SEC in satisfying its 
mission. These include repurposing the Ombuds-
man, revising the whistleblower provisions, making 
meaningful investor-centered reforms in the munic-
ipal securities space, ensuring SEC accountability in 

enforcement actions, and removing the provisions 
in Dodd–Frank that suggest an SEC imprimatur on 
rating agencies.

In the chapter on Title X, which established the 
Consumer Financial Protection Bureau (CFPB), 
Diane Katz discusses the need to reformulate 
consumer protection in the financial products and 
services space. As currently structured, the CFPB 
restricts both consumer access to credit and innova-
tion in financial products and services. Designed to 
be “independent,” the CFPB lacks political account-
ability and thus routinely exceeds its regulatory 
authority. Consumers would be more effectively 
protected by shifting the CFPB’s responsibilities to 
the Federal Trade Commission or revamping the 
CFPB’s structure.

Norbert Michel’s chapter on Title XI explains 
the inadequacy of the title’s changes to the Federal 
Reserve’s emergency lending powers. Even with the 
changes, the Federal Reserve can still make many of 
the same types of emergency loans it made between 
2007 and 2010, when it lent more than $16 trillion 
to financial firms through its broad-based emergen-
cy programs. Here, Michel calls for a prohibition on 
emergency lending. Instead, he recommends elimi-
nating the primary dealer system and allowing more 
financial firms to take part in open-market oper-
ations, thus enhancing the Fed’s ability to provide 
system-wide liquidity.

Mark Calabria notes the incongruity of a sec-
tion of Title XII devoted to encouraging financial 
institutions to make economically unsound loans—a 
practice that contributed to the financial crisis. He 
suggests that a better way to help underserved con-
sumers would be to ensure that regulations do not 
impede financial institutions’ ability to offer finan-
cial products and services on mutually beneficial 
terms to consumers. As he explains in this chapter, 
subsidies do not make products cheaper for society 
as a whole, and in many instances they ultimately 
are not even cheaper for the individual consumer. 
Nonetheless, Title XII is essentially designed to cre-
ate a variety of taxpayer-subsidized alternatives to 
short-term consumer and payday loans.

Mark Calabria’s chapter on Title XIV and Sub-
title D of Title IX examines the QM rule, the QRM 
rule, and the risk-retention (skin in the game) rule 
required by Section 941 of Title IX. Rather than 
removing artificial incentives toward securitiza-
tion, like those found in bank capital regulations, 
Subtitle D of Title IX mandates specific solutions 
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and attaches increased liability to any violation of 
those solutions. Calabria points out that risk reten-
tion was already common for subprime mortgage 
securities before Dodd–Frank, and argues that the 
new framework created by Section 941 is unlikely to 
improve the quality of mortgages originated since 
the financial crisis. Calabria also discusses major 
shortcomings in Title XIV, the Mortgage Reform 
and Anti-Predatory Lending Act. The act attributes 
the financial crisis to “predatory lending,” but it 
includes no definition of predatory lending. Instead, 
Title XIV is a collection of prohibitions and restric-
tions, with many of the details left to financial regu-
lators, particularly the CFPB.

Title XV of Dodd–Frank misunderstands the 
purpose of the SEC, giving the commission three 
new disclosure mandates that are not intended to 
provide much-needed information to investors. 
Instead, these provisions represent the coopting 
of SEC disclosure for social and political purposes. 
David Burton argues that these particular disclo-
sures should be eliminated, and that the SEC’s focus 
on providing investors with material disclosures 
should be highlighted.

Together, these chapters suggest that the 
approach adopted by Dodd–Frank—increasing gov-
ernment control of the financial regulatory system 
paired with generous government safety nets—is 
not the road to financial stability, economic growth, 
or consumer protection. Although paved with 
good intentions, it is the road to greater instabili-
ty and the danger of further financial breakdowns. 
A better approach is guided by the following 10 
core principles:

1. Private and competitive financial markets are 
essential for healthy economic growth.

2. The government should not interfere with the 
financial choices of market participants, includ-
ing consumers, investors, and uninsured finan-
cial firms. Regulators should focus on protecting 
individuals and firms from fraud and violations 
of contractual rights.

3. Market discipline is a better regulator of finan-
cial risk than government regulation.

4. Financial firms should be permitted to fail, 
just as other firms are. Government should not 

“save” participants from failure because doing so 
impedes the ability of markets to direct resourc-
es to their highest and best use.

5. Speculation and risk-taking allow markets to 
operate. Interference by regulators attempting 
to mitigate risks hinders the effective operation 
of markets.

6. Government should not make credit and capital 
allocation decisions.

7. The cost of financial firm failures should be 
borne by managers, equity holders, and credi-
tors, not by taxpayers.

8. Simple rules—such as straightforward equity 
capital requirements—are preferable to com-
plex rules that permit regulators to microman-
age markets.

9. Public-private partnerships in the financial 
realm often create financial instability because 
they create rent-seeking opportunities and mis-
align incentives.

10. Government backing for financial activities, 
such as classifying certain firms or activities 
as “systemically important,” inevitably leads to 
government bailouts.

Summary of Arguments

PRE-CRISIS HISTORY
●● The claim that the crisis was the fault of exces-

sive risk-taking by the financial sector is a 
false narrative that absolved the government 
of responsibility and provided a foundation for 
the comprehensive regulation embodied in the 
Dodd–Frank Act.

●● The 2008 financial crisis was primarily caused 
by the U.S. government’s housing policies, not 
insufficient regulation of the financial system or 
greed on Wall Street.

●● The crisis unfolded as follows:
1. Congress set affordable housing goals for 

Fannie Mae and Freddie Mac that rose 
over time;

2. Fannie Mae and Freddie Mac reduced 
underwriting standards—eventually includ-
ing no-down-payment loans—to meet 
these goals;

3. Fannie Mae’s and Freddie Mac’s loosened 
underwriting standards spread to the rest of 
the housing finance market;
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4. A massive 10-year housing bubble between 

1997 and 2007 resulted;
5. As the housing bubble began to deflate in 

early 2007, an unprecedented number of 
homeowners defaulted on their mortgages;

6. The financial institutions that held these 
mortgages—or the private mortgage-backed 
securities (PMBSs) based on them—had 
to write them down to market value and 
take losses;

7. The government stepped in to rescue one of 
these financial institutions—Bear Stearns—
which seemed to establish a policy that the 
government would rescue all large finan-
cial institutions;

8. Assuming the government would act, man-
agers of financial firms decided not to dilute 
their shareholders by raising substantial 
amounts of new equity; similarly, creditors 
decided to hold their undervalued debt secu-
rities instead of taking losses; and

9. In September 2008 the government reversed 
its policy, allowing Lehman Brothers—an 
investment bank larger than Bear Stearns—
to file for bankruptcy, thus upending the 
assumptions of all market participants, cre-
ating a market panic, and causing banks to 
hoard cash.

●● The enactment of Dodd–Frank, rather than 
addressing the policies that created the financial 
crisis, absolved the government from responsibil-
ity for what happened in the financial crisis and 
allowed it to maintain the same policies, which 
continue to destabilize the housing market.

The United States will never have a stable 
housing finance market until the American 
public understands the government’s role in 
both the 2008 financial crisis and the con-
tinuing instability of the U.S. housing market.

DODD–FRANK AND  
THE SLOW RECOVERY

●● The U.S. economy’s recovery from the financial 
crisis and the ensuing recession has been the 
slowest since the mid-1960s.

●● This is principally attributable to the heavy load 
of new regulation imposed by the Dodd–Frank 
Act, which has affected—among other firms—
small community banks that are important 
sources of credit for small businesses.

●● Whereas larger businesses have been recover-
ing from the crisis at about the same rate as in 
past recessions, small businesses have not been 
growing at all.

●● This accounts for the weak overall U.S. recov-
ery, something that will not change until Dodd–
Frank is repealed or substantially reformed.

The following summary is listed in order of Dodd–
Frank’s titles:

Title I
●● The FSOC’s authority under Section 113 to des-

ignate nonbank financial firms as SIFIs should 
be repealed, including the language in Section 
113 that permits the FSOC to designate SIFIs 
because of their “nature, scope, size, scale, 
concentration, interconnectedness, or mix 
of activities.”

●● The FSOC’s authority under Section 120 to rec-
ommend “stringent” regulation of any “activi-
ty,” and its authority under Section 121 to termi-
nate certain activities by any financial company, 
should be repealed.

●● The statutory designation of bank holding 
companies as SIFIs under Section 165 should 
be repealed.

●● The provisions of Section 165 that impose 
requirements for stringent regulation, stress 
tests, and living wills should apply only to the 
largest insured banks.

●● If, contrary to the foregoing recommendations, 
the FSOC is to continue to have authority to 
designate nonbank financial firms as SIFIs, it 
should make public the basis on which its desig-
nations are or will be made, including the objec-
tive tests and metrics it uses. The standards for 

“de-designation” should also be clarified.
●● If the FSOC is retained, and especially if it 

retains authority to designate SIFIs, the FSOC 
should be substantially restructured to elimi-
nate its political direction.

●● The FSOC could be retained solely as an infor-
mation-sharing resource for financial regu-
lators, like the President’s Working Group in 
prior Administrations.

●● Whatever happens to the FSOC, the Office of 
Financial Research should be terminated and 
the FSOC should be funded by congressio-
nal appropriations.
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Title II
●● Dodd–Frank OLA is not necessary to prevent 

systemic risk.
●● Financial stability goals can be better achieved 

by imposing higher equity-capital requirements 
on operating subsidiaries. This change would 
have the following advantages:

Implicit TBTF subsidies would be 
fully removed;
Taxpayers would be fully protected against 
bailout costs should a SIFI fail;
Large SIFI parent holding companies could 
fail without systemic ramifications;
Negative tax consequences would be neu-
tralized by removing bank-holding-com-
pany minimum regulatory capital require-
ments and repealing the Federal Reserve 

“source of strength doctrine”;
Enhanced prudential standards for holding 
companies could be eliminated, including 
mandatory annual Fed stress tests, saving 
hundreds of millions of dollars wasted on 
unproductive regulation;
Legal due process for parent holding com-
pany shareholders and creditors would 
be protected;
The need for new complex total-loss-absorb-
ing-capacity (TLAC) regulations or manda-
tory contingent convertibles (CoCos) would 
be eliminated; and
Parent SIFI shareholders and creditors, not 
the Federal Reserve, would be responsible 
for managing the parent SIFI’s risk profile.

Title III
The following measures would enhance finan-
cial stability:
●● Repeal Title III Subtitle C of Dodd–Frank;
●● Repeal the 2005 increase of deposit insurance 

cap for retirement accounts;
●● Reduce the deposit insurance cap for all accounts 

to $40,000;
●● Limit the amount of the deposit insurance fund 

(DIF) available to any single bank to 5 percent of 
the DIF;

●● Implement risk-based premiums according to 
state and charter type; and

●● Restrict pricing competition for insured deposits.

Title IV
●● Mandatory registration for investment advisers 

to hedge funds and other funds is unnecessary; 
it diverts the SEC’s resources from retail adviser 
examinations, fails to deter fraud, and mislead-
ingly implies SEC approval.

●● Returning to the pre-Dodd–Frank status, pur-
suant to which advisers to private funds may—
but do not have to—register with the SEC, would 
allow investors to decide whether SEC registra-
tion is important and whether they are willing 
to pay for it.

●● Policymakers could consider requiring regis-
tered advisers to pay for examinations by the 
SEC or by a third party.

●● Extensive collection of data from private funds 
is unnecessary for financial stability.

●● The accredited investor standard should be 
indexed for inflation and perhaps by the inves-
tor’s geographic area and also expanded to 
allow individuals who are sophisticated, but not 
wealthy, to invest in private funds.

Title V
●● Title V, in conjunction with other parts of Dodd–

Frank, establishes a back door for federal regu-
lators to become a strong presence in insurance 
regulation and supervision.

●● Title V of Dodd–Frank creates the Federal Insur-
ance Office (FIO), enables it to collect (including 
by subpoena) information from across the finan-
cial industry, enables it to pre-empt state law, and 
creates an avenue for the FIO to assert increas-
ing federal control over insurance regulation.

●● The Federal Reserve is already a major insur-
ance supervisor, and its role is likely to expand 
unless its holding company and SIFI superviso-
ry authority is removed.

●● Title V, in conjunction with other parts of 
Dodd–Frank, clears the path for international 
and banking regulators to increasingly dictate 
domestic insurance regulation. The likely result 
is further homogenization of the financial sys-
tem and potential future taxpayer bailouts of 
insurance companies.

●● Dodd–Frank’s back-door federalization of 
insurance should be replaced either with a fed-
eral insurance charter and a federal insurance 
commission, or with a competitive state-based 
chartering model, in which each insurer has a 
single state insurance regulator.



THE HERITAGE FOUNDATION  •  7

 
Title VI
●● A key theme running through Title VI is that 

regulators should have more control over bank 
activities, including risk-taking and size.

●● Title VI suggests that bank size and concentra-
tion help explain why the crisis occurred, but in 
fact, it was asset holdings that explained bank 
insolvency risk leading up to the crisis.

●● As in the discussion of Title II, the problems 
addressed in Title VI, namely bank asset risk, 
can also be addressed through higher capital, 
which Title VI calls for in Section 606, with-
out acknowledging that higher capital tends to 
reduce risk-taking.

Titles VII and VIII
●● Titles VII and VIII of Dodd–Frank stem from 

a misunderstanding of the causes of the finan-
cial crisis.

●● These titles are fundamentally altering the 
structure and operation of the over-the-
counter derivatives (swaps) markets through 
clearing, trading, reporting, mandatory mar-
gining of uncleared swaps, and business-con-
duct requirements.

●● The Title VII swaps-clearing mandate is par-
ticularly troubling as it threatens to undermine 
counterparty risk management, make hedging 
more costly for Main Street businesses, and give 
rise to large, unstable central clearinghouses.

●● Title VIII worsens the problem by allowing 
these central clearinghouses access to Federal 
Reserve lending and essentially classifying them 
as public utilities—another set of TBTF entities, 
which will be subject to tight regulatory control 
and protected from competition.

●● Title VIII also gives federal regulators broad 
discretionary authority to regulate much of 
U.S. financial activities on an ongoing basis. 
No independent federal regulator should have 
such power.

●● Eliminating Title VII would enable the swaps 
markets to function effectively for the economy. 
A subset of swaps would naturally move toward 
clearing, but the choice to clear would not be dic-
tated by regulators.

●● If Title VII is reformed in this way, Title VIII can 
also be eliminated. Financial market infrastruc-
tures, such as clearinghouses, should be regulat-
ed pursuant to a broad set of principles, rather 
than a prescriptive set of regulations.

Title IX
Subtitle A (Investor Protection)
●● To play a meaningful role, the Ombudsman should 

be moved from the Office of Investor Advocate 
and charged with serving as a voice within the 
SEC for regulated entities and public companies.

●● The authority to mandate a fiduciary duty stan-
dard for brokers and dealers should be replaced 
by a mandate to develop, after investor testing, 
an effective method of communicating to retail 
investors to whom, for how much, and for which 
financial services they are paying. This would 
allow investors to choose the financial services 
relationship that best meets their needs.

Subtitle B (Enforcement)
●● A statutory restriction of pre-dispute arbitra-

tion unnecessarily overrides the freedom of con-
tract and may impose greater costs on investors.

●● To properly incentivize whistleblowers, the 
whistleblower provisions could be rewritten to 
require whistleblowers (absent extenuating cir-
cumstances) to proceed internally first and to 
eliminate the minimum payout requirement.

●● Dodd–Frank’s enforcement provisions should 
be revised to ensure that enforcement resourc-
es are properly allocated and to restrict the 
types of cases that can proceed administrative-
ly, as opposed to in court.

Subtitle C (Credit Rating Agencies)
●● Removing statutory and regulatory require-

ments to use ratings is an important step toward 
eliminating the government seal of approval 
aura that credit-rating agencies enjoyed in the 
lead-up to the crisis. To fully eliminate the aura, 
regulators need to complete the removal process.

●● The new regulatory infrastructure for cred-
it-rating agencies that Dodd–Frank instituted 
runs directly counter to the removal provisions 
by making it look as if credit-rating agencies 
have the SEC’s seal of approval. Dismantling 
this infrastructure would allow the market to 
assess the value of rating services.

●● Eliminating Dodd–Frank’s provisions with respect 
to credit-rating agency lawsuits would eliminate 
a barrier to the entry of new credit-rating firms.

●● Involving the SEC or another government body in 
assigning particular securities to particular rating 
agencies—as set forth in Section 939F—would also 
give credit ratings a government seal of approval.
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Subtitle D (Asset-Backed Securities)
●● It is not true that there was no risk retention in 

this market before Dodd–Frank.
●● The vast majority of issues had some form of 

risk retention, usually in the form of an equity 
tranche retained by the issuer.

●● The overwhelming majority of private-label 
mortgage-backed securities (PLMBS) were 
held by sophisticated investors; outside of Fan-
nie and Freddie, the largest single holders of 
PLMBS, most PLMBS were held by institution-
al investors.

●● Leaving the disclosure and reporting section in 
place would allow market participants to make 
assessments about the underlying assets in 
asset-backed securities.

Subtitle E (Executive Compensation)
●● Removing Dodd–Frank’s executive compensa-

tion provisions would enable companies to make 
disclosure decisions based on what is material to 
a reasonable investor.

Subtitle F (SEC Management)
●● To improve the effectiveness and accountabili-

ty of the compliance inspectors, Dodd–Frank’s 
plan to move them back into the rulemaking 
divisions should be implemented.

Subtitle G (Corporate Governance)
●● Dodd–Frank continues the incremental federal-

ization of corporate governance.
●● A preferable approach would be to re-em-

brace state law federalism by allowing state 
and local government competition in corpo-
rate chartering.

Subtitle H (Municipal Securities)
●● The structure and mission of the Municipal 

Securities Rulemaking Board (MSRB) should 
be revised to ensure that it is effective. In par-
ticular, Dodd–Frank’s addition of a mandate 
to protect municipal securities issuers should 
be revisited.

●● The municipal advisor registration regime 
should be revisited to assess its effectiveness.

●● Congress should consider the recommendations 
in the SEC’s 2012 report on municipal securities 
and should consider ways to intensify the SEC’s 
focus on the municipal markets.

Subtitle I (Miscellaneous)
●● Congress should prohibit the Public Compa-

ny Accounting Oversight Board (PCAOB) from 
publicizing instituted, but unresolved, enforce-
ment actions.

●● The SEC should conduct a review on the effec-
tiveness of the PCAOB and report to Congress on 
whether it should continue in its current form.

Subtitle J (SEC Funding)
●● The SEC should not be shifted to a self-funded 

model, since that shift could lead to accountabil-
ity problems.

Title X
●● The CFPB was designed to evade the checks 

and balances that apply to other regulato-
ry agencies. Its structure and mandate invite 
expansive rulemaking, and it lacks account-
ability to Congress, the President, and the 
American people.

●● The CFPB has abused its authority by regulat-
ing outside of its jurisdiction, and by employing 
supervisory and enforcement tactics that are 
not rooted in evidence-based analysis.

●● One reform option would be to trans-
fer the CFPB’s authorities to the Federal 
Trade Commission.

●● Another option would be to impose great-
er accountability on the CFPB by, for exam-
ple, funding the agency through congressio-
nal appropriations, subjecting the agency to 
rulemaking requirements, and limiting its 
supervisory and enforcement powers.

Title XI
●● Title XI of Dodd–Frank fails to end the TBTF 

problem largely because it keeps in place the 
belief that the Fed should make emergency loans 
to firms during a financial crisis.

●● Congress should prohibit the Federal Reserve 
from making emergency loans. If Congress 
deems emergency funds are necessary, it can 
directly appropriate the funds in a politically 
accountable manner.

●● In place of emergency lending, the Federal 
Reserve should eliminate the current prima-
ry dealer system and allow all sound banks to 
directly take part in open-market operations.
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●● Congress should eliminate the FDIC’s systemic 

risk exception and prohibit the FDIC from pro-
viding any types of loan guarantees.

●● As long as emergency lending programs exist, 
Title XI transparency provisions should 
remain in place, and the Government Account-
ability Office should be authorized to audit—
with appropriate delays regarding the release 
of sensitive information—all aspects of the 
Fed’s operations.

Title XII
●● Title XII authorizes the government to encour-

age, including through subsidies, consumer 
lending that is not economically viable.

●● Eliminating Title XII would further the effort to 
eliminate statutes and regulations that encour-
age financial institutions to lend irresponsibly.

●● A better way to expand credit for the financial-
ly underserved is to ensure that existing and 
future financial regulations are designed in a 
manner that achieves the regulatory objective 
without unduly impairing consumers’ access 
to credit.

Title XIII
●● Title XIII can remain in place without impairing 

financial stability.

Title XIV
●● Dodd–Frank attributes the increase in mort-

gage defaults associated with the financial crisis 
to “predatory lending,” and then fails to define 
the term.

●● A recurring theme in Title XIV is the assump-
tion that many borrowers defaulted because 
they were simply in the wrong loan. Based on 
this idea, mortgage originators are prohibited 
from steering borrowers toward loans under 
which the borrower lacks a reasonable ability to 
pay, or that have certain features.

●● In general, mortgage originators who place bor-
rowers into QMs will be protected from enforce-
ment and liability for steering borrowers into 
problematic loans.

●● Many of the details of required provisions in 
Title XIV have been left up to financial regula-
tors, with the CFPB in the lead role. Although the 
QM and QRM rules will likely increase the cost 
of mortgage credit, their effects on reducing fore-
closures during the next housing bust are likely 
to be modest and may even increase foreclosures.

Title XV
●● The conflict-minerals provisions and 

resource-extraction provisions in Title XV 
impose undue costs on companies, without 
providing material information to investors.

●● The mine-safety disclosure provisions duplicate 
other federal reporting requirements and are 
not based in materiality.

●● To restore the SEC to its core statutory mission, 
Congress should replace these provisions with 
a requirement that the SEC use materiality to 
the reasonable investor as its standard for deter-
mining whether something must be disclosed.

Title XVI
●● Title XVI can remain in place without impairing 

financial stability, even if Title VII, to which it is 
related, is repealed. 
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ENDNOTES:
1. Charles W. Calomiris and Stephen H. Haber, Fragile by Design: The Political Origins of Financial Crises and Scarce Credit (Princeton, NJ: 

Princeton University Press, 2015), p. 5. 

2. Titles XIII and XVI are not covered in this volume. These titles are narrow in application and can remain in place without undermining 
financial stability or running afoul of the core principles set forth below.



THE HERITAGE FOUNDATION  •  11

 

It sometimes seems puzzling to commentators in the media and elsewhere why, five years after its enactment, the Dodd–
Frank Wall Street Reform and Consumer Protection Act of 2010 remains so controversial.1 The reasons are simple: The 

act was based on a false narrative about the causes of the financial crisis and thus inflicted needless harm on both the U.S. 
financial system and the economy it serves. Because of these questions about its legitimacy as well as its effects, the act is 
likely to remain under fire until it is appropriately reformed. In contrast, the reforms proposed in this book—which in some 
cases include repeal of specific titles—are intended to support financial stability and economic growth.

Dodd–Frank was signed into law by President 
Barack Obama on July 21, 2010, and thus began a 
prolonged and unnecessary period of anemic growth 
in the U.S. economy. The essays that follow—which 
cover each important title of the act—outline in 
detail the serious obstacles and risks that the act has 
placed before the normally vibrant and innovative 
U.S. financial system. Together, they show one of two 
things, and sometimes both: that the key provisions 
of the act (1) create costs and risks that far outweigh 
any benefits that their associated regulations might 
provide and (2) simply fail to achieve the goals they 
were designed to attain.

But before proceeding with our title-by-title anal-
ysis, it is important to note that the act has overrid-
ing deficiencies that are not made clear by a critique 
of its individual titles. In a sense, the whole is worse 
than the sum of its parts.

First, as shown in Section I below, Dodd–Frank 
was enacted by Congress without any significant 
effort to understand what actually caused the finan-
cial crisis. Instead, Congress and the Obama Admin-
istration—using the precept that one “should never 
waste a good crisis”2—followed an ideologically 

motivated course to enact what Representative Bar-
ney Frank (D–MA) called “a new New Deal.”3 The 
result was a rush to the erroneous judgment—and 
the creation of a false narrative—that the crisis was 
caused by insufficient regulation of the private sec-
tor, particularly Wall Street.

Later careful and less ideologically motivated 
reviews of the crisis showed that it was principally 
the result of the U.S. government’s housing policies, 
which Dodd–Frank did not address in any substan-
tial way. Accordingly, because the act was careless-
ly and improvidently focused on the wrong target, it 
must be seen as illegitimate—a fit subject for repeal 
or substantial reform.

Second, the false narrative about the financial crisis 
has enabled the government to continue the policies 
that caused the 2008 crisis. Once again, by reducing 
underwriting standards, the government is setting off 
on a course that uses housing policy as social policy—a 
course that left millions of low-income Americans 
unable to meet their mortgage obligations and facing 
default and eviction. Millions are still in that position 
all across America. Although intended to help low-in-
come Americans, these policies are the very opposite; 

CHAPTER 1  
Why Large Portions of the  
Dodd–Frank Act Should Be 
Repealed or Replaced  
Peter J. Wallison
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they may temporarily garner votes, but they ultimately 
destroy the hopes that they create. For that reason 
alone, it is important for Americans to understand why 
there was a financial crisis in 2008; with that knowl-
edge, they may be able to stop the government from 
making the same mistakes again.

Finally, any effort to repeal or replace major pro-
visions of Dodd–Frank will be characterized by the 
act’s supporters as an attempt to roll back the “prog-
ress” they have made in preventing another financial 
crisis. Yet, if anything, by stifling economic growth, 
Dodd–Frank has made another financial crisis more 
likely, and has brought on the concerns about mid-
dle-income stagnation, income inequality, and a 

future without economic progress that most Amer-
icans have never experienced before.

In a sense, the voters have already exacted their 
revenge for the enactment of Dodd–Frank; more 
than half of the Members of Congress who voted 
for Dodd–Frank have been voted out of office since 
2010. It is now necessary to finish the job by reform-
ing or repealing the portions of the destructive act 
they left behind.

WHAT REALLY CAUSED THE  
FINANCIAL CRISIS

The financial crisis was not the result of an inher-
ent flaw in the capitalist system,4 insufficient regu-
lation of the private finance sector, or even greed on 
Wall Street. Its fundamental cause was the housing 
policies of the U.S. government itself, which encour-
aged a massive deterioration in residential mort-
gage underwriting standards and the creation of a 
vast number of subprime and other risky mortgages. 
Because of these policies, by 2008, just before the cri-
sis hit, 56 percent of all the mortgages in the U.S.—
31 million mortgages—were subprime or otherwise 
risky,5 and of these, 76 percent were on the books of 
government agencies. This one fact demonstrates, 
without question, that the federal government—not 
the private sector—created the demand for the mort-
gages that caused the crisis.

Chart 1 shows where the subprime and other 
high-risk mortgages were held in 2008, just before 
the financial crisis. Table 1 provides the same data in 
greater detail.

The seeds of the crisis were planted with the 
enactment by Congress in 1992 of what were called 
“affordable housing goals” for the two gigantic gov-
ernment-sponsored enterprises (GSEs), Fannie Mae 
and Freddie Mac.6 Because they were chartered by 
Congress and provided with special privileges, it 
was widely expected in the financial markets that 
the GSEs would not be allowed to fail, enabling them 
to attract credit at a cost only slightly greater than 
the Treasury itself. Before 1992, these two firms 
were the dominant players in the housing finance 
market, especially after the savings and loan (S&L) 
industry—another government mistake—had col-
lapsed. The GSEs were prohibited from making 
loans themselves, but were authorized to buy mort-
gages from banks and other lenders. Their purchas-
es provided cash for lenders and thus encouraged 
home ownership by making more funds available for 
additional mortgages.

FEDERAL 
GOVERNMENT

ALL OTHER

7.516.5

23.8

5.1

2.2

Fannie Mae and 
Freddie Mac

FHA, other 
federal

HUD and CRA

heritage.org

NOTES: HUD—Housing and Urban Development, CRA— 
Community Reinvestment Act, FHA—Federal Housing 
Authority.
SOURCE: Edward J. Pinto, “Three Studies of Subprime and 
Alt-A Loans in the US Mortgage Market,” American Enterprise 
Institute, September 29, 2014, http://www.aei.org/publication/ 
three-studies-of-subprime-and-alt-a-loans-in-the-us-
mortgage-market/ (accessed February 3, 2016).

Holders of Subprime and Other High-Risk 
Mortgages as of June 20, 2008, in Millions 

Federal Government Held 
Most High-Risk Mortgages 
Prior to Financial Crisis

CHART 1
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Between 1991 and 2003, the GSEs’ share of the hous-
ing market increased from 28.5 percent to 46.3 percent.7 
From this increasingly dominant position, they were 
able to set the underwriting standards for the market as 
a whole; few mortgage lenders would make middle-class 
mortgages—by far the predominant market—that could 
not be sold to Fannie or Freddie.

Other government agencies were involved in 
housing finance, notably the Federal Housing 
Administration (FHA), the Veterans Administra-
tion (VA), and the Department of Agriculture’s 
Rural Housing Service (RHS), but the GSEs were 
by far the most important. The GSEs’ and the gov-
ernment’s increasing dominance of the housing 
market is well-illustrated in Chart 2, in which the 
mortgage-backed securities (MBS) of the GSEs and 
government agencies, which were implicitly backed 
by the government, are included in “Agency and GSE 
mortgage pools.”

Before 1992, the GSEs had learned from experi-
ence which underwriting standards kept delinquen-
cies and defaults low. These required down pay-
ments of 10 percent to 20 percent, good borrower 
credit histories, and a low debt-to-income ratio (usu-
ally no larger than 38 percent) after the mortgage 
was closed. These were the foundational elements of 
what was called a prime loan or a traditional mort-
gage. Mortgages that did not meet these standards 
were called “subprime” or “Alt-A.” A subprime loan 
is one in which the borrower has a FICO credit score 
of less than 660.8 An Alt-A loan is a loan with one of 
a number of deficiencies, such as a low down pay-
ment, a high debt-to-income ratio, or lack of amor-
tization or documentation. In this chapter, sub-
prime and Alt-A mortgages will, together, be called 
non-traditional mortgages (NTMs).

The Affordable Housing Goals. In a sense, the 
GSEs’ ability to dominate the housing finance mar-
ket and set strict underwriting standards was their 
undoing. Community activists had had the two firms 
in their sights for many years, arguing that the GSEs’ 
underwriting standards were so tight that they were 
keeping many low- and moderate-income (LMI) 
families from buying homes. Finally, as housing 
legislation was moving through Congress in 1992, 
Congress directed the GSEs to meet a quota of loans 
to LMI borrowers when they acquired mortgag-
es. These became known as the affordable housing 
(AH) goals. At first, the quota was 30 percent—in any 
year, at least 30 percent of the loans that Fannie and 
Freddie acquired from lenders must have been made 
to LMI borrowers who were at or below the median 
income in their communities.

But Congress gave the Department of Housing 
and Urban Development (HUD) the authority to 
increase the goals, and in succeeding years HUD 
raised the LMI goal to 42 percent in 1995, 50 per-
cent in 2000, and 56 percent in 2008. Congress also 
required additional “base goals” that encompassed 
low-income and very-low-income borrowers (80 
percent or 60 percent of median income, respec-
tively) and residents of minority areas described 
as “underserved.” HUD increased these base goals 
between 1996 and 2008, and at a faster rate than the 
LMI goals.

Chart 3 shows the increases in the affordable 
housing goals between 1996 and 2008, as well as the 
GSEs’ success in meeting them over time.

Although it was relatively easy for Fannie and 
Freddie to find prime borrowers when the LMI goal 

TABLE 1

Entities Holding Credit Risk 
of Subprime and Other High-
Risk Mortgages

NOTES: HUD—Housing and Urban Development, CRA— 
Community Reinvestment Act, FHA—Federal Housing Authority.
SOURCE: Edward J. Pinto, “Three Studies of Subprime and 
Alt-A Loans in the US Mortgage Market,” American Enterprise 
Institute, September 29, 2014, http://www.aei.org/publication/ 
three-studies-of-subprime-and-alt-a-loans-in-the-us-mortgage-
market/ (accessed February 3, 2016).

heritage.org

Entity

Subprime 
and Alt-A 

Loans 
(millions)

Unpaid 
Principal 
Amount 

(trillions)

Fannie Mae and Freddie Mac 16.5 $2.5

FHA and Other Federal 5.1 $0.6

CRA and HUD Programs 2.2 $0.3

Total Federal Government 23.8 $3.4

All Other (includes subprime 
loans, Alt-A whole loans, and 
private mortgage-backed 
securities issued or held by 
the private sector)

7.5 $1.9

Total 31.0 $5.3
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was 30 percent, it became far more difficult to find 
creditworthy borrowers as the quota increased, 
especially when it reached and then exceeded 50 
percent. In order to meet these ever-increasing 
quotas, Fannie and Freddie had to reduce their 
underwriting standards. In fact, that was explicitly 
HUD’s purpose:

Because the GSEs have a funding advantage 
over other market participants, they have 
the ability to underprice their competitors 
and increase their market share. This advan-
tage, as has been the case in the prime mar-
ket, could allow the GSEs to eventually play 
a significant role in the subprime market. As 
the GSEs become more comfortable with sub-
prime lending, the line between what today 
is considered a subprime loan versus a prime 
loan will likely deteriorate, making expansion 
by the GSEs look more like an increase in the 
prime market. Since…one could define a prime 

loan as one that the GSEs will purchase, the dif-
ference between the prime and subprime mar-
kets will become less clear.9 (Emphasis added.)

As early as 1995, the GSEs were buying mortgages 
with 3 percent down payments, and by 2000, Fannie 
and Freddie were accepting loans with zero down 
payments. At the same time, they were compromis-
ing other underwriting standards, such as borrower 
credit standing and debt-to-income ratios, in order 
to find the NTMs they needed to meet the AH goals.

Reduced Underwriting Standards Build His-
toric Housing Bubble. The new easy credit terms 
brought many new buyers into the market, but the 
effect spread far beyond the LMI borrowers whom 
the reduced underwriting standards were intended 
to help. Mortgage lending is a competitive business; 
once Fannie and Freddie started to reduce their 
underwriting standards, many borrowers who could 
have afforded prime mortgages sought the easier 
terms now available so they could buy larger homes 
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with smaller down payments. As early as 1995, Fan-
nie’s staff recognized that it was subsidizing home-
buyers who were above the median income, noting 
that “average pricing of risk characteristics provides 
insufficient targeting of the subsidy. The majority of 
high LTV [loan-to-value] loans go to borrowers with 
incomes above 100% of the area median.”10

Thus, homebuyers above the median income were 
gaining leverage, and loans to them were decreasing 
in quality. In many cases, they were withdrawing 
cash from the equity in their homes through cash-
out refinancing. Although the initial objective had 
been to reduce underwriting standards for low-in-
come borrowers, the advantages of buying or refi-
nancing a home with a low, or no, down payment 
were also flowing to high-income borrowers. Fan-
nie never cured this problem. By 2007, 37 percent of 
loans with down payments of 3 percent went to bor-
rowers with incomes above the median.11

With many new buyers entering the market, and 
the lower underwriting standards and higher lever-
age induced by the affordable housing goals, housing 
prices began to rise. This process is easily under-
stood by considering a change in down payment 
requirements. If a potential buyer has saved $10,000 
to buy a home, and the down payment requirement 
is 10 percent, he can buy a $100,000 home. But if the 
down payment requirement is reduced to 5 percent, 
the same $10,000 can be used to buy a $200,000 
home. Not only does this create upward pressure on 
home prices, but the buyer—who will now borrow 
$190,000 instead of $90,000—has become a great-
er credit risk. By 2000, the developing bubble was 
already larger than any bubble in U.S. history, and 
it kept rising until 2007, when—nine times larger 
than any previous bubble—it finally topped out and 
housing prices began to fall. Chart 4, based on Rob-
ert Shiller’s data, shows the relative size of the 1997–
2007 bubble in relation to the two other bubbles of 
the post-war period.

Housing bubbles tend to suppress delinquen-
cies and defaults while the bubble is growing. This 
is because, as prices rise, it becomes possible for 
borrowers who are having difficulty meeting their 
mortgage obligations to refinance or sell the home 
for more than the principal amount of the mortgage. 
Under these conditions, potential investors in mort-
gages or MBS receive a strong affirmative signal; 
they see high-cost mortgages—loans that reflect the 
risk of lending to a borrower with a weak credit his-
tory—but the expected number of delinquencies and 

defaults have not occurred. So they come to think 
that “this time is different,” that the risks of invest-
ing in subprime or other weak mortgages are not 
as great as they had thought. This accounts for the 
enormous demand for private MBS backed by sub-
prime mortgages: They looked like excellent risk-ad-
justed investments.

This investment interest brought many new buy-
ers into the market looking to acquire securities 
backed by NTMs. Private mortgage-backed securi-
ties (PMBS), many of them backed by subprime and 
Alt-A mortgages, became a booming business, espe-
cially between 2004 and 2006, as private securitiz-
ers discovered ways to compete on price with securi-
tizations by Fannie and Freddie. However, the GSEs 
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themselves were by far the biggest customers for 
PMBS, because they received AH goals credit for the 
mortgages in the underlying pools that qualified for 
meeting the goals quota.

Still, privately acquired or securitized NTMs, 
including those securitized as PMBS, were only 24 
percent of the NTMs outstanding in 2008, showing 
that PMBS and the financial institutions that held 
them were not the major source of the bubble or 
the crisis.

Housing bubbles are by definition pro-cyclical. 
When they are growing, they feed on themselves to 
encourage higher prices, through higher appraisals 
and other mechanisms, until prices get so high that 
buyers cannot afford them no matter how lenient 
the terms of the mortgage. But when bubbles begin 
to deflate, the process reverses. It then becomes 
impossible to refinance or sell a house that has no 
equity, financial losses cause creditors to pull back 
and tighten lending standards, recessions frequently 
occur, and low appraisals make it difficult for a pur-
chaser to get financing. Many homeowners then sud-
denly find that their mortgage is larger than the value 
of the home, and are “underwater.” Sadly, many are 
likely to have lost their jobs, yet cannot move else-
where for a job because they cannot sell their homes 

without having to pay off the unpaid balance on their 
mortgages. In these circumstances, many home-
owners simply walk away from the mortgage, know-
ing that in most states the lender has recourse only 
to the home itself. This, of course, weakens the bank-
ing system, with many banks left holding defaulted 
mortgages and unsalable properties.

This scenario raises an issue that is seldom men-
tioned but should be central to any discussion of the 
financial crisis. The policies that led to the crisis, spe-
cifically the affordable housing goals, were intend-
ed to help low-income and minority Americans buy 
homes, but as those policies worked themselves out—
with a huge bubble and then a collapse—the greatest 
victims were the same low-income and minority 
Americans. A January 2015 article in The Washing-
ton Post summarizes one aspect of the problem:

The recession and tepid recovery have erased 
two decades of African American wealth gains. 
Nationally, the net worth of the typical Afri-
can American family declined by one-third 
between 2010 and 2013, according to a Wash-
ington Post analysis of the Federal Reserve’s 
Survey of Consumer Finances, a drop far 
greater than that of whites or Hispanics. 
 
The top half of African American families—the 
core of the middle class—is left with less than 
half of the typical wealth they possessed in 
2007. The wealth of similarly situated whites 
declined by just 14 percent.12

Many observers of the housing market today 
believe that tight underwriting standards—occa-
sionally called a “tight credit box”—adversely affect 
the homeownership rate in the U.S. Before the adop-
tion of the AH goals, the homeownership rate was 
quite stable, hovering around 65 percent for about 
30 years. Indeed, the inability of many other govern-
ment policies to increase home ownership was one 
of the reasons for the enactment of the AH goals, as 
community activists argued that low-income fam-
ilies were prevented from becoming homeowners 
because the GSEs’ underwriting standards were 
too high. As underwriting standards—under the 
influence of the AH goals—deteriorated before the 
financial crisis, the homeownership rate did indeed 
begin to rise, reaching almost 70 percent by 2004. 
However, after the financial crisis, and all the mort-
gage defaults and foreclosures that occurred in the 
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years following, the homeownership rate in the 
United States has returned again to approximately 
64 percent.

Most of the recriminations after the financial 
crisis focused on the taxpayer costs associated with 
preventing what some have claimed would have 
been a total collapse of the world’s financial system. 
Although that is debatable, very little attention has 
been directed to the real losses of homeowners who 
continued to meet their mortgage obligations. These 
homeowners also suffered major losses, as home 
prices in their neighborhoods were driven down by 
the mortgage defaults among their neighbors. This 
is another cost of reduced underwriting standards, 
and American homeowners should understand that 
these costs will return if they again allow their gov-
ernment to set underwriting standards.

Accordingly, reduced underwriting standards 
provide little benefit over the long term either for 
homeowners or the nation as a whole. Eventually, 
they produce an unstable market; as rising defaults 
follow a downturn in the economy, the homeowner-
ship rate declines and people who are meeting their 
mortgage obligations suffer losses. Moreover, low-in-
come homebuyers—often cited as the principal ben-
eficiaries—turn out to be the principal victims.

Unfortunately, because Congress ignored the 
deterioration of underwriting standards as a cause 
of the financial crisis—falsely blaming the crisis on 
insufficient regulation of the private sector—the gov-
ernment has been left largely free to reduce under-
writing standards again. In 2015, for example, under 
pressure from low-income housing advocates, the 
FHA—which insures risky mortgages for homebuy-
ers who cannot meet conventional underwriting 
standards—reduced its insurance premium by 50 
basis points. This makes mortgages more affordable, 
of course, but increases the likelihood of defaults in 
the future that the taxpayers and other homeown-
ers will have to bear. Similarly, the Federal Housing 
Finance Agency (FHFA), the regulator of Fannie and 
Freddie (and their conservator since they became 
insolvent in 2008), told them in 2015 to reduce the 
down payments they would accept from 5 percent—
already too low—to 3 percent. The fact that there 
was no outcry after these acts—which simply repli-
cated the policies that were in place before the cri-
sis—shows that the true lessons of the financial cri-
sis have not been learned.

Defaults Begin. With the largest housing bub-
ble in history deflating, and more than half of all 

mortgages made to borrowers who had weak cred-
it or little equity in their homes, or both, the num-
ber of delinquencies and defaults in 2007 and 2008 
was unprecedented. One immediate effect was the 
collapse of the market for PMBS that were issued 
by banks, investment banks, or subprime lenders. 
Investors, shocked by the sheer number of defaults 
that seemed to be underway, fled the market. Mort-
gage values fell along with housing prices, with dra-
matic effect on the PMBS market.

Mark-to-Market Accounting Rules Cause 
Major Asset Writedowns. The fall in housing and 
mortgage values had an immediate and destructive 
effect on the apparent financial condition of many 
financial firms and banks. Since 1994, all financial 
institutions had been required to use market value 
in setting the balance sheet value of their securi-
ties assets and liabilities. In other words, the value 
of these assets on their balance sheets had to reflect 
the current market value of their PMBS.

These rules had a particularly troubling effect for 
banks and other financial institutions that followed 
the Basel risk-based capital rules. Since 2001, these 
rules had allowed banks to hold only 1.6 percent cap-
ital to back AAA-rated private MBS, even though 4 
percent capital was necessary to back a whole mort-
gage. This rule, providing a strong incentive for 
banks to hold PMBS, essentially herded all banks 
into the very PMBS that were backed by NTMs. 
Moreover, many banks and other issuers of private 
MBS, unable to sell the lowest-quality tranches of 
the mortgage pools they were creating, used them 
to create collateralized debt obligations (CDOs) and 
sold the AAA-rated securities in these specialized 
pools. The revenues from these sales enabled them 
to compete on price with Fannie and Freddie, which 
were also selling MBS backed by NTMs. In many 
cases, the private issuers also held the “super-se-
nior” portions of these CDOs—the ones deemed least 
likely to default. Unfortunately, when the mortgage 
defaults began, the super-seniors and all other CDO 
securities backed by the lowest-quality NTM tranch-
es were hit hardest. One estimate is that the eventu-
al losses on these CDOs will be $420 billion (65 per-
cent) of the $600 billion in CDOs outstanding.13

The mark-to-market valuation system worked 
effectively as long as there was a market for the secu-
rities in question, but it was destructive in the mar-
ket collapse precipitated by the vast number of delin-
quent and defaulting mortgages that began in 2007. 
With buyers pulling away, there was only a distress 
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market for private MBS, with exceedingly low prices. 
Although there were alternative ways for assets to 
be valued in the absence of market prices, auditors—
worried about their potential liability if they per-
mitted their clients to overstate asset values in the 
midst of the financial crisis—were reluctant to allow 
the use of these alternatives. Accordingly, financial 
firms were compelled to write down significant por-
tions of their private MBS assets and take operating 
losses that substantially reduced their capital posi-
tions and created worrisome declines in earnings.

Moreover, because most private MBS held by 
financial institutions were rated AAA, they were 
used by many banks and other financial firms for 
short-term collateralized borrowing through repur-
chase agreements, popularly known as “repos.” 
Suddenly, when the PMBS market collapsed, no 
one wanted these securities as collateral, and many 
firms were left without sufficient liquidity to meet 
demands for cash by customers and creditors.

The asset writedowns and the liquidity con-
straints created great anxiety among market partic-
ipants, who did not know whether the affected firms 
were solvent or insolvent. The Fed adopted a number 
of programs to provide liquidity to banks and some 
investment banks, but while that allowed them to 
meet withdrawals, it did nothing to improve their 
capital positions or compensate for their operating 
losses. Also, the natural effect of a fall in asset values 
is to reduce liquidity: With asset values lower, lever-
age rises, and intermediaries pull back on their will-
ingness to lend.

Through the early part of 2007 and into early 
2008, the news was uniformly frightening for inves-
tors and creditors. Formerly healthy firms that held 
large portfolios of private MBS were illiquid or insol-
vent and were declaring bankruptcy. On August 9, 
2007, BNP Paribas, a major French bank, suspended 
redemptions from one of its managed funds because 
it could no longer be sure of the value of the private 
MBS assets that the funds were holding. This event 
shook the market and caused a sharp rise in indi-
cators of market unease. Still, Ben Bernanke, the 
Fed chairman, and Hank Paulson, the U.S. Trea-
sury Secretary, continued to assure the markets 
that the problem of subprime mortgages was man-
ageable and the current troubles only temporary. In 
substantial part this was the result of the fact that 
neither they nor anyone else outside the GSEs knew 
that Fannie and Freddie had not disclosed the full 
extent of their NTM holdings; the mortgage market 

was substantially weaker than the publicly available 
data suggested.

In March 2008, however, Bear Stearns, the small-
est of the five major Wall Street investment banks, 
was unable to fund its operations; it had lost the con-
fidence of the market and was bleeding cash. Paul-
son and Bernanke were faced with the choice of 
either letting Bear Stearns fail or taking extraordi-
nary steps to rescue it. They chose the latter. Bear 
Stearns was sold to the giant bank holding compa-
ny JPMorgan Chase with the Fed providing $29 bil-
lion in financial support as an inducement to the 
acquiring firm. This was a fateful move; in effect, the 
original sin.

The Rescue of Bear Stearns Creates Moral 
Hazard. Although the Bear Stearns rescue tem-
porarily calmed the markets, it created substantial 
moral hazard. Market participants now believed 
that the government had established a policy of res-
cuing large failing financial institutions. This per-
ception substantially affected subsequent decisions. 
Firms with weak cash or capital positions did not 
take the opportunity to raise as much new equity as 
their weakened conditions required; with the gov-
ernment likely to protect their creditors, there was 
little reason to further dilute their shareholders in 
order to foster creditor confidence; creditors could 
now believe they would be rescued and did not take 
losses on the securities they held in weak financial 
firms. Firms that might have been willing to accept 
acquisition offers now thought they could drive 
harder bargains, and erstwhile buyers backed away. 
Potential acquirers for Lehman, noting the $29 bil-
lion support that JPMorgan Chase received from the 
Fed, were probably unwilling to buy a firm even larg-
er than Bear with no financial support or risk-shar-
ing from the U.S. government. Most specifically, the 
Reserve Primary Fund, a money market mutual 
fund, decided to retain the Lehman Brothers com-
mercial paper in its portfolio, probably assuming 
that if Lehman went under, its creditors, like Bear’s, 
would be bailed out.14

The trigger for the ensuing crisis was proba-
bly—and fittingly—the government’s takeover of 
Fannie and Freddie on September 7, 2008. Because 
Fannie and Freddie had not disclosed the nature 
of their mortgage purchases after the enactment 
of the AH goals, most market participants contin-
ued to believe that the two GSEs had only bought 
prime mortgages. Thus, the government’s dec-
laration that Fannie and Freddie were insolvent 
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came as a particular shock to market participants, 
who concluded that if prime mortgages were fail-
ing in such numbers that they drove the two GSEs 
into insolvency, the mortgage market was in much 
worse shape than they had imagined. That pro-
duced a new look at the large financial firms that 
were exposed to substantial mortgage risk, begin-
ning with Lehman Brothers, a firm about 50 per-
cent larger than Bear.

During the week after the government’s takeover 
of Fannie and Freddie, Lehman lost virtually all its 
liquidity, as investors came to believe that the firm 
could not survive its mortgage losses. Still, until the 
weekend, many investors assumed that Lehman, like 
Bear, would be rescued. Until it blew out on Friday, 
the credit default swap market on Lehman remained 
relatively steady, although slowly rising. Thus, when 

Lehman filed for bankruptcy early on September 
15, the market was shocked. Market participants, 
investors, and creditors who had assumed that the 
government would not allow any large financial 
institution to fail, now had to re-evaluate all their 
counterparties. The outcome was not conducive to 
calm reflection. Uncertainty about the financial con-
dition of many firms caused investors and creditors 
to seek cash.

As a result, financial institutions—fearful of cus-
tomer withdrawals—hoarded cash; in an unprece-
dented move, the largest banks were not willing to 
lend to one another, even overnight. All this caused 
a virtual collapse of liquidity and the market panic 
that we know as the financial crisis.

No Justification for Dodd–Frank. By 2010, 
many of the strongest supporters of affordable 
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housing as enforced by HUD had recognized their 
error. In an interview on Larry Kudlow’s CNBC tele-
vision program in late August, Barney Frank—the 
chair of the House Financial Services Committee 
and previously the loudest congressional advocate 
for affordable housing—conceded that he had erred: 
“I hope by next year we’ll have abolished Fannie and 
Freddie.… [I]t was a great mistake to push lower-in-
come people into housing they couldn’t afford and 
couldn’t really handle once they had it.”15

Thus, the financial crisis was caused by the U.S. 
government’s housing policies—primarily the AH 
goals—not by insufficient regulation of the financial 
sector. The collapse of the housing price bubble cre-
ated by these policies, combined with mark-to-mar-
ket accounting, weakened all large financial institu-
tions. Then, the rescue of Bear Stearns introduced 
moral hazard, and the government’s failure to res-
cue Lehman—possibly the greatest blunder in finan-
cial history—produced an investor panic.

Nothing, then, in this record justifies the enact-
ment of the Dodd–Frank Act, a massive regulato-
ry edifice that has imposed enormous and unwar-
ranted costs on the U.S. economy and prevented 
the quick economic recovery that usually follows 
a sharp financial downturn. Instead of focusing on 
how to help the economy recover, President Obama 
and the Congress that took office after the 2008 
election sought to punish the private financial sec-
tor through new and harsher regulation. The real 
causes of the crisis—the government’s housing pol-
icies implemented largely through Fannie Mae and 
Freddie Mac—were left untouched; even today, the 
country is once again following the disastrous poli-
cies that led to the crisis.16

THE ECONOMIC CONSEQUENCES  
OF DODD–FRANK

Dodd–Frank became law on July 21, 2010. It is 
important to keep this date in mind, because it is the 
after-effects of the law that are of interest. Chart 5 
was originally prepared by the Federal Reserve Bank 
of Dallas17 and shows the quarter-by-quarter growth 
of the U.S. economy from before the crisis to the sec-
ond quarter of 2013. The gray area is the range, and 
the black line is the average, of prior cycles. The chart 
shows that the current recovery—the line below the 
shaded area—is far weaker than the range and aver-
age of prior periods.

Correlation, of course, is not causation, so the 
question is whether there is a plausible causal 

connection between the Dodd–Frank Act and the 
slow recovery from the financial crisis.

Demonstrating such a connection is difficult; 
there is no data that does this effectively. What one 
can do, however, is to make clear how Dodd–Frank 
regulation could have caused or contributed to the 
slow growth in the economy. This chapter, accord-
ingly, points to Dodd–Frank’s extensive regulato-
ry burdens on small banks—the 98.5 percent of all 
banks that have assets of $10 billion or less—as the 
source of the slow recovery. The chapter posits that 
these costs and the strict one-size-fits-all lending 
standards that have been imposed by regulators 
under Dodd–Frank have reduced the productivity 
and raised the operating costs of small banks, limit-
ing the amount of credit they could provide to small 
business borrowers—especially the small business 
start-ups that are largely responsible for increased 
jobs and economic growth.18

If this analysis is correct, one should see that firms 
with the ability to access the capital markets—firms 
that are not dependent on bank lending—have been 
growing at a pace that is consistent with most other 
recoveries. The data shows that this is true. One 
should also see that small businesses—those that 
rely on banks for their credit needs—are growing far 
more slowly than larger businesses that do not have 
to rely on bank credit. This is also supported by the 
data. Finally, there is the question whether the crisis 
of 2008—because it was a financial crisis—was des-
tined to recover more slowly than any previous crisis 
or recession. Solid academic work has demonstrated 
that this is not true: Past financial crises have result-
ed in sharp recoveries—except where government 
has stepped in with new regulations. Together, these 
supporting elements add weight to the argument that 
the Dodd–Frank Act was a major cause of the U.S. 
economy’s slow recovery from the 2008 crisis.

The Economic Growth Costs of Additional 
Regulations on Small Banks. As Chart 5 shows, 
through the first quarter of 2013 there had been 
some modest economic growth, but far less than 
in a normal recovery. Since then, as is known, the 
pattern has continued. A recent op-ed in The Wall 
Street Journal by Glenn Hubbard (former chair of 
the Council of Economic Advisers under George W. 
Bush) and Kevin Warsh (a former governor of the 
Federal Reserve) in effect updates the chart: “Eco-
nomic growth in real terms is averaging a meager 
2.2% annual rate in the 23 quarters since the reces-
sion’s trough in June 2009. The consensus forecast 
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of about 1% growth for the first half of this year 
offers little solace.”19 In the last quarter of 2015, the 
economy stumbled again, with growth of less than 
1 percent.

If there is a plausible connection between this slow 
growth and the Dodd–Frank Act, how is it occur-
ring? In March 2014, JPMorgan Chase, the largest 
U.S. banking organization, cut back its projections 
for the coming year. It noted that it would add 3,000 
new compliance employees, on top of the 7,000 it 
had added the year before; nevertheless, the banking 
organization said that during the coming year the 
total number of its employees was expected to fall by 
5,000.20 It seems clear that, no matter what the firm’s 
actual revenues and profits in 2013 or 2014, they would 
have been larger—other things being equal—had they 
not been required by new regulations to add 10,000 
new compliance officers while reducing the overall 
size of their payroll by 5,000. Given the total work-
force reduction, it is highly likely that the compliance 
officers hired in 2013 and 2014 would replace officers 
that otherwise would be calling on clients, evaluat-
ing loan applications, and making loans, or providing 
other revenue-producing services for the firm. Other 
costs of regulatory compliance will have the same 
effect, to a greater or lesser extent.

In developing and adopting the Dodd–Frank Act, 
Congress and the Administration did not appear 
to be concerned about placing additional regula-
tory costs on the financial system. For example, all 
bank holding companies with $50 billion in assets or 
more were treated in the act as systemically import-
ant financial institutions (SIFIs) and subjected to 
“stringent” regulation by the Fed. Among many 
other requirements, these banking organizations 
must prepare “living wills”—detailing how they 
would be broken up if they fail—and participate in 
annual Fed-designed stress tests. These and other 
requirements add substantial additional costs to 
whatever “stringent” new regulation might entail. 
Even if only in the form of more compliance officers 
than loan officers, this will mean that these banks 
will supply less credit to the real economy. If these 
firms did not have to hire any additional compliance 
officers, all their new hires—if any—would likely be 
employees who produce revenue, and hence more 
revenue for the bank and more economic growth for 
the real economy.

In a study of the effect of the “systemic” regula-
tions imposed on regional banks with assets of more 
than $50 billion—not the largest banks that operate 

nationally and internationally—Federal Financial 
Analytics concluded that “the direct costs of sys-
temic standards for a sample of U.S. bank holding 
companies (BHCs) may be at least $2 billion, result-
ing in a possible reduction of credit in the markets 
served by the largest of these BHCs of 5.7 to 8 per-
cent. Over a five-year period, this reduction in lend-
ing by regional banks could total approximately $14 
to $20 billion.”21

A similar analysis applies to small banks, which 
have also been required to conform to many new 
regulations coming out of Dodd–Frank, especially 
in mortgage and consumer lending. A study by the 
Government Accountability Office (GAO) identi-
fied seven Dodd–Frank titles that have the poten-
tial to increase the costs or the competitive burdens 
of “community banks,”22 which the GAO and many 
other government agencies define as banks with 
assets of $10 billion or less. (Unless otherwise stat-
ed, this chapter will use that definition.) Similarly, 
studies by the Mercatus Center23 and the American 
Enterprise Institute24 have also shown that Dodd–
Frank regulations have imposed substantial addi-
tional costs on community banks. As noted, banks 
of this size or less are 98.5 percent of all U.S. banks; 
there are only 98 banks in the U.S. with more than 
$10 billion in assets,25 and only 39 with assets of $50 
billion or more.

The additional costs are substantial. Merca-
tus, in particular, based its study on a survey of 
approximately 200 small banks, noting that “our 
survey reveals increased hiring of compliance per-
sonnel, more noncompliance employee time spent 
on compliance, and increased spending on com-
pliance, trends noticed in other surveys.”26 As the 
study further stated, “[A]pproximately ninety per-
cent of respondents reported an increase in compli-
ance costs, and most (82.9%) of participating banks 
reported that their compliance costs had increased 
by more than five percent.”27 In effect, for these 
banks the median number of compliance person-
nel doubled—from one to two—after July 2010, and 
a quarter of respondents planned to hire additional 
compliance officers.28 More compliance officers, or 
more noncompliance employees engaged in com-
pliance activities, translates directly into higher 
employee costs and lower employee productivity—
meaning, in the end, less credit or more costly credit 
for the small businesses that borrow from banks.

In 2013, three economists at the Federal Reserve 
Bank of Minneapolis actually looked at the effect 
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of new regulations on the profitability of very 
small institutions. They chose to model only the 
effects on bank hiring, although many other fac-
tors—risk-taking, legal liability, product costs—are 
affected by additional regulation. “[W]e find,” they 
write, “that the median reduction in profitabili-
ty for banks with less than $50 million is 14 basis 
points if they have to increase staff by one half of 
a person; the reduction is 45 basis points if they 
increase staffing by two employees. The former 
increase in staff leads an additional 6 percent of 
banks this size to become unprofitable, while the 
latter increase leads an additional 33 percent to 
become unprofitable.”29

Although banks with less than $50 million in 
assets are, of course, much smaller and simpler than 
banks with $10 billion or $50 billion in assets, the 
principle is the same when describing the effect of 
regulations on productivity and credit availability. If 
a banking organization larger than $50 billion has to 
hire additional compliance officers in order to meet 
its new stringent regulations, and living-will and 
stress-test requirements, its profitability and pro-
ductivity will also be reduced, and all of them will 
reduce the amount of credit they provide—or the 
credit they provide will be more expensive—because 
relatively more of their human capital is engaged 
in compliance rather than lending or other reve-
nue-producing services.

Nevertheless, as a rule of thumb, whatever regu-
latory costs are imposed on banking organizations—
whether they be $2 trillion banks like JPMorgan 
Chase, $50 billion banks, or $50 million banks—the 
larger the bank, the more easily it will be able to adjust 
to these costs. As Federal Reserve Governor Daniel 
Tarullo has observed, “Any regulatory requirement is 
likely to be disproportionately costly for community 
banks, since the fixed costs associated with compli-
ance must be spread over a smaller base of assets.”30 
William Grant, then chair of Community Bankers 
Council of the American Bankers Association, noted 
in congressional testimony in 2012 that the “cost of 
regulatory compliance as a share of operating expens-
es is two-and-a-half times greater for small banks 
than for large banks.”31 That is most likely why, since 
the enactment of Dodd–Frank, the smallest banks 
have suffered the greatest losses of market share and 
the largest banks have continued to grow.

Ironically, then, although there has been great 
concern in Congress about the financial advantages 
of too-big-to-fail (TBTF) banks—and the supporters 

of Dodd–Frank claim that it has eliminated the TBTF 
problem—the heavy regulations in the act have given 
the largest TBTF banks even more significant com-
petitive advantages over their smaller competitors. 
Indeed, Jamie Dimon, the chair of JPMorgan Chase, 
has referred to regulation as a “moat” that reduced 
competition from its smaller rivals.32

Small banks have been losing market share to 
larger banks since the enactment of Dodd–Frank. In 
2015, Marshall Lux and Robert Greene observed in a 
Harvard Kennedy School study:

Community banks withstood the financial 
crisis of 2008–09 with sizeable but not major 
losses in market share—shedding 6 percent of 
their share of U.S. banking assets between the 
second quarter of 2006 and mid-2010.… But 
since the second quarter of 2010, around the 
time of the Dodd–Frank Wall Street Reform 
and Consumer Protection Act’s passage, we 
found community banks’ share of assets has 
shrunk drastically—over 12 percent…. Since 
Q2 2010, the smallest community banks’ ($1 
billion or less in assets) share of U.S. banking 
assets has fallen 19 percent.33

An important factor in this decline, according to 
Lux and Greene, is a 44 percent increase in commer-
cial and industrial (C&I) loans outstanding since 
mid-2010:

Community banks’ share of this lending mar-
ket is down 22.5 percent since Q2 2010 (from 
20.6 percent to 16.0 percent). More striking, 
the smallest community banks’ market share 
is down 35.6 percent (from 9.6 percent to 6.2 
percent) since Q2 2010, and despite overall 
growth in the sector, these banks realized a 
net decrease in volume of 7.5 percent.34

Part of the reason that small banks have been los-
ing market share is the decline in their numbers, due 
to acquisitions by larger banks and a complete col-
lapse since the financial crisis in the chartering of 
new banks. Both can be attributed to Dodd–Frank. 
Many community banks are selling out to larger 
institutions, which can operate more cheaply in the 
costly regulatory environment since the enactment 
of Dodd–Frank. Kelly King, chairman of BB&T, a 
larger bank that is aggressively seeking to acquire 
community banks, recently observed:
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I think a lot of banks with $5 billion to $10 bil-
lion in assets are going to recognize that it is 
an unsolvable problem when they look at the 
massive investment they have to make to com-
ply.… The cost for them to expand is enormous, 
and they would go through a trough of several 
years where their stock price would be dilut-
ed. From an economic point of view selling is 
almost a no-brainer.35

Indeed, the chartering of new banks, which at one 
time averaged 100 per year, has declined to an aver-
age of three per year since 2010.36 This is almost cer-
tainly attributable to the squeeze on profits as a result 
of increased regulation, although low interest rates 
could also be a contributing factor. If existing com-
munity banks cannot make a go of it in the current 
environment, why would anyone invest in a new one?

Another factor causing difficulties for small 
banks and particularly the all-important start-ups 
is the narrative underlying the Dodd–Frank Act; 
in this narrative, the financial crisis was caused by 
insufficient regulation of banks and other financial 
firms allowing them to take risks that resulted in 
the financial crisis. As noted, this narrative is false, 
but blaming the failure of a large number of finan-
cial institutions on lax regulation has produced an 
examiner crackdown in the past, often accompanied 
by a downgrading of smaller banks. Larger banks are 
seldom downgraded. As one observer put it, refer-
ring to the 1989–1991 period when many banks had 
failed, the Comptroller of the Currency “had soft-
ened regulatory policies on banks early in his tenure, 
helping fuel excessive real estate lending by banks.” 
By mid-1990 and early 1991, however, regulatory 
attitudes had apparently changed: “Bank examiners 
became too restrictive, helping to create a near cred-
it crunch.”37 A recent paper by Paul Kupiec, Yan Lee, 
and Clair Rosenfeld has shown that when regulato-
ry downgrades occur, loan growth is impaired. “[S]
upervisory restrictions,” they report, “have a neg-
ative impact on bank loan growth after controlling 
for the impact of monetary policy, bank capital and 
liquidity conditions and any voluntary reduction in 
lending triggered by weak legacy loan portfolio per-
formance or other bank losses.”38

The idea that aggressive interventions of exam-
iners with small banks can reduce lending activity 
received some confirmation from former Fed Gover-
nor Elizabeth Duke in testimony to Congress in Feb-
ruary 2010: “Some banks may be overly conservative 

in their small business lending because of concerns 
that they will be subject to criticism from their 
examiners.… [S]ome potentially profitable loans to 
creditworthy small businesses may have been lost 
because of these concerns, particularly on the part 
of small banks.”39 Bank regulators, who have heard 
the politicians blame them for the lax regulation, 
have responded with tougher treatment of the small-
er banks, even though they had no significant role 
in the financial crisis. Ironically, then, even though 
it is untrue, the claim that lax regulation caused 
the financial crisis has generated a bank examiner 
crackdown and tougher lending standards that in 
turn has reduced economic growth.

Because of their unique role in local economies, 
increases in the costs of community banks and 
tightening credit standards after Dodd–Frank are 
particularly bad news for small business start-ups. 
As Drew Breakspear, the commissioner of Florida’s 
Office of Financial Regulation, pointed out, “Com-
munity banks have traditionally supported local 
agricultural and small business needs by incorpo-
rating information about borrowers’ characters into 
lending decisions. But Dodd–Frank has standard-
ized lending practices, which works to the advantage 
of large banks and punishes community banks.”40

Indeed, anecdotal information from small busi-
ness managers and small banks indicates that since 
the enactment of Dodd–Frank, examiners have been 
insisting that all borrowers with similar financial 
standing be treated the same way, so that credit is 
not necessarily available anymore to borrowers who 
do not meet certain revenue standards or do not have 
suitable collateral, guarantors, or vouching mate-
rials, such as audited financial statements. Charac-
ter loans, as Breakspear described them, one of the 
strengths of community banks that know their cus-
tomers, appear to be a thing of the past.

One-size-fits-all lending standards certainly reduce 
one of the key advantages of the small bank lending sys-
tem, but it may be more important to understand that it 
also reduces the availability of credit for small business 
borrowers, especially start-ups, which, generally have 
none of the supporting elements for credit that regula-
tors want to see. As one study noted, small banks can 
fill a niche “stemming from their ability either to suc-
cessfully lend to what have been variously described as 
‘informationally opaque’ borrowers—borrowers without 
long credit histories suitable for credit scoring or other 
model-based lending practiced by large banks—or to 
engage in relation- or reputation-based lending or lending 
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in low-volume markets.”41 In other words, small banks 
can be unique sources of credit both for start-ups and 
more mature small businesses that do not have cred-
it histories, but because of tougher lending standards 
after Dodd–Frank, their role in lending—especially to 
new businesses—is quickly declining.

The Effect of Additional Regulatory Costs 
and Tighter Lending Standards on Small Busi-
nesses. At this point, it is necessary to make a key 
distinction about the contribution of small firms 
to economic growth and jobs. It is generally true 
that small firms are the principal drivers of new 
growth and jobs in the economy, but most of the 
discussion about small firms has focused on these 
firms as a single category. Within the small firm 
category, however, it turns out the major drivers 
of growth and jobs are start-ups—firms that are 
one to five years old. In an important paper on this 
subject, John Haltiwanger, Ron Jarmin, and Javi-
er Miranda observed: “The share of jobs created 
and destroyed by different groups is roughly their 
share of total employment. An important exception 
in this context is the contribution of firm start-ups: 

they account for only 3% of employment but almost 
20% of gross job creation.”42

In other words, older and more established small 
firms are not major net contributors to econom-
ic growth. As Haltiwanger, Jarmin, and Miranda 
explain, using 2005 as an example: “About 2.5 mil-
lion net new jobs were created in the U.S. private sec-
tor in 2005. Strikingly, firm start-ups (firms with age 
0) created about 3.5 million net new jobs. In contrast, 
every other firm age class except for the oldest firms 
exhibited net declines in employment in 2005.”43

For this reason, data showing that small firms 
in general are not having difficulty finding credit, 
or do not need new credit,44 should be understood 
as the result of sampling older established small 
firms, not the start-up category, which is where the 
economic and job growth in the U.S. economy is 
apparently concentrated. It is the start-up catego-
ry that would be having the most difficulty obtain-
ing bank credit as a result of the tightening lending 
standards and greater small bank regulatory costs 
induced by Dodd–Frank. Banks, especially small 
banks, are not venture capitalists; to the extent 
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that they are willing to take venture-type risks, it is 
with the “informationally opaque” firms that now 
draw criticism from examiners.

Lux and Greene report that:

[C]ommunity banks provide 51 percent of 
small business loans. In the decade before the 
crisis (Q2 1998 to Q2 2008), community banks’ 
lending to small business doubled in volume 
[citing FDIC data]. Small businesses create the 
majority of new jobs and account for the vast 
majority of employers.… Alarmingly, howev-
er, community banks’ overall volume of small 
business lending has declined significantly 
since Q2 2010—down 11 percent.45

While this could also be the result of lower small 
business loan demand, Haltiwanger, Jarmin, and 
Miranda also point out that the volume of small 
business lending by the largest banks has declined 
only 3 percent.

Most significantly, in the same study, the results 
for community banks since the enactment of Dodd–
Frank are even worse in the C&I loan market—loans 
made to businesses that are not agricultural loans or 
commercial and residential real estate loans. There, 
as noted earlier, community banks’ share of this 
lending market is down 22.5 percent since Q2 2010 
and the smallest community banks’ market share is 
down 35.6 percent. Despite overall lending growth 
in the sector, these banks realized a net decrease in 
volume of 7.5 percent. These observations are sup-
ported by other data. In 2014, two researchers at the 
Federal Reserve, Dean Amel and Traci Mach, used 
data in bank call reports to assess whether there is 
a difference between large banks and community 
banks in business lending. “Following the financial 
crisis,” they wrote, “total outstanding loans to busi-
nesses by commercial banks dropped off substan-
tially. Large loans outstanding began to rebound by 
the third quarter of 2010 and essentially returned to 
their previous growth trajectory while small loans 
outstanding continued to decline. Furthermore, 
much of the drop in small business loans outstand-
ing was evident at community banks [Chart 6].”

Bank Call Reports do not provide information on 
the size of the business that received the loan, but as 
Amel and Mach note, loans up to $1 million are fre-
quently seen as a proxy for a small business loan. So 
what Chart 6 shows is that small business lending 
by small banks, and small business borrowing by 

small firms, has not recovered from the post-crisis 
recession and has declined even more sharply after 
the enactment of the Dodd–Frank Act in 2010. Even 
banks over $10 billion have not been expanding their 
lending to small business. The likely reasons, as out-
lined above, are that higher regulatory costs and 
one-size-fits-all lending standards imposed after 
Dodd–Frank have stymied lending, particularly to 
start-ups, which account for most of the economy’s 
new jobs and growth.

Finally, the new and more costly regulation 
imposed by Dodd–Frank appears to have stalled 
the formation of new banks, which, in turn, has also 
affected the availability of credit for the small and 
medium-sized businesses that are dependent on 
bank lending. As noted earlier, a Federal Reserve 
Bank of Richmond report in March 2015 observed 
that the rate of new-bank formation has fallen from 
an average of about 100 per year since 1990 to an 
average of about three per year since 2010. Trying to 
assess the reasons for this sharp decline, the report 
continued, “Banking scholars…have found that new 
entries are more likely when there are fewer regula-
tory restrictions. After the financial crisis, the num-
ber of new banking regulations increased with the 
passage of legislation such as the Dodd–Frank Act. 
Such regulations may be particularly burdensome 
for small banks that are just getting started.”46

The authors of this report suggest other possible 
causes, but the fact that the decline became so severe 
in 2010, the year of the enactment of Dodd–Frank, 
is strong evidence that the new requirements in the 
act—which have been cited again and again by small 
banks since 2010—are responsible. In any event, the 
decline in the formation of new banks caused an 
overall decline of 800 in the total number of small 
independent banks between 2007 and 2013. All these 
factors—increased regulatory costs, tougher lending 
standards, and a decline in the absolute numbers of 
small banks because of regulatory costs—seem to 
have had an adverse effect on the small businesses, 
and particularly the small business start-ups, which 
depend on small banks for credit.

Small Business and the Bifurcated Cred-
it Market. It is not generally understood that the 
U.S. has a sharply bifurcated credit market. Accord-
ing to the Small Business Administration, in 2010, 
there were 28 million small businesses in the U.S., 
defined as firms with fewer than 500 employees. 
Of these, about 5.5 million were employers; the rest 
were small proprietorships (“mom and pops”) with 
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no formal employees. At the same time, there were 
18,500 larger businesses (less than 1 percent of all 
employers) with 500 employees or more.47

These two classes of businesses have very dif-
ferent sources of credit. Most of the 18,500 larger 
businesses are in a position to borrow from banks 
or to finance in the credit markets. In 2014, there 
were approximately 10,000 firms registered with 
the Securities and Exchange Commission (SEC) and 
thus in a position to issue securities in the capital 
markets. However, the 28 million small businesses, 
including the 5.5 million that were employers, are 
likely to be completely dependent on banks for their 
credit needs. For these firms, increases in the cost, 
or reductions in the availability, of bank lending—
particularly by small banks—would have a substan-
tial impact on their prospects for growth.

Chart 7 shows that since the mid-1980s the 
capital markets have outcompeted the banking 
industry as a source of credit for business firms.48 

This alternative means of financing, however, is 
not available to small or medium-sized business-
es, because they are not generally owned by pub-
lic shareholders and do not report their financial 
results to the SEC. In addition, the considerable 
costs of maintaining a securities registration make 
registration unaffordable for smaller businesses. 
For these smaller firms, then, greater and more 
costly regulation of banks would inevitably cause 
either an increase in the cost of bank credit, a 
reduction in its availability, or both.

There is another explanation for the difficulty of 
small businesses, particularly start-ups, in obtain-
ing credit for growth. The authors of a 2015 Gold-
man Sachs report, “The Two-Speed Economy,” posit 
that new banking regulations have made bank credit 
both more expensive and less available: “This affects 
small firms disproportionately because they large-
ly lack alternative sources of finance, whereas large 
firms have been able to shift to less-expensive public 
market financing.”49

Using IRS data, the Goldman study finds that 
large firms—those with $50 million or more in rev-
enue annually, have been growing revenue at a com-
pounded annual rate of 8 percent, while firms with 
less than $50 million in revenue have been growing 
revenue at an average of only 2 percent compounded 
annually. Even more significant, using Census data, 
the Goldman authors found that firms with more 
than 500 employees grew by roughly 42,000 per 
month between 2010 and 2012, exceeding the best 
historical performance over the prior four recover-
ies. In contrast, jobs at firms with fewer than 500 
employees declined by nearly 700 per month over 
the same timeframe, although these small firms had 
grown by roughly 54,000 per month on average over 
the prior four recoveries.50

This accounts for the dearth of new business for-
mations. Small firms are simply unable to get the 
credit that used to be available to small business 
start-ups, and the credit that they can get is more 
expensive. This would also have a disproportionate 
effect on employment in the recovery, because small 
business start-ups are the principal source of new 
employment growth in the U.S. economy.

The Goldman report then turns to the lack of cap-
ital investment, and also finds the source of that in 
financial regulation: 

Even as large firms experience a relatively 
robust recovery, they appear to be investing 
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less than we would expect given their his-
torically high profit margins, and investing 
with a bias toward shorter term projects; this 
dynamic may be playing out because large 
firms are facing less competition from small-
er firms. Investments in intellectual property, 
for example, are tracking nearly five percent-
age points below even the low end of the his-
torical experience and more than 20 percent-
age points below the historical average.51

Since many start-ups are based on new ideas or 
new technology, their inability to get adequate cred-
it has made them less competitive with existing larg-
er firms, or more willing to sell out to larger firms, 
reducing the need for greater investments by larger 
firms in proprietary intellectual property.

Finally, the Goldman report notes concern that 
this is not necessarily a temporary phenomenon: 
“Taken together, the reduced competitiveness of 
small firms and the changing investment decisions 
of larger ones are reshaping the competitive struc-
ture of the US economy in ways that are likely to 
reverberate well into the future, and in ways that any 
future evaluation of the aggregate effects of post-cri-
sis regulations should consider.”52

It would be hard to find a better way to express 
the dangers of leaving the Dodd–Frank Act in place 
without serious reforms.

Are There Other Explanations for the Slow 
Recovery? Still, defenders of Dodd–Frank some-
times argue that a slow recovery is typical after 
financial crises and accounts for the slower eco-
nomic growth since 2010, but recent scholarship 
casts doubt on this explanation. Michael Bordo 
and Joseph Haubrich studied 27 recession-recov-
ery cycles since 1882 and concluded: “Our analysis 
of the data shows that steep expansions tend to fol-
low deep contractions, though this depends heav-
ily on when the recovery is measured. In contrast 
to much conventional wisdom, the stylized fact 
that deep contractions breed strong recoveries is 
particularly true when there is a financial crisis.”53 
(Emphasis added.).

Bordo and Haubrich find only three exceptions to 
this pattern, cycles in which the recoveries did not 
match the speed of the downturns. The three were 
the Depression of the 1930s, the 1990 recession that 
ended in March 1991, and the most recent recession, 
which ended in June 2009. It is useful to consider 
what these three exceptions have in common.

In each case, the government’s intervention in the 
financial system was unusual and extensive. During 
the Depression the Hoover and Roosevelt Admin-
istrations tried many ways to arrest the slide in the 
economy, all without success. Hoover was an invet-
erate activist in all things, and Franklin Roosevelt 
believed in constant experimentation until some-
thing worked. Neither of the two Presidents seemed 
to have a consistent theory about what brought on 
the economic downturn or how to address it. Under 
Herbert Hoover, Congress passed the Smoot–Haw-
ley Tariff Act, and the Emergency Relief and Recon-
struction Act, and established the Reconstruction 
Finance Corporation.

Under Roosevelt, the U.S. went off the gold stan-
dard and established a deposit insurance system and 
a federal regulatory system for state-chartered banks. 
Congress, meanwhile, adopted the National Recov-
ery Act, the Emergency Banking Act, the Emergency 
Farm Mortgage Act, the Securities Act, the Securities 
& Exchange Act, the Glass–Steagall Act, and the Farm 
Credit Act. Other major laws with financial implica-
tions were the National Industrial Recovery Act and 
the Agriculture Adjustment Act (both of which were 
eventually declared unconstitutional by the Supreme 
Court). This enormous flurry of activity, however, 
while popular with the American people, did not pro-
duce a meaningful or prolonged recovery until the 
nation geared up for war at the end of the 1930s.

In addition, the Pecora hearings of the early 
Roosevelt Administration propagated the idea that 
banks’ securities activities had caused the crisis; this 
is uncannily similar to the narrative that produced 
the Dodd–Frank Act, which blamed the financial 
crisis on insufficient regulation of the financial sys-
tem and greed and recklessness on Wall Street. The 
Pecora hearings resulted in the Glass–Stegall Act, 
which separated securities and banking activities. 
Whether that was harmful can be debated, but the 
wholesale revision of financial structures it entailed 
probably constricted credit and market confidence 
in the years that followed.

The recession in 1990 and early 1991 came after 
the collapse of the S&L industry in the late 1980s and 
the failure of almost 1,600 banks during the same 
period. Both were blamed on insufficient regulatory 
authority or lax enforcement—again like the narra-
tive that supported passage of the Dodd–Frank Act—
and produced the Financial Institutions Recovery, 
Reform and Enforcement Act (FIRREA) in 1989 and 
the FDIC Improvement Act (FDICIA) in 1991.
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These laws increased the regulatory authority 
of federal bank regulators, and under pressure from 
Congress and the public they cracked down on depos-
itory institutions, causing a credit crunch and what 
was called a “jobless recovery” in 1991. In addition, the 
first set of Basel risk-based capital rules were adopt-
ed in 1988 and were gradually phased in at this time, 
requiring banks to re-compute their capital positions 
and, in many cases, to increase their capital by chang-
ing the nature of their investments and loans.

Thus, there is historical evidence that the slow 
recovery from the 2008 financial crisis is due in 
part—maybe primarily—to the fact that the Dodd–
Frank Act was adopted shortly after the crisis. 
Instead of allowing the economy and the financial 
system to heal naturally, it introduced constraints, 
costs, and uncertainties that have interfered with 
the natural course of any recovery. Moreover, like 
the Pecora hearings, Dodd–Frank was based on the 
idea that the private sector was to blame for the cri-
sis and thus sought to punish the very entities that 
were necessary to finance a recovery.

The idea that a post-recession series of actions 
can in fact slow an economic recovery receives added 
weight from a recent book by James Grant called The 
Forgotten Depression. Grant traces the sharp down-
turn and the following sharp recovery in 1920 and 
1921. The downturn in 1920 was severe. “Just how 
severe,” writes Grant,

is a question yet to be settled.… Official data as 
well as contemporary comment paint a grim 
picture. Thus, the nation’s output in 1920-21 
suffered a decline of 23.9 percent in nominal 
terms, 8.7 percent in inflation-(or deflation-) 
adjusted terms. From cyclical peak to trough, 
producer prices fell by 40.8 percent. Maxi-
mum unemployment ranged between two 
million and six million persons…out of a non-
agricultural labor force of 31.5 million. At the 
high end of six million, this would imply a rate 
of joblessness of 19 percent.54

But the government did nothing. President Wood-
row Wilson had suffered a second severe stroke in 
October 1919, and was partially paralyzed, although 
this fact was withheld by the White House. What 
little energy Wilson had through the election year 
of 1920 was reserved for the fight over the League 
of Nations. The Harding Administration, which fol-
lowed, did nothing either, says Grant:

The successive administrations of Woodrow 
Wilson and Warren G. Harding met the down-
turn by seeming to ignore it—or by implement-
ing policies that an average 21st century econo-
mist would judge disastrous. Confronted with 
plunging prices, incomes and employment, 
the government balanced the budget and, 
through the newly instituted Federal Reserve, 
raised interest rates.… Yet by late 1921, a pow-
erful, job-filled recovery was under way. This 
is the story of America’s last governmentally 
unmedicated depression.”55

Needless to say, there was no new regulation, and 
the economy recovered quickly.

Adding new regulatory activity after a severe 
recession seems to slow a rapid return of economic 
growth, and that certainly seems to be borne out by 
the examples cited above.

It is, of course, possible that the 2008 financial 
crisis and the ensuing recession were such shocks to 
the economic system that they have caused a secular 
change in the performance of the U.S. economy—a 
“new normal” of slow growth and declining living 
standards for the middle class.

However, it is far more likely that government 
policies are responsible for these conditions, and 
when looking for the policies that could have had the 
greatest effect on the economy since the financial 
crisis, one finds only three—the Affordable Care Act 
(ACA), the Fed’s historically low interest rates, and 
the Dodd–Frank Act. Neither the ACA nor low inter-
est rates should have had a repressive effect on new 
business formation; quite the contrary; it is more 
likely that they have both had temporarily stimu-
lative effects by pumping more government money 
into the economy.

That leaves Dodd–Frank as the most likely cause 
of the slow-growth economy that Americans have 
been experiencing. The implication is strong that 
the heavy regulation imposed on the financial sys-
tem—and particularly on community banks—has 
caused a slowdown in the growth of small business-
es—especially small business start-ups—and hence 
the unusual and persistent slowdown in the growth 
of the U.S. economy after a severe recession.

Any views expressed here are those of the author, 
not necessarily of The Heritage Foundation.
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CHAPTER 2  
Repealing Dodd–Frank’s  
Qualified Mortgage and  
Qualified Residential Mortgage  
Edward J. Pinto

Real estate markets exhibit inherent volatility due to local, regional, and national market conditions, the use of lever-
age, and supply and demand imbalances. Volatility increases during stressful economic environments that combine 

high unemployment with sharp drops in house prices. Maintaining stability in the housing loan market requires policies 
that ensure that a substantial preponderance of mortgages perform well under highly volatile conditions. Low-risk loans 
are those that have performed well historically during stressful economic environments. Performing well means a low 
risk of default under such conditions. A housing finance market comprised predominantly of low-risk mortgages has the 
ability to withstand such a stress event without resulting in millions of foreclosures. However, policies that result in a 
housing finance market where a preponderance of loans are high-risk and medium-risk will fuel housing finance instabil-
ity and can cause severe national economic stress.

For over 50 years, U.S. housing policy has focused 
on increasing leverage—and with it, increasing debt. 
This intervention has fueled rather than prevent-
ed instability. For example, the huge losses associ-
ated with the savings and loan (S&L) debacle of the 
1980s, the Federal Housing Agency’s (FHA’s) 3.4 
million foreclosures, and Fannie Mae and Freddie 
Mac’s recent collapse did not come about in spite of 
government support for housing finance but because 
of government backing. Any examination of hous-
ing finance policy must begin by acknowledging 
that government housing policies were at the root of 
the 2008 financial crisis. These policies include the 
FHA, Fannie Mae and Freddie Mac, and the Depart-
ment of Housing and Urban Development (HUD), all 
of which, in a glaring but telling omission, were con-
spicuous in their absence from the Dodd–Frank Act.1

During the long run-up to the financial crisis, 
government policies forced the deterioration in 
underwriting standards, making those policies the 
sine qua non of the crisis. Although the FHA, Fannie 

Mae, Freddie Mac, and HUD were the central driv-
ers of this credit deterioration, none of them were 
addressed or reformed in Title XIV—the qualified 
mortgage (QM)—which was the central mortgage 
related title. Moreover, this title as implemented by 
the Consumer Financial Protection Bureau (CFPB), 
failed to restore policies that ensure good-quality 
mortgages. The result is a housing finance system 
without the mortgage underwriting standards that 
are needed to create and maintain stability.

History has shown that the government cannot 
act responsibly when given authority to control the 
housing finance system. Necessary reform, there-
fore, would repeal both the QM provisions in Title 
XIV of Dodd–Frank and QRM provisions in Title IX 
and gradually move the government out of the hous-
ing finance system.

Housing Policies that Promote Market Sta-
bility. Real estate markets exhibit inherent price 
volatility due to local, regional, and national mar-
ket and economic conditions, the use of leverage, 
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and the presence of supply and demand imbalances. 
Large home price declines are associated with peri-
ods of severe national or regional economic stress. A 
homeownership policy centered on excessive lever-
age and debt adds to inherent market instability by 
increasing home price volatility and results in a pre-
ponderance of high-risk mortgages prone to default 
and foreclosure.

A housing finance market comprised predom-
inantly of low-risk mortgages has the ability to 
withstand the volatility associated with stressful 
economic environments without resulting in mil-
lions of foreclosures. On the other hand, millions 
of foreclosures are likely to characterize a housing 
market in which high-risk and medium-risk mort-
gages predominate. High levels of leverage, togeth-
er with a high risk of foreclosures, can produce a 
threat to the financial system as a whole. Consider 
the analogy of the stock market, which has tremen-
dous volatility but low leverage (debt) among share-
holders. This lack of leverage tends to keep severe 
stock market declines from severely impacting the 
broader economy.

Maintaining stability in the mortgage market 
requires policies that ensure a substantial prepon-
derance of low-risk loans, meaning a low risk of 
default. Yet for the month of January 2016, over 60 
percent of home-purchase loans guaranteed by Fan-
nie, Freddie, the Federal Housing Administration 
(FHA), the Veterans Administration (VA), and Rural 
Housing Service (RHS) were rated medium risk or 
high risk, with 86 percent of FHA loans being high 
risk.2 For the same month, it is estimated that these 
five agencies accounted for 85 percent of all primary 
home-purchase loans. Thus, Dodd–Frank, as imple-
mented, has failed to promote the necessary level of 
low-risk loans that are fundamental to promoting 
stability in the housing finance market.

Credit Risk and Propensity to Default. A 
loan’s propensity to default under stressful econom-
ic environments may be ascertained at loan origina-
tion by applying historical loan performance data 
using such characteristics as loan-to-value (LTV) 
ratio, borrower credit history, debt-to-income (DTI) 
ratio, term length, occupancy, type, purpose, and 
documentation. A reasonable definition of a low-
credit-risk loan is the test originally proposed by 
the six agencies: “low credit risk even in stressful 
economic environments that combine high unem-
ployment with sharp drops in house prices.”3 Low 
credit risk means a low incidence for default under 

stress conditions.4 Conversely, high credit risk 
means a high incidence for default in stress condi-
tions. In general, a low-credit-risk loan has a combi-
nation of risk factors resulting in low leverage, while 
the opposite is true for a high-credit-risk loan. For 
example, a 95 percent LTV, 20-year-term loan where 
the borrower has slightly better than average credit 
and a 43 percent debt-to-income ratio is low credit 
risk. Change the term to 30 years and it borders on 
high risk.

The concept of applying a stress test based on a 
severe economic event is not new. After the housing 
crash of the 1920s, the Alger Commission concluded 
in 1933 that “the mortgage business is intrinsically 
hazardous [and must be measured] against another 
major depression.”5 In 1955, a stress test performed 
with respect to FHA lending was based on assur-
ing “adequate provision for contingencies of a major 
depression magnitude.”

The Data Demonstrates Credit Perfor-
mance. The source of stability, sustainable lend-
ing, and wealth building through home ownership 
is the application of good underwriting standards. A 
loan’s propensity to default under stressful econom-
ic environments may be ascertained at loan origina-
tion by applying historical loan-performance data 
using such characteristics as loan-to-value, borrow-
er credit history, debt-to-income, term, occupancy, 
type, purpose, and documentation.

Loan performance data from the recent finan-
cial crisis can be used to rate how mortgages created 
under the qualified mortgage (QM) standards would 
perform under stressful economic environments. 
In March 2013, Freddie Mac released a loan-per-
formance dataset containing 15 million fixed-rate, 
fully documented, 30-year mortgages that had been 
acquired by Freddie between 1999 and 2011 (“Fred-
die dataset”). This release included 15 million loans 
(53 percent of all loans made by Freddie during this 
period) and contains data such as LTVs, the size of 
down payments, FICO scores, DTI ratios, combined 
LTVs, occupancy, and loan purpose (purchase, rate 
and term refinancing, or cash-out refinancing). 
The remaining 13 million not released consisted 
primarily of higher-risk loans, the preponderance 
of which date to between 1999 and 2007. These 
include adjustable-rate mortgages, interest-only 
mortgages, and mortgages acquired under afford-
able housing programs. The exclusion of these risk-
ier loans means that the dataset very likely consists 
of the best loans available in the market during this 
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period. However, as will be demonstrated, this does 
not mean all these loans are low credit risk.

Using this dataset one can determine, for exam-
ple, how the purchase loans in the 2007 cohort per-
formed in the stressful economic environment pres-
ent between 2007 and 2012 (in general these loans 
suffered from five years of home price declines). As 
a result, one can predict with a high degree of confi-
dence how various mortgages that would be permis-
sible under QM—and now also the qualified residen-
tial mortgage (QRM)—will perform in the future if 
QM standards are the only underwriting standards 
in effect.

For example, a home-purchase loan that quali-
fies under QM could have a 580 FICO credit score, 
no down payment, and a 43 percent DTI. A loan with 
these characteristics acquired by Freddie in 2007 
had a 42 percent failure rate under the adverse con-
ditions that prevailed between 2007 and 2012.

Chart 1 demonstrates the wide spread of stressed 
default rates across risk buckets—all of which are 
QM eligible, including the “high” and “very high” 
risk buckets when underwritten by one of the five 
government guarantee agencies (Fannie, Freddie, 
the FHA, the VA, or the RHS).

QRM AND QM
With this background, one can affectively assess 

the likely effectiveness of the QRM in Title IX of the 
Dodd–Frank Act and the QM as outlined in Title 
XIV, as well as how these provisions were actually 
implemented by the regulatory agencies tasked with 
issuing the necessary rules.

The Dodd–Frank Act was intended to restore 
sound underwriting practices by introducing three 
new factors into housing finance: (1) a high-quali-
ty mortgage (the QRM) that would have a minimal 
incidence of default; (2) a set of minimum mortgage 

TABLE 2

Default Rates for Diff erent Risk Buckets

NOTE: Default rates represent cumulative defaults through year-end 2012 for Freddie Mac’s 2007 vintage of acquired loans. The loans included 
in the calculation are all primary owner-occupied, 30–year fi xed-rate, fully amortizing, and fully documented home purchase loans.
SOURCE: Freddie Mac, Single Family Loan-Level Dataset, http://www.freddiemac.com/news/fi nance/sf_loanlevel_dataset.html (accessed 
March 10, 2016).

heritage.org

Risk Bucket
FICO
Score

Combined
Loan-to-Value

(CLTV)

Total
Debt-to-Income

(DTI) Default Rate

Very Low ≥ 770 61%–70% ≤ 33% 0.8%

Low 720–769 76%–80% 34%–38% 4.2%

Medium 690–719 81%–85% 39%–43% 9.3%

High 660–689 91%–95% 44%–50% 22.7%

Very High 620–639 > 95% > 50% 45.8%

While better underwriting standards will improve mortgage 
credit performance and stabilize the market, they will also 
make it possible for American homeowners to reliably build 
wealth through homeownership. The table above does not 
refl ect the eff ect of the amortization term of a mortgage on 
the loan’s quality, but the eff ect is signifi cant. With a 30–year 
fi xed-rate term, the homeowner builds very little equity in the 
home for the fi rst seven years—the average time, according 
to the data, that a home is kept. For the same reason, the 
mortgage itself is substantially riskier than shorter term loans.  

Loans with a 15– or 20–year term experience much lower 
default rates than similar 30–year loans—only 30 percent 
and 45 percent respectively of the 30–year loans default 
rate. Shortening loan terms builds wealth more reliably for 
the homeowner and makes a loan a safer investment for the 
lender. For this reason, housing policy should focus on wealth-
building loans for families, which would rely on shorter loan 
terms. The GSE aff ordable housing goals should be repealed 
and replaced with a targeted, one-time income tax credit for 
low-income, fi rst-time home buyers. 
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standards (the QM); and (3) a requirement that the 
securitizer of any mortgage not meeting the QRM 
standards retain at least 5 percent of the risk of any 
mortgage pool it sponsors.

In framing the QRM–QM concepts, Congress 
sought to implement a simple idea: protect the finan-
cial system from another mortgage-induced col-
lapse by controlling mortgage quality. The QM was 
intended to create a minimum credit standard—
investors would be protected from borrowers’ legal 
challenges only if the mortgage met certain mini-
mum standards—while the QRM was intended to be 
a mortgage of unquestioned quality, the functional 
equivalent of a traditional prime mortgage. This idea 
was articulated by then-Federal Deposit Insurance 
Corporation Chairman Sheila Bair shortly before 
the Dodd–Frank Act was adopted:6

Traditional mortgage lending worked so well 
in the past because lenders required sizeable 
down payments, solid borrower credit histo-
ries, proper income documentation, and suffi-
cient income to make regular payments at the 
fully indexed rate of the loan. Not only were 
these bedrock principles relaxed in the run-up 
to the crisis, they were frequently relaxed all at 
once in the same loans in a practice regulators 
refer to as “risk layering.”

The long-term credit performance of a portfo-
lio of mortgage loans can only be as sound as 
the underwriting practices used to originate 
those loans.

However, as ultimately developed and issued 
by the regulatory agencies tasked with producing 
them, QM and QRM failed to address the inherent 
flaws in U.S. housing policy or to meet the basic stan-
dards that would result in a stable housing market or 
mortgages that are generally low risk. Indeed, after 
their development by the regulators, QM and QRM 
turn out to be fatally flawed, a failure compounded 
by permitting Fannie, Freddie, and the FHA to con-
tinue their risk-taking.7

As evidenced by its title—“Minimum Standards 
for Mortgages”—Title XIV claims to address the 
2008 financial crisis by setting a minimum lending 
standard for single-family owner-occupied loans. 
This standard centers on a borrower’s ability to 
repay (ATR) based on income, assets, and debts. 

It provides:

●● A maximum total DTI ratio of 43 percent of pre-
tax income, subject to substantial exceptions;

●● Points and origination fees generally limited to a 
total of three points;

●● Negative amortizations, balloon payments, 
40-year mortgages, or interest-only mortgages 
are not QM eligible; and

●● “Safe-harbor” legal protections for QM loans, 
which are not available to non-QM loans.

Separately, the QRM provisions of section 941 
claimed to address the 2008 financial crisis by 
imposing a 5 percent credit-risk-retention require-
ment on issuers of private mortgage backed secu-
rities (MBS) that were not backed fully by QRMs. 
QRMs were defined as mortgages with a lower risk 
of default, and issuers of MBS backed by non-QRM 
mortgages were required to retain at least 5 percent 
of the credit risk for a MBS.

MULTIPLE FLAWS IN QM PROVISIONS
Although the QM provisions were enacted to 

prevent a repeat of a housing-centric financial cri-
sis and to “[protect] consumers from irresponsible 
mortgage lenders,” the QM rule finalized in Jan-
uary 2013 by the Consumer Financial Protection 
Bureau (CFPB) is yet another and more direct way 
for the government to keep mortgage underwriting 
standards low. One need look no further than the 
fact that the FHA, the VA, and the RHS are able to 
set their own QM standards. Fannie and Freddie 
have a seven-year exemption from core provisions, 
such as ATR’s DTI limit of 43 percent. The Fannie 
and Freddie seven-year “patch” was promulgated by 
the CFPB and exempts loans approved under Fan-
nie Mae or Freddie Mac’s automated underwriting 
or other guidelines. This is a huge loophole, since 85 
percent of single-family primary-owner-occupied 
purchase loans are agency guaranteed.

In January 2016, about 26 percent of agency sin-
gle-family owner-occupied home-purchase loans had 
DTIs in excess of 43 percent, and 6 percent had DTIs 
in excess of 50 percent. The equivalent DTI percent-
ages for the FHA are 44 percent and 17 percent. In a 
higher-interest-rate environment, it would be expect-
ed that perhaps 40 percent of agency purchase loans 
would exceed 43 percent. As a result, QM’s 43 percent 
DTI limit is completely ineffectual, except in making 
it difficult for private lenders to compete.
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In addition, QM fails to address two of the biggest 
loan risk factors: (1) equity or down payment levels 
and (2) credit score standards. For example, a mort-
gage with a 3 percent down payment, a 580 FICO 
score, and a 50 percent DTI ratio—a loan that would 
have been considered a subprime loan before the 
financial crisis—will now be marketed as prime if it is 
declared eligible for purchase by Fannie or Freddie, 
or eligible for insurance from the FHA. Indeed, the 
FHA approves such loans today. This is despite the 
fact that, under stressful economic environments 
similar to those experienced in 2007, this loan would 
have a greater than 40 percent chance of defaulting.

Third, QM does not provide for a rigorous anal-
ysis of ATR, as it does not require an evaluation of 
a borrower’s non-debt obligations, as would be stan-
dard practice using a residual income analysis. This 
is not a new concept. While the FHA abandoned this 
approach sometime after the 1960s, the VA contin-
ues to use this approach. In response to the housing 
crisis of the late 1920s and 1930s, Congress passed 
Section 203 of the National Housing Act of 1934, 
which required the FHA administrator to set “peri-
odic payments by the mortgagor not in excess of his 
reasonable ability to pay.” This provision was imple-
mented by the FHA by means of a housing DTI anal-
ysis; a payment shock analysis of the current rent 
payment versus housing expense-to-income; and a 
review of the borrower’s household budget by means 
of a residual income analysis.8

Fourth, QM does not differentiate ATR based 
on loan-amortization terms, nor does it differenti-
ate among purchase, cash-out refinances, and non-
cash-out refinances—loans with vastly different risk 
ratings under stress.

Finally, QM’s complexity severely disadvantages 
smaller financial institutions, which need sophis-
ticated advice and expensive systems to avoid the 
severe penalties associated with violations.

MULTIPLE FLAWS IN QRM PROVISIONS
QRM was intended to set a standard for a low-risk 

mortgage, meaning one having a low risk of default 
under conditions of economic stress. A 5 percent 
retention requirement was imposed on issuers of 
securities backed by loans not meeting this low-risk 
standard. This approach had inherent flaws, such 
as ignoring key elements like the loan originator, a 
failure to define how the retention provision would 
be implemented, and the impact on smaller institu-
tions, whose loans tended to perform much better 

through the financial crisis. Crucially important 
was the fact that Ginnie Mae was exempt from the 
QRM provisions. Ginnie Mae securities are backed 
by high-risk loans insured by agencies such as the 
FHA and the RHS. The FHA and the RHS are also 
able to write their own QM rules, creating a reg-
ulatory void with respect to their high-risk loans. 
These two agencies are responsible for one-third of 
the home-purchase volume guaranteed by Fannie, 
Freddie, the FHA, the VA, and the RHS, yet 85 per-
cent of FHA and RHS loans are high risk.

The QRM was supposed to be further developed 
by agreement among six regulatory agencies that 
are involved with mortgages, although the QRM, as 
already noted, was to have set a standard for a low-
risk mortgage. In their initial proposed rulemak-
ing, the six agencies sought a QRM that demon-
strated “low credit risk even in stressful economic 
environments.”9

The QRM rule as adopted requires a QRM to 
meet only the bare minimum standards of the QM. 
As noted, the QM is insufficient to support the credit 
quality on which a stable mortgage market depends, 
and will lead to precisely the result that the QRM 
standard was intended to prevent—a return to the 
policies that created the housing bubble, the mort-
gage meltdown and ultimately the financial crisis. 
The six agencies substantiated this conclusion by 
noting that they aligned QRM with QM in order to 
“preserve access to affordable credit.”10

Thus, as implemented, the QRM provisions are 
fatally flawed. First, the six agencies defined a QRM 
to be the equivalent of a QM. The QM standard bears 
no relationship to the QRM intent of setting a stan-
dard for a low-risk mortgage. QM is simply anoth-
er and more direct way for the government to keep 
mortgage underwriting standards low. Next, the 5 
percent retention requirement may consist entirely 
of a vertical or “share and share alike” slice, which 
greatly diminishes risk-absorbing capacity, as 
compared to a horizontal or “first loss” slice. Also, 
risk-retention is imposed as an obligation of the issu-
er rather than the originator. Finally, this rule disad-
vantages smaller financial institutions by requiring 
that the risk be held for as long as 30 years, which 
only large balance sheets can do. At the same time, 
the federal guarantee agencies (including Fannie, 
Freddie, and Ginnie while in conservatorship) are 
exempt from QRM (and much of QM).

In short, neither QM nor QRM address the prob-
lems created by government support for housing 
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finance, the resulting levels of moral hazard and 
mispricing, and the deleterious impact on long-run 
market stability. These problems, along with the 
exemption of the agencies from much of QM and 
all of QRM, leaves well-capitalized private lend-
ers reluctant to originate properly priced high-risk 
loans for their own portfolios that meet agency QM 
standards and non-QM loans due to unquantifiable 
legal liability. These unnecessary regulations are 
both costly and cumbersome, while leaving govern-
ment agencies free to guarantee unlimited volumes 
of risky loans.

The QM and QRM provisions should be repealed. 
They are held up as a guardrail that will prevent a 
repetition of the mortgage meltdown of 2007 and 
2008, but they fail to protect consumers and taxpay-
ers. This gives a false sense of protection, as by their 
terms, QM and QRM fail to prevent destabilizing 
growth in leverage. They do not constrain collater-
al, income, and credit leverage (LTV/Combined LTV, 
FICO score, or total DTI). At the same time, QM and 
QRM dangerously tilt markets toward risky govern-
ment guarantee agencies. Even today, leverage facil-
itated by QM and QRM, combined with an unprec-
edented period of low interest rates, are fueling an 
increase in real home prices, a process which history 
tells us will eventually correct itself—and such cor-
rections are almost always painful.

CONCLUSION
The U.S. has a history of government involve-

ment that creates upward pressure on home prices, 
promotes the spread of moral hazard, and mandates 
widespread mispricing of risk. The government’s 
efforts to liberalize credit terms creates demand 
pressure that easily becomes capitalized into higher 
prices. This involvement also sets in motion politi-
cal pressures for increasingly risky lending, such 
as “affordable loans” to constituent groups. Rather 
than creating affordability, the result is a further-re-
moved goalpost for many aspiring low-income and 
middle-income homebuyers. The actual beneficia-
ries tend to be real estate brokers, builders, build-
ing laborers, the suppliers of building materials, 
and speculators.

Policies that promote moral hazard, loan mis-
pricing, massive government intervention, and risk 
distortion must be eliminated or abandoned. Much 
of this federal support has been directed at promot-
ing and subsidizing the 30-year fixed-rate mort-
gage, with subsidies provided by means of the FHA, 

Fannie Mae and Freddie Mac, the affordable housing 
mandates, and the mortgage interest deduction.

U.S. housing finance policies must be complete-
ly redesigned:

●Ț The FHA and Fannie and Freddie (while 
they continue to exist) should be required 
to adopt sound underwriting, pricing, and 
capital standards in order to promote mar-
ket stability. Today, fewer than 40 percent of 
federal agency guaranteed or insured loans are 
rated low risk under stressful economic envi-
ronments. With agency loans accounting for 
85 percent of all primary-owner-occupied pur-
chase loans, it is mathematically impossible for 
the substantial preponderance of mortgages to 
be low credit risk. Eventually, another financial 
crisis will result.

●Ț Fannie and Freddie, over time, should be 
required to include increasing percentages 
of private first loss coverage for mortgag-
es they acquire. That amount would increase 
over a period of five to 10 years so that by the 
end of the period, neither Fannie and Freddie, 
nor the taxpayers, would be taking any substan-
tial mortgage risk; at that point their charters 
would sunset. This, plus other reforms, would 
reduce and eventually eliminate Fannie and 
Freddie’s moral hazard threat and their gov-
ernment-mandated competitive advantages.

●Ț The FHA should be required to increase 
capital and end its abusive and unsus-
tainable lending practices. This, plus other 
reforms, would reduce and eventually eliminate 
the FHA’s moral hazard threat and its govern-
ment-mandated competitive advantages.

●Ț Policies that promote and support market 
stability should replace the current cen-
tralized command and control regulatory 
scheme. These policies would include (1) an 
individual loan-default risk rating based on 
how a loan with similar risk characteristics 
would perform in stressful economic environ-
ments that combine high unemployment with 
sharp drops in housing prices; and (2) proper-
ty valuation and lending standards that would 
take into consideration dangerous aberrations 
of market prices and require the use of the 
residual income methodology for assessing a 
borrower’s ability to meet his or her obligations. 
With these policies in place, the free market 
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would determine the underwriting standards 
for mortgages. Finally, in order to achieve sus-
tainable homeownership and promote reliable 
wealth accumulation for low-income families, 
Fannie’s and Freddie’s Low-income Housing 
Goals should be repealed and replaced with a 
policy that focuses on wealth building.11

Any views expressed here are those of the author, 
not necessarily of The Heritage Foundation.
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CHAPTER 3  
Title I and the Financial  
Stability Oversight Council  
Peter J. Wallison

The Dodd–Frank Act as a whole is founded on a false narrative—that the 2008 financial crisis was caused by insufficient 
regulation, or even deregulation, of the private financial sector. Titles I and II of the act are based on a narrower miscon-

ception: that the immediate cause of the crash in 2008 was the bankruptcy of Lehman Brothers, a large nonbank financial 
firm. As a result, Title I is focused on identifying and preventing the failure of large financial firms, while Title II attempts to 
provide an alternative to bankruptcy, which the act’s sponsors believed is an inherently disorderly process.

Reflecting the view that the failure or “material 
financial distress” of a nonbank financial firm could 
cause another financial crisis, Title I establishes a 
council of financial regulators—the Financial Sta-
bility Oversight Council (FSOC)—to identify these 
firms. When identified, a systemically important 
financial institution (SIFI) is then turned over to the 
Federal Reserve for special regulation that the act 
specifies must be both “prudential” and “more strin-
gent” than the regulation to which similar firms are 
normally subject.

As shown earlier, however, the financial crisis 
was caused by the collapse of an entire asset class—
home values and mortgages—brought about by the 
government’s own housing policies. Neither spe-
cial stringent regulation of large firms nor a spe-
cial non-bankruptcy resolution system will prevent 
another crisis in the future if the government con-
tinues the same policies that it pursued before 2008. 
Indeed, the policies introduced in Titles I and II will 
have harmful potential effects themselves. Among 
other things, they will create moral hazard and 
spread the too-big-to-fail (TBTF) problem—which 
has previously been limited to the banking indus-
try—to other financial sectors. Since these policies 

will do considerable harm to the U.S. economy, and 
do no discernible good, they should be eliminated 
through repeal of the FSOC’s authority to designate 
nonbank financial firms as SIFIs.

The following discussion is organized around the 
sections of Title I that establish the FSOC or pro-
vide it with authority to designate nonbank financial 
firms as SIFIs. The last section proposes the elimi-
nation of the Office of Financial Research.

THE STRUCTURE OF THE FSOC:  
SECTION 111

Section 111 of Dodd–Frank establishes the FSOC, 
and specifies that the voting members will be the Sec-
retary of the Treasury, as the chair, and the chairs or 
heads of all the other federal financial regulators. In 
addition, the President is given the power to appoint 
an independent voting member with insurance 
expertise. This amounts to 10 voting members, all of 
whom are appointees of the President then in office, 
and three of whom are bank regulators.1 Routine 
decisions are to be made by a majority, but decisions 
on SIFI designations must be made by a two-thirds 
vote and have the affirmative vote of the Secretary of 
the Treasury.
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This structure—which constitutes the FSOC as a 
group appointed by the Administration then in office, 
and probably from the President’s party—makes the 
council a political body. This is a substantial break 
from the past, where important financial regulatory 
decisions were made by bipartisan commissions con-
sisting of individuals who were deemed to be experts 
in a specific area of financial activity. Thus, the 
makeup of the FSOC raises questions that go beyond 
whether a bank regulator should be voting on a secu-
rities issue; it imports political and partisan consid-
erations into what have traditionally been decisions 
that were made on the merits, in a bipartisan regula-
tory process. Although the heads of the financial reg-
ulatory agencies may be experts in regulation within 
their respective areas of specialty, their appointment 
by the President then in office—and the President’s 
ability to remove them as chairs or agency heads—
makes them unusually responsive to the President’s 
political direction. This problem is made consider-
ably worse by the appointment of the Secretary of the 
Treasury as the chair of the FSOC, which places one 
of the principal political officers of the Administra-
tion, usually a confidant of the President, at the head 
of the table in FSOC meetings. It would be natural, 
then, for the other appointees of the President’s politi-
cal party to look for guidance on major decisions from 
the Secretary of the Treasury, instead of using their 
independent judgment. While political accountabili-
ty is generally good, in financial regulation Congress 
has determined in the past that it is best achieved 
through the bipartisan balance that is inherent in the 
bipartisan commission structure—a structure that is 
upended in the FSOC.

In most cases other than SIFI designations, the 
FSOC’s role is to recommend action to constituent 
agencies that have the statutory power to carry them 
out, but in at least one case —the FSOC’s authority 
over risk management in Title VIII (dealing with 
payment, clearance, and settlement activities)—the 
FSOC is authorized to override the views of the pri-
mary regulator of a particular industry or firm. In 
other cases, the FSOC can exert public pressure on 
primary regulators, even though the FSOC’s mem-
bers have none of the specialized knowledge about a 
particular regulatory field that the primary regula-
tor ordinarily possesses.

All these elements argue for either the elimi-
nation of the FSOC or—if it is not eliminated—its 
transformation into a purely consultative body, sim-
ilar to the President’s Working Group (PWG), which 

was established by an executive order in the Reagan 
Administration and has continued to operate in sub-
sequent Administrations.2 In that case, the council 
could retain its current structure, with the Treasury 
Secretary as its chair.

However, if the council is to survive in any form 
that has actual authority over the functioning of the 
financial system, fundamental changes should be 
made in its composition and structure. The Secre-
tary of the Treasury should be removed as a member 
and as chairman of the FSOC, and the chairmanship 
should rotate among the members. The Treasury 
Department could be an observer, a non-voting mem-
ber, to provide financial and economic insight on the 
general economy. In addition, although the chair or 
head of each member agency could still be the vot-
ing member on the council, votes should reflect the 
views of all the members of the particular commis-
sion or board, and not just the views of the chair, and 
other members of commissions and agencies should 
be able to attend and speak at meetings, even though 
they would not necessarily be voting members.

POWERS AND DUTIES OF THE FSOC: 
SECTIONS 112 AND 113

 Section 112 specifies that the FSOC has three dis-
tinct responsibilities: (1) “identify risks to the finan-
cial stability of the United States that could arise 
from the material financial distress or failure, or 
ongoing activities,” of large bank or nonbank finan-
cial firms; (2) promote market discipline by assuring 
that counterparties of financial firms do not believe 
they will be shielded from losses; and (3) respond to 
emerging threats to the stability of the U.S. finan-
cial system.

To achieve these goals, the FSOC is directed to 
gather information, monitor the financial market-
place, recommend supervisory policies to members, 
identify gaps in regulation, require supervision of 
nonbank financial firms by the Fed when necessary, 
and provide a forum for information sharing among 
the members of the FSOC.

Section 113 authorizes the FSOC to designate 
particular nonbank financial firms for special 

“stringent” regulation by the Fed and subject them 
to prudential standards if the council “determines 
that material financial distress at the US nonbank 
financial company, or the nature, scope, size, scale, 
concentration, interconnectedness, or mix of activ-
ities” of a firm “could pose a threat to the financial 
stability of the United States.”
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This is the FSOC’s most distinctive power, and 
flows directly from the mistaken idea that the failure 
of a nonbank financial firm can cause another finan-
cial crisis. The sponsors of the act clearly believed 
that turning these firms over to the Fed for special 
stringent regulation would prevent their failure and 
thus—to that extent—prevent another financial cri-
sis. This idea is wrong; as the first chapter of this 
book has shown, the failure of individual firms did 
not cause the 2008 financial crisis, and preventing 
such failures will not prevent another financial cri-
sis. Moreover, there is no support in banking history 
for the proposition that Fed regulation can prevent 
bank failure—except, of course, through bailouts. 
Finally, there are reasons to believe that the FSOC is 
not pursuing a fair or objective investigative or deci-
sion-making process when it designates SIFIs. All of 
these are reasons for eliminating this authority.

FSOC IMPLEMENTATION OF SECTION 113 
DESIGNATION AUTHORITY:  
THE METLIFE BRIEF

Based on the information it has released about 
its procedures, the FSOC has distilled all the fac-
tors that it believes are central to a designation deci-
sion into three “channels” through which to assess 
how a firm’s financial distress or failure might cause 
instability in the U.S. financial system. These are: (1) 
an exposure channel, through which other firms—
because of exposures to the failing firm—might be 
severely damaged; (2) an asset liquidation channel, 
through which the failing firm might, in liquidating 
assets in a “fire sale,” weaken other firms by forc-
ing down asset values in general; and (3) the critical 
function (or critical service) channel, in which a fail-
ing firm provides a service that is essential for main-
taining market stability.

There has been widespread criticism of the 
“transparency” of the FSOC’s designation process, 
as well as the quality of its decisions. It is notewor-
thy that in the FSOC’s designations of two large 
insurers—Prudential Financial and MetLife—as 
SIFIs, the independent voting member of the FSOC 
with insurance expertise dissented, criticizing the 
council’s methodology and its understanding of the 
insurance business. Until recently, there had been 
no firsthand information about either the FSOC’s 
procedures or the standards and metrics it uses to 
make its decisions. However, both were severely crit-
icized in a June 2015 brief for summary judgment 
that MetLife—in a legal challenge to its designation 

as a SIFI in December 2014—submitted to the U.S. 
District Court for the District of Columbia.

In its brief, MetLife alleged:

During the [FSOC’s] process, companies under 
consideration are not given access to the 
record on which FSOC’s ten voting members 
rely when adopting the proposed and final des-
ignations, including the staff’s analyses of the 
company and its supposed risks, correspon-
dence between the FSOC and the company’s 
regulators, and material furnished to FSOC by 
those regulators or other third parties.3

In addition, the brief reports, the FSOC per-
sistently refused,

during the designation process to grant MetLife 
access to the administrative record—which has 
still not been produced in full to MetLife—and 
by the FSOC’s own unprecedented structure, 
which vests the same officials with legislative, 
investigative, and adjudicative responsibilities 
for the designation inquiry.4

With no access to the record, and without a disin-
terested adjudicator, MetLife claimed it was impos-
sible to obtain a full and fair hearing on its own 
designation. These procedural faults, if true, raise 
serious questions about the sufficiency of Title I in 
requiring procedural fairness by the FSOC. The 
council certainly has the right and even the obliga-
tion to keep confidential the information that it has 
received from the company or its regulators, to the 
extent that the information would be damaging to 
the company if released to the public. But there is no 
reason for this information to be kept from the com-
pany itself, and of course no reason at all not to give 
the company full access to the administrative record 
on which it has been designated as a SIFI. Without 
that, there is no way to effectively challenge a com-
pany’s designation on the basis of the administra-
tive record.

Reforms in the future—if the FSOC’s designation 
authority is retained—should specify which infor-
mation should be provided to firms under consid-
eration for designation, as well as an opportunity to 
appear before the council to challenge the adminis-
trative record before any decision is made. Compa-
nies being considered for designation should also 
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be given an opportunity to change their business 
models if that would eliminate activities or relation-
ships considered major factors in the FSOC’s desig-
nation decision. Consideration should also be given 
to separating the FSOC’s investigative staff from its 
adjudicatory process; there is something Star Cham-
ber-like when the FSOC is the investigator, the 
fact-finder, the adjudicator, and the appellate court. 
Although firms designated as SIFIs can appeal in the 
federal court system, they risk retaliation by their 
regulator if the appeal falls short, and the MetLife 
brief shows that appeals are handicapped by the 
refusal of the FSOC to furnish a designated compa-
ny with the details that underlay its decision.

Perhaps more serious than the procedural faults 
of FSOC’s process, were the substantive problems in 
the FSOC’s argument. In its brief, the FSOC argued 
that, as an expert group, it could predict whether the 
financial distress of MetLife will be likely to cause 
financial instability in the U.S. financial system 
in the future, but it established no standards and 
referred to no historical precedents for doing so. Its 
essential position, then, was that, while it could or 
would not define what degree of interconnection in 
the exposure channel—or what degree of selling in 
the asset liquidation channel—would make a com-
pany a candidate for designation, MetLife’s evidence 
was insufficient to show that its financial distress or 
failure would not cause instability in the U.S. finan-
cial system. Aptly, MetLife’s brief called this posi-
tion ipse dixit (Latin for “because I said so”). On this 
basis, the council claimed that its position was enti-
tled to deference from the courts against MetLife’s 
argument that the council’s conclusions were arbi-
trary and capricious.

These allegations are quite troubling. They raise 
questions on two key issues: (1) whether the FSOC 
is simply following the decisions of the Financial 
Stability Board (FSB), a mostly European group of 
central bankers and finance ministers of which the 
Treasury and the Fed are members; and (2) whether 
the FSOC actually has and employs data and metrics 
that allow it to make considered judgments—rather 
than arbitrary and capricious decisions—on wheth-
er the financial distress or failure of particular firms 
will cause instability in the U.S. financial system.

IS THE FSOC SIMPLY IMPLEMENTING 
DECISIONS OF THE FSB?

On the first issue, observers over the years have 
noted that the actions of the FSOC have mirrored 

the decisions of the FSB. The concern is that the 
FSOC believes itself to be bound by FSB decisions 
made with the concurrence of the U.S. members. 
In July 2013, for example, more than a year before 
the FSOC designated MetLife, the FSB designated 
MetLife as a “global” SIFI, also without any disclo-
sure of its evidence or its standards for doing so. The 
later FSOC decision, apparently without any signifi-
cant standards, adds weight to the concern that the 
MetLife decision was actually made at the FSB.

If true, this would be a gross mishandling of the 
authority FSOC was given in the Dodd–Frank Act. 
When Congress authorized the FSOC to designate 
large nonbank financial firms as SIFIs, it almost 
certainly assumed that the FSOC would follow a 
fair, objective, and fact-based process in exercising 
that authority. Although FSOC officials have assert-
ed that the FSOC’s designation decisions have been 
the result of such a process, that assertion is not sup-
ported by the facts in the MetLife brief.

In 2009, the FSB was deputized by the G-20 lead-
ers to reform the international financial system. 
After receiving this mandate, the FSB determined 
to proceed by designating certain firms as “global 
SIFIs,” and on July 18, 2013, it designated nine large 
international insurers—including AIG, Pruden-
tial, and MetLife—as global systemically important 
insurers (G-SIIs).5 The FSOC had designated AIG as 
a SIFI before the FSB had made its designations, but 
Prudential was not designated as a SIFI until Sep-
tember 2013 and MetLife not until December 2014.6

The designation of SIFIs by the FSOC is what is 
sometimes called a quasi-judicial proceeding, where 
evidence is weighed against a statutory standard of 
some kind and an administrative agency applies the 
standard to a single party, the way a court—based on 
evidence—would apply the law to a single defendant. 
Quasi-judicial proceedings are usually expected to 
meet certain standards of fairness and objectivi-
ty. This fairness and objectivity was missing in the 
FSOC’s treatment of at least two of the U.S. insur-
ers—Prudential and MetLife—designated as G-SIIs 
by the FSB.

In March testimony before the House Financial 
Services Committee, Treasury Secretary Jack Lew 
stated that the FSB “acts by consensus.”7 A consensus 
literally means an agreement; synonyms of consensus 
in most dictionaries are concurrence, harmony, accord, 
unity, and unanimity. So when these three firms were 
designated by the FSB as G-SIIs, the Treasury and the 
Fed necessarily concurred in the decision.
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This means that months before the FSOC desig-
nated Prudential or MetLife as SIFIs, the Treasury 
and the Fed—the two most important members of 
the FSOC—had already determined, as members 
of the FSB, to designate Prudential and MetLife as 
G-SIIs. Obviously, if a firm is a G-SII on a global scale, 
it is a SIFI in its home country. Thus, whatever pro-
cess the FSOC might have followed in the designation 
of Prudential and MetLife, it could not be considered 
fair, objective, and evidence-based if the chairman 
of the FSOC and the Fed—as members of the FSB—
had already decided the issue months before.

Moreover, the FSB has not explained the basis for 
its designations of Prudential and MetLife, except to 
say that they were made in conformity with a meth-
odology of the International Association of Insur-
ance Supervisors. Although the methodology was 
made public, the FSB has never explained how the 
methodology applied to any of the insurers, includ-
ing the three U.S. insurers. So the need for an objec-
tive, evidence-based, decision-making process could 
not be cured in any way by whatever process the FSB 
may have followed in making its designations.

Clearly, then, the FSOC’s tainted designations of 
Prudential and MetLife cannot be considered the 
kind of deliberative process that was sanctioned by 
Congress when it authorized the FSOC to make SIFI 
designations. Instead, they suggest that these deci-
sions were made to implement the FSB’s decisions 
in the U.S., rather than on evidence that meets the 
requirement of Section 113 of the Dodd–Frank Act.

DID THE FSOC USE STANDARDS TO 
MAKE ITS METLIFE DECISION?

On the second issue, whether the FSOC has the 
evidentiary data and metrics to draw reasoned 
conclusions about whether a particular company 
should be designated as a SIFI, the MetLife brief 
raises serious questions about which, if any, stan-
dards the FSOC has been using to make its designa-
tions. MetLife is the first case in which the FSOC’s 
standards have been publicly revealed. Apparently, 
the agency was prepared to designate MetLife as a 
SIFI without articulating any standards by which 
such a judgment would be made. Without standards, 
almost every prediction about whether the failure or 
material distress of a firm will cause financial insta-
bility in the future becomes arbitrary and capricious.

If the FSOC is to retain the authority to designate 
nonbank financial firms as SIFIs, Congress should 
insist on several baseline standards. First, the FSOC 

should establish the metrics it will use to determine 
whether the failure of a large nonbank financial 
firm will expose others to losses substantial enough 
to cause instability in the financial system. That is, 
what percentage of exposure to a firm being consid-
ered for designation will be deemed unacceptable by 
the FSOC? And how many other firms, of what sizes, 
should have this level of exposure in order to trigger 
a finding that the interconnection is potentially dan-
gerous? This metric should be made public, so that 
firms that are in jeopardy of SIFI designation can do 
something about it, as could firms that are seriously 
exposed to the firm under investigation.

The same should apply to the asset liquidation 
channel. The FSOC should establish a certain level 
of market impact as the effect that would trigger con-
cern if a financial firm has to liquidate assets quickly 
in case of a liquidity problem. If a serious liquidity 
problem would not produce a “fire sale” that might 
seriously affect market values for certain assets, the 
firm being investigated should not be designated.

It is unfair and wrong that the FSOC may simply 
assert—as it has done in all previous designations—
that other firms would be “significantly” exposed to 
the failure of the designated firm, or that the market 
would be “significantly” affected by the designat-
ed firm selling off assets to meet a cash crunch. The 
FSOC should be required to disclose the standards 
it is using, as well as its evidence for imposing these 
standards in particular cases. Moreover, the FSOC 
should make clear why these standards were cho-
sen, and what kind of evidence indicated that these 
standards were appropriate for making a SIFI des-
ignation. With neither an understanding of why they 
were designated, nor the evidence underlying the 
designation, companies have no basis for seeking a 

“de-designation” by changing their business models, 
the composition of their assets, or their relation-
ships with other firms.

SHOULD THE FSOC HAVE THE  
POWER TO DESIGNATE SIFIS?

As noted, the FSOC’s designation authority is 
based on the notion, adopted by the sponsors of the 
Dodd–Frank Act, that because of “interconnections” 
among large financial firms, the failure of one large 
firm will drag down others, causing instability in 
the U.S. financial system. This led to the conclusion 
that additional regulation was necessary to assure 
that these large nonbank financial firms did not 
fail. Hence, the FSOC was given the extraordinary 
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authority to designate certain firms as SIFIs. When 
designated, they are turned over to the Fed for spe-
cial “stringent” regulation—the statutory term—
and other significant regulatory burdens described 
below that were intended to assure, insofar as pos-
sible, that these firms would not take the risks that 
might result in their failure.

There are substantial negative consequences of 
designating a firm as a SIFI. Principal among these 
is the danger that the firm will in effect have been 
labeled by the government as TBTF. After all, a SIFI 
designation is a statement by the government that 
allowing the firm to fail would be dangerous to the 
stability of the U.S. financial system. Under these 
circumstances, firms that are designated as SIFIs 
may have financial advantages over competitors 
because—other things being equal—it is less risky 
to lend to them than to lend to firms that have an 
equal risk of failure but, should they fail, will not 
be rescued by the government. In the discussion of 
Title II in Chapter 4 it becomes clear—especially in 
the “single point of entry” proposal—that the Feder-
al Deposit Insurance Corporation (FDIC) sees Title 
II as a mechanism for preventing a large bank or 
nonbank financial firm from failing. This, of course, 
creates exactly the moral hazard problems that the 
Dodd–Frank Act was intended to prevent, and wors-
ens the TBTF problem.

Some observers, such as former House Financial 
Services Committee chair Barney Frank (D–MA), 
argue that SIFI designation is not a financial advan-
tage because the extra regulation to which designat-
ed firms will be subject as SIFIs will cancel out any 
financial benefit.

This could certainly be true, but it is fanciful to 
believe that the regulatory costs will exactly cancel 
out the credit benefits. One or the other will domi-
nate over time. If the credit advantages dominate, 
the firm will be able to outcompete its rivals—just 
as Fannie Mae and Freddie Mac were able to dom-
inate the housing finance industry because of the 
credit advantages that came from the market’s (ulti-
mately correct) belief that they were backed by the 
government and would not be allowed to fail. On 
the other hand, if the extra regulation dominates, 
the designated firm will gradually weaken because 
its costs will exceed those of its non-SIFI competi-
tors, and that in itself will cause deadweight losses 
to the economy, its investors, and customers—and 
possibly to the taxpayers if it has to be bailed out. In 
either event, however, there is still the moral hazard 

problem: The designation leads creditors to believe 
that they will be bailed out if the firm were to fail.

Another important question is the effect of a SIFI 
designation on competition within a market. Insur-
ance is a good example. It is not difficult to imagine 
that each of the three insurance firms that have been 
designated by the FSOC will be able to tell potential 
insurance customers that they are safer sources of 
insurance—whether life or property and casualty—
than their competitors, because they have been des-
ignated as SIFIs and are likely to be protected or res-
cued by the government. As happened with Fannie 
Mae and Freddie Mac, these companies will be able 
to out-compete others in the same industry because 
their apparent government backing made their guar-
antees seem safer than those of their competitors.

Over time, SIFI designations could produce pow-
erful and unassailable firms that can dominate mar-
kets, such as insurance, that never had a TBTF prob-
lem in the past. If designations continue, involving 
other kinds of firms—and the FSOC is arguing in the 
MetLife case that it has an unlimited license to des-
ignate any firm—this will produce unnecessary con-
centration in financial fields other than banking and 
insurance, as the firms designated as SIFIs come 
to dominate their markets. It may also lead to firms 
requesting designation so they can reap the crony cap-
italism advantages of their relationship with the Fed.

Barney Frank also noted, if the designation 
would provide such enormous advantages, why are 
so many companies trying to avoid it? Others, fol-
lowing the same line of reasoning, have asked why 
MetLife is challenging its designation in court.

The best answer is probably that GE Capital, hav-
ing been designated as a SIFI in 2013, decided in 
2015 to sell its assets in the hope of being “de-des-
ignated.” Given the stories about the Fed’s interfer-
ence with the managements of firms that are under 
its oversight, the management of GE probably found 
that the Fed was becoming the real manager of the 
company—questioning decisions that are normally 
the prerogatives of management—and was inserting 
its tentacles into the management of GE itself. Not 
surprisingly, managements like to be fully in charge 
of the firms they manage, and they also want to pro-
duce profits by taking what they believe are prudent 
risks. It would not be surprising to find that a man-
agement’s idea of prudent risks differs substantially 
from the views of the bureaucrats and economists 
who are running the Fed. Even if a SIFI designation 
might provide funding advantages to a company, 
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most management would far prefer to run the com-
pany as profit-making enterprise than to have it 
turned into a utility run by its regulator.

IS SIFI DESIGNATION NECESSARY TO 
PROTECT THE FINANCIAL SYSTEM?

Against all these disadvantages and costs to the 
financial system, what evidence is there that des-
ignation is necessary for protecting the financial 
system? The short answer is: none. First, of course, 
when looking at what happened in the financial 
crisis, it does not appear that prudential bank-like 
regulation was superior to non-regulation or plain 
old market discipline in protecting financial firms 
from failure. Three large nonbank financial firms 
failed in the crisis—Bear Stearns, Lehman Brothers, 
and AIG; and three large heavily regulated banks—
IndyMac, Washington Mutual, and Wachovia (in 
addition to hundreds of smaller banks)—also failed 
during the crisis period. One large heavily regulat-
ed banking organization, Citibank, might have been 
saved from failure by government assistance, but 
that is disputed by its management. Based on this 
evidence, there is nothing to make anyone confident 
that the regulation of banks produces firms that are 
safer for the system than firms regulated primarily 
by market discipline.

But it is the failure of the “interconnections” idea—
the notion that if a large nonbank financial firm fails 
it will drag down others—that ultimately destroys 
the rationale underlying the Dodd–Frank Act. The 
idea grew out of the chaos that followed the bank-
ruptcy of Lehman Brothers, but even a cursory look 
at that chaotic period reveals that the failure of Leh-
man—one of the largest financial firms in the U.S.—
had no significant direct or indirect effect on other 
large financial firms. Despite the market’s anxious 
state before Lehman filed for bankruptcy, no other 
large firm failed due to being exposed to Lehman. 
This is true even though Lehman was a major play-
er in the credit-default swaps (CDS) market, which 
has been wrongly charged with “bringing the finan-
cial system to its knees,” and there were many such 
swaps written on Lehman itself. For the same rea-
son, AIG, rescued after Lehman failed, would not 
have had any significant effect on other firms either, 
had it been allowed to fail.

Seldom in social science studies can one demon-
strate the fallacy of a major assumption on which 
legislation has been based, but this is one exam-
ple. The Lehman case shows that—even under the 

adverse conditions in which it occurred—the failure 
of a large nonbank financial firm will not drag down 
other large firms. The same would have been true if 
Bear Stearns and AIG had been allowed to fail.

This is understandable when it is given any 
thought; large firms are generally highly diversified, 
and the failure of one counterparty is unlikely to 
cause a diversified firm to fail. Indeed, this was con-
firmed by the MetLife brief. MetLife actually com-
missioned a study that showed that its complete col-
lapse would not have a significant effect on the largest 
banks, which are likely to be highly diversified and 
hold the debt securities of many different issuers.

To be sure, a money market mutual fund—the 
Reserve Primary Fund—“broke the buck” because 
of its losses on Lehman, but that is far from an insol-
vency or failure of a company. It is roughly equiva-
lent to a corporation suffering a loss in a year, with a 
resulting decline in the value of its shares. Ultimate-
ly, the shareholders of the fund received about 99 
cents on the dollar,8 so their losses in any case were 
small and the fund could have continued in busi-
ness. The Reserve Primary Fund was not covered by 
the insurance system that the Treasury put in place 
after it broke the buck, so the Treasury’s action does 
not account for the small losses that the fund ulti-
mately suffered.

As discussed more fully in Chapter 1, it was the 
rescue of Bear Stearns in March 2008 that was the 
original sin. Once that occurred, market participants 
assumed that the government would rescue all other 
large financial firms. There was no logical reason, of 
course, that the government would rescue Bear’s 
creditors and not the creditors of others. This creat-
ed a form of moral hazard; thereafter, the managers 
and creditors of large financial firms assumed that if 
a large nonbank firm failed, its creditors would be res-
cued just as Bear’s were rescued. Accordingly, manag-
ers of large firms did not believe that they had to raise 
as much additional equity as they normally would to 
reassure their creditors. Rather than further dilute 
their shareholders, it was sensible to wait out the 
weakness in the market. Creditors had the same reac-
tion; instead of selling their holdings in a weak firm—
and taking a loss—it made sense to stay where they 
were, since they would be made whole if the firm ulti-
mately failed. That was probably the reasoning of the 
Reserve Fund’s management.9 Then, when the gov-
ernment failed to rescue Lehman—a firm that was 50 
percent larger than Bear—all these assumptions were 
upended and a genuine financial panic ensued.
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What actually happened in the financial crisis was 
not that Lehman dragged down other firms; it was 
the collapse of an entire asset class—mortgages and 
private mortgage-backed securities (MBS) backed by 
non-traditional mortgages (NTMs)—that were held 
by many financial institutions. Bear, Lehman, and 
AIG, for example, all suffered severe losses and liquid-
ity problems because of private MBS; Bear and Leh-
man had heavily invested in them. AIG, on the other 
hand, had guaranteed CDS issued by a subsidiary 
that covered losses on private MBS by others; it then 
used cash collateral it had received through its secu-
rities lending operations to invest in additional MBS. 
Because these MBS became unmarketable when the 
private MBS market collapsed in 2007, AIG was then 
unable to meet its obligations to return the cash col-
lateral when its counterparties demanded it.

In any event, for the same reason that Lehman’s 
bankruptcy did not cause others to fail, it is doubt-
ful that if AIG had been allowed to fail there would 
have been the catastrophic collapse of the mar-
ket that government officials described in justify-
ing their actions. Even if AIG had defaulted on its 
CDS coverage of private MBS, the counterparties 
affected could have purchased additional coverage 
in the CDS market, which continued to function all 
through the financial crisis. Indeed, Goldman Sachs, 
the largest counterparty of AIG’s CDS protection, 
told the Financial Crisis Inquiry Commission that 
it was fully covered by others if AIG had failed.

It is important to keep in mind that the failures 
of both Lehman and AIG were the result of gov-
ernment policies: First, the government’s housing 
policies, which reduced underwriting standards 
and built an unprecedented housing price bubble. 
Because defaults decline sharply in a bubble—ris-
ing prices allow homeowners who cannot meet their 
mortgage obligations to refinance—banks and other 
financial firms were lured into acquiring private 
MBS backed by NTMs, because the absence of wide-
spread defaults caused these instruments to look 
like safer investments than in fact they were. Second, 
capital rules herded banks and other financial firms 
subject to the Basel rules into private MBS; under 
these rules, substantially less risk-based capital was 
required to hold MBS than to hold whole mortgages 
or corporate debt. Third, accounting rules required 
all financial firms to carry their securities assets at 
market value, requiring them to write down their 
assets when the market for MBS collapsed in 2007. 
Finally, the government’s reversal of policy on 

rescuing large financial firms threw the market into 
turmoil when Lehman failed.

None of this would have been prevented if, before 
the crisis, the Fed had had the authority to regulate 
a few large nonbank financial firms that had been 
designated as SIFIs. The crisis was not the result of 
a failure of individual institutions, but the failure of 
an enormous asset class—subprime and other risky 
mortgages—that government policies had promoted. 
Indeed, it might have been even worse had the Fed been 
regulating nonbank SIFIs, because the Fed might have 
encouraged the same investments in these mortgages 
that the government was supporting at the time.

The case against the FSOC’s use of the asset liqui-
dation channel is not as easy to demonstrate, simply 
because there is very little data to show the effect of 
a large company selling off large amounts of assets 
in order to meet its cash obligations. In the MetLife 
case, the FSOC found it necessary to posit a complete-
ly absurd hypothetical—that all MetLife’s policy hold-
ers would cancel their policies and want a return of 
cash value—and even that did not show that MetLife’s 
sale of assets to meet this cash outflow would cause a 
significant general decline in asset values. Given the 
enormous size of the assets held on corporate and 
financial balance sheets—many trillions of dollars—it 
seems highly unlikely that the sale by any firm would 
cause a major decline in asset values.

Again, the events in 2007 and 2008 should not be 
considered a valid precedent for how a financial crisis 
might recur. A free-market system is not inherently 
unstable. The financial system in 2008 was destabi-
lized by government housing policies. The number 
of subprime mortgages on government and private 
balance sheets in June 2008—before the crisis—was 
over $5 trillion, with almost $2 trillion on private 
balance sheets. These values went into free fall 
when it became clear to investors that the number 
of mortgage defaults that were occurring was truly 
unprecedented. Investors fled the market, driving 
down MBS values to distress levels. But absent these 
unusual circumstances—where the value of a major 
asset class declines all at once—it is highly unlikely 
that a single firm liquidating its assets in the face of a 
creditor’s demand for cash would have any significant 
effect on asset values. Although an Oliver Wyman 
study on the effects of MetLife selling substantial 
portions of its assets is still under seal in MetLife’s 
suit against the FSOC, MetLife contended in its brief 
that the study showed no appreciable market disrup-
tion from a major MetLife asset liquidation. Under 
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these circumstances, it seems clear that there are 
few, if any, advantages to the financial system that 
arise from SIFI designations, but many significant 
disadvantages. It would make sense, then, to repeal 
the FSOC’s authority to designate SIFIs. That would 
mean removing the term “nonbank financial com-
panies supervised by the Board of Governors” from 
Title I and every other title of the act. A better system 
for protecting the largest banks from failure should 
be introduced. That is the subject of the Chapter 4, 
on Title II.

OTHER AUTHORITIES UNDER  
SECTION 113

In addition to the designation of SIFIs because of 
the supposed effects of their material distress, Sec-
tion 113 also authorizes the FSOC to designate non-
bank financial firms as SIFIs because their “nature, 
scope, size, scale, concentration, interconnectedness, 
or mix of activities of the U.S. nonbank financial 
company, could pose a threat to the financial stabil-
ity of the United States.” (Emphasis added.) This is 
an extraordinary grant of power, even for the Dodd–
Frank Act. And, it is a grant of power without any 
inherent standards or limitations. Did Congress 
really intend to give the FSOC the power to desig-
nate a nonbank firm as a SIFI—and thus subject it 
to stringent regulation by the Fed—because of its 

“nature”? At least in the case of large firms, it is pos-
sible to suppose that their failure could jeopardize 
others—so that is an inherent limitation—but in this 
list of unrelated items, Congress has granted what is 
essentially a license to designate any firm as a SIFI, 
and subject it to stringent new regulation by the Fed, 
for virtually any reason at all.

Although the legal principle of an unconstitution-
al delegation power has fallen into disuse in recent 
years, this is a case where it is applicable. Unless its 
supporters can place some kind of standards around 
its exercise—some kind of limiting principle that 
explains what Congress had in mind—this provision 
should be repealed.

Ironically, many financial firms—especially in 
the asset management business—believe that the 
FSOC’s focus on “activities” would relieve them of 
the danger of designation as SIFIs. This might be 
true if the only standard for designation is size. Size is 
not relevant when the standard is activities. Howev-
er, “activities” can capture many more firms, includ-
ing the small as well as the large, because Section 113, 
as noted above, contains language that permits the 

FSOC to designate firms as SIFIs because of many 
factors, and Section 120, as discussed below, autho-
rizes the FSOC to recommend to the primary regu-
lator more “stringent regulation” of an activity if it 

“could create or increase the risk of significant liquid-
ity, credit, or other problems.”

Thus, there is a plausible argument based on the 
language in Section 113 that the FSOC could desig-
nate as SIFIs all firms that engage in certain defined 
transactions—say, buying the commercial paper 
of asset-backed trusts—or participating in those 
transactions to an extent that exceeds some dollar 
amount. The danger of being designated for these 
suspect “activities” would be enough to give the Fed 
the ability to approve or disapprove transactions of 
that kind on a case-by-case basis—a plausible sub-
stitute for direct prudential regulation of firms 
such as asset managers, broker-dealers, investment 
funds, finance companies, and hedge funds, among 
others, which they characterize as “shadow bank-
ing.” If so, regulation of these firms will stifle the 
competitive and innovative character of the securi-
ties and capital markets in the United States, with 
dire consequences for economic growth.

One does not know, of course, how the courts 
will respond to interpretations like these. Even 
when there is a distortion of the statutory language, 
courts often accord deference to agencies’ interpre-
tation of the scope of their statutory authority, espe-
cially if the court believes that the agency is attempt-
ing to address a serious problem that is within the 

“spirit” of the legislation. The FSOC and the Fed, in 
carrying out a mandate of the FSB, could claim that 
they have authority to take these steps because they 
are attempting to prevent another financial crisis, 
and no one might be willing—or have the standing—
to challenge them. Cases like this suggest that the 
Supreme Court—as advocated recently by Chief Jus-
tice John Roberts10—should revisit such decisions 
as the 1984 decision Chevron v. Natural Resources 
Defense Council,11 in which courts have granted sub-
stantial deference to administrative agencies’ inter-
pretations of their statutory authority.

Nevertheless, in this case, the likely decisions of the 
courts are not relevant. It is Congress that should pre-
vent the excessive accretion of discretionary power by 
financial regulators. Power of this kind enables regu-
lators to obtain compliance from individual firms by 
threatening to invoke this unbridled discretion. For 
the foregoing reasons, Section 113 should be repealed 
as an excessive grant of discretionary power.
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SECTION 120
Similar questions arise under Section 120, which 

provides that the FSOC may recommend to the prin-
cipal regulator of any financial activity that it should 
impose more stringent regulation of an “activity”—
if the council determines that the “conduct, scope, 
nature, size, scale, concentration, or interconnect-
edness” of the activity could “increase the risk of sig-
nificant liquidity, credit, or other problems spread-
ing” through other companies or markets.

This is not, strictly speaking, a power lodged in 
the FSOC, since the agency can only make recom-
mendations to another agency. The FSOC’s recom-
mendation still must be carried out by the prima-
ry regulator of the activity, which is under no legal 
compulsion to do so and may not even have the stat-
utory power to carry out the recommendation. Still, 
given the fact that the FSOC is composed of appoin-
tees of the Administration in power, it is likely that 
the recommendation will be acted upon, at least in 
some way, because of political pressure brought on 
the chair of the agency that is the primary regulator 
of the industry involved.

Again, the question is whether any Administra-
tion should have authority to impose more stringent 
regulation on a financial activity based on noth-
ing more than a belief—unfounded in actual expe-
rience—that the activity will produce unfavorable 
results in the future. The power to designate SIFIs 
at least implies that size is an important factor, and 
thus limits to some degree the scope of the FSOC’s 
authority, but the authority in the case of activities 
applies to any activity—no matter its size and no mat-
ter how many firms are engaged in the activity—even 
if it does nothing more than create or increase the 
risk that “significant liquidity, credit or other [unde-
fined] problems” will spread in the markets. Apart 
from the actual use of the power granted by this lan-
guage, it provides the FSOC and any Administration 
with the ability to extract compliance by the finan-
cial industry through its threatened use. The courts 
may or may not approve the use of this authority 
by the FSOC, but prudence counsels that Congress 
should not allow such a broad power over the mar-
kets to rest in the hands of any Administration.

SECTION 121
Section 121 authorizes the FSOC to “restrict the 

ability of [a] company to offer a financial product 
or service.” In other words, the council on its own 
motion, with no apparent standards of any kind, can 

put a firm out of business. Again, even if unused, this 
authority would enable any Administration to con-
trol any financial company by threatening to invoke 
this power.

This section is another example of an extremely 
broad delegation of authority to the FSOC. Although 
it is not as far-reaching as the authority to regulate 
undefined “activities” under Section 120, and applies 
only to individual firms and not entire industries as 
is the case under Section 120, Section 121 still pro-
vides more discretionary and unrestricted power 
to an Administration than Congress should dele-
gate. For this reason, the authority under Section 121 
should be terminated.

FSOC’S AUTHORITY UNDER SECTION 165
Section 165 is as important in many respects as 

Section 113. It requires the Fed to create more strin-
gent regulatory standards not only for nonbank firms 
that have been designated as SIFIs, but also for all 
bank holding companies (BHCs) with consolidated 
assets greater than $50 billion. In effect, then, Sec-
tion 165 designates as SIFIs all BHCs with consoli-
dated assets of more than $50 billion (BHC SIFIs). In 
addition to more stringent regulation, Section 165(d) 
also authorizes the Fed to require nonbank SIFIs 
and BHC SIFIs to prepare and submit to the Fed “liv-
ing wills,” which outline in detail how they would be 
wound down in the event of their financial distress. 
Both requirements are based on the three fallacies 
discussed earlier: (1) that the failure of a large non-
bank financial firm will drag down others through 

“interconnections”; (2) that the precipitating cause of 
the financial crisis was the disorderly bankruptcy of 
Lehman Brothers; and (3) that bankruptcy is inher-
ently a disorderly and disruptive process.

Moreover, imposing the stress test and living will 
requirements on all BHCs with $50 billion or more 
in consolidated assets is unreasonable. The total 
assets of the U.S. banking system, according to the 
Fed’s Flow of Funds accounts, is $17 trillion. A bank 
with $50 billion in assets has only 0.3 percent of the 
total assets of all banks, and an even smaller percent-
age of the $85 trillion of all U.S. financial assets. The 
idea that the failure of a $50 billion bank will cause 
instability in the U.S. financial system is fanciful at 
best. The same is true of BHCs with $200 billion (1.2 
percent of all bank assets) and even BHCs with $500 
billion (3 percent of total bank assets). As outlined in 
the earlier discussion of the costs imposed by Dodd–
Frank, imposing costs for developing living wills or 
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complying with stress tests—and, as discussed below, 
supporting the Office of Financial Research and the 
FSOC itself—will only further reduce the amount of 
credit available to the small businesses in the U.S. or 
make that credit more expensive. Even regarding 
the largest BHCs, the living will requirement pro-
vides the Fed with extraordinary authority to force 
divestiture if the BHC does not organize itself as the 
Fed desires, which provides leverage for the Fed to 
bend regulated firms to its will.

As noted in the discussion about the effect of Leh-
man’s bankruptcy on other firms, there are good rea-
sons to believe that the failure or financial distress of 
banks or nonbank firms up to $500 billion in assets 
will not have any significant effect on other firms nor 
create instability in the U.S. financial system. Lehman 
itself was a firm larger than $600 billion and declared 
bankruptcy in the midst of a market on the brink of 
wholesale panic. If Lehman did not cause other firms 
to fail, and it did not, Congress should revisit the 
whole question of whether smaller firms—like BHCs 
with assets up to $500 billion and other nonbank 
firms—should be subjected to the extensive costs that 
living wills and stress test requirements impose.

These requirements should be repealed. As 
Federal Financial Analytics concluded in a 2015 
report, “measuring systemic risk solely by size is 
no longer viewed as an effective method of deter-
mining systemic-risk potential.”12 As discussed in 
Chapter 1, excessive systemic regulation where it is 
not necessary can have—and is likely to be having 
today—adverse effects on economic growth. The 
same Federal Financial Analytics report noted in 
connection with additional capital surcharges on 
regional banks with more than $50 billion in assets: 

“Given that…smaller companies are most depen-
dent on bank-credit channels and systemic-capi-
tal surcharges may adversely affect regional-bank 
balance-sheet capacity, higher capital intended for 
risks not generally presented by traditional, regional 
BHCs could have significantly adverse consequences 
in local markets.”13

INTERCONNECTIONS AND BHCS
The Lehman case also raises questions about 

whether the failure of any large nonbank financial 
firm will have a substantial effect on the financial 
condition of other large firms; the idea that there 
are dangerous “interconnections” between large 
financial firms is false. For that reason, and because 
there are moral hazard and other disadvantages of 

designating nonbank financial firms as SIFIs, the 
FSOC’s authority to designate nonbank firms as 
SIFIs should be repealed. The same analysis applies 
to BHC SIFIs. BHCs are ordinary corporations that 
happen to control banks. They do not have any spe-
cial advantages, such as access to the Fed’s discount 
window or to insured deposits, but their activities 
are severely restricted by law. In principle, there is 
no reason to believe that the failure of a BHC would 
be any more disruptive to the financial system than 
the failure of any other nonbank financial firm.

Indeed, in its December 2013 proposal to resolve 
SIFIs by taking over a parent holding company, the 
FDIC recognizes that BHCs themselves are not a 
systemic danger. This proposal, known as the single 
point of entry (SPOE), would permit the FDIC, under 
Title II of Dodd–Frank, to take control of a holding 
company and use its resources to prevent an operat-
ing subsidiary from failing. Thus, in its willingness 
to close a BHC in order to use its resources to save an 
operating subsidiary, the FDIC is signaling that the 
BHC is not a systemic entity, and clearly expendable.

Accordingly, all BHCs should also be exempted 
from the stringent regulation and living will require-
ments of Section 165, just as the FSOC’s authority 
to designate nonbank SIFIs should be terminated, 
and for the same reasons. Efforts to prevent market 
instability by preserving systemically important 
financial subsidiaries should be focused—as argued 
in the chapter on Title II—solely on the largest sub-
sidiary banks of a BHC. If the failure of any financial 
institution is likely to have a systemic effect it is the 
bank, not its holding company.

Some will argue that eliminating the Fed’s reg-
ulation of BHCs will also eliminate the separation 
of banking and commerce and permit commercial 
firms to own banks. There is nothing inherently 
problematic about this. In fact, if firms that are not 
engaged solely in financial activities are allowed 
to control banks, that would add substantially to 
the likelihood that banks will have access to capi-
tal when they need it. Limiting BHCs to financial 
activities—as is true under current law—restricts 
their access to capital and makes them less likely to 
be able to supply capital to their subsidiary banks 
when necessary. This would be particularly helpful 
to small banks, which have difficulty raising capital 
and coping with new regulatory costs.

There may also be objections on the ground that 
BHCs engaged in commercial activities will be able 
to use the insured deposits of banks for their own 
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benefit. This is a canard. Since the 1980s, Sections 
23A and 23B of the Federal Reserve Act have placed 
tight controls on transactions between banks and 
their holding companies or holding company affili-
ates, and they have been updated and tightened fur-
ther in Section 608 of Dodd–Frank. These restric-
tions will continue to be enforced. In addition, under 
existing law, insurance companies, securities firms, 
and other financial firms are permitted to control 
banks, and there are no examples of these firms mis-
using bank subsidiaries for their own benefit.

SHOULD THE FSOC CONTINUE TO EXIST?
If the FSOC should no longer have the power to 

designate nonbank financial firms as SIFIs, or the 
other authorities in Sections 113, 120, and 121, is 
there any reason for its continued existence? There 
is a weak but plausible case for an FSOC that is mere-
ly a forum in which regulators can air their concerns. 
If one goes back to the causes of the financial crisis 
outlined in Chapter 1, one can see that the underly-
ing reason was the collapse in value of a single asset 
class—subprime, and other low-quality, residential 
mortgages—NTMs. Fannie Mae and Freddie Mac 
were exposed to about $2.5 trillion in NTMs, and 
the private sector about $2 trillion. Much of this was 
not known at the time of the crisis, even by the Fed-
eral Reserve, with its legions of economists and huge 
data resources.

The Dodd–Frank solution, which focuses on a 
few large financial institutions, would do nothing 
to address the problem of many institutions hold-
ing the same weak assets. Because the narrative that 
formed the basis for Dodd–Frank focused solely on 
the failure of a few large financial firms, rather than 
the collapse of an entire asset class, it missed the 
essential fact about the cause of the crisis. Once the 
crisis is seen this way, it becomes clear that Dodd–
Frank can never prevent a recurrence through strin-
gent regulation of a few large firms. The regulators 
would be missing the forest for the trees.

One effective regulatory antidote to what actu-
ally caused the financial crisis would be awareness 
on the part of regulators that there was a danger of 
excessive exposure to any asset class, at the same 
time warning investors to be cautious about invest-
ing in entities that are taking major risks on a risky 
asset that is very widely held. This is not to say that 
regulators will be astute enough to do this—in fact, 
the record provides little support for the idea that 
regulators understand how markets are actually 

operating—but at least it increases the likelihood 
of a better outcome if financial regulators have an 
opportunity to meet regularly and share this kind 
of information.

Accordingly, while the FSOC should be shorn of 
its ability to designate nonbank firms as SIFIs, it 
could serve some useful continuing function as a 
forum for regulators to exchange information about 
market conditions and possible risks to stability. 
Although, for the reasons discussed below, the like-
lihood that it will discover and prevent some future 
crisis is small, it would not be costly to provide an 
institutionalized platform for the exchange of infor-
mation among regulators.

THE OFFICE OF FINANCIAL RESEARCH, 
SECTIONS 151–156

In addition to establishing the FSOC, Title I also 
created an Office of Financial Research (OFR) with-
in the Treasury Department to support the work 
of the FSOC. The OFR is to be headed by a director, 
appointed by the President for a term of six years and 
confirmed by the Senate. There are no provisions for 
the director’s removal from office. The OFR is to be 
supported by assessments on all BHCs with assets 
of more than $50 billion and all nonbank financial 
firms that have been designated as SIFIs and are 
supervised by the Federal Reserve. The funds it col-
lects are to be used to support the work of the OFR as 
well as the FSOC (Section 118).

The principal function of the OFR is to serve as 
support for the FSOC by, among other things, col-
lecting data on behalf of the FSOC and member 
agencies, performing research, and developing tools 
for risk measurement. In pursuit of these functions, 
the OFR was given limited rule-making authority, 
principally to standardize the data collection of the 
member agencies of the FSOC, and authority to issue 
subpoenas to obtain the data it wants.

The initial questions about the OFR are whether 
the government needs yet another data collection 
authority, whether it should be able to support itself 
through assessments on the largest firms in the 
financial industry, and whether there should be any 
check on size of those assessments.

The fact that the OFR uses its assessments to 
support the work of the FSOC is an immediate prob-
lem. The system of separation of powers created 
in the Constitution contemplated that one of the 
important checks and balances among the branch-
es was to be the power of Congress to appropriate 
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funds for government operations. Although various 
assessment systems have already been established 
to support the Comptroller of the Currency and a 
few other agencies, that is not a reason to establish 
another such system, especially one that can sup-
port an agency with the extraordinary powers of the 
FSOC. For that reason alone, the OFR’s assessment 
powers should be terminated and its work—if it sur-
vives—supported by appropriations to the Treasury 
Department. Through oversight and appropriation 
of funds, Congress should be able to control the 
degree to which the OFR imposes costs on the finan-
cial system through requests for information. For 
the same reasons, the FSOC, if it survives, should be 
supported by appropriations to its member agencies.

But there is a broader question about whether 
OFR should survive, especially if—as recommend-
ed—the FSOC’s authority to designate SIFIs or reg-
ulate “activities” under Sections 113, 120, and 121 is 
terminated. Does it make sense to set up yet another 
government agency that will be imposing more costs 
on business and the taxpayers to gather information 
that will be only marginally useful? Data about the 
past, as F. A. Hayek advised, can never tell us what 
will happen in the future. There are simply too many 
factors at play, including information in the minds of 
millions of participants in any market. The financial 
crisis itself is an example of this problem. Although 
the OFR was established to solve the problem of a 
lack of information before the crisis, it seems unlike-
ly—in light of what actually happened—that the OFR 
would have been able to change the course of history 
if it had existed at the time.

In the years leading up to the financial crisis, the 
most important people in the government thought 
that a financial crisis—if it occurred—would be the 
result of risk-taking by hedge funds. The OFR would 
have been kept busy collecting data from hedge 
funds—and the FSOC might have been designating 
them as SIFIs—while the real risks were building 
up in the mortgage market because of the growth of 
subprime and other NTMs.

Why were these mortgage risks not recognized? 
As noted in Chapter 1, when a bubble is grow-
ing, defaults decline; people who might otherwise 
default on their mortgages are able to sell or refi-
nance. So even though the number of NTMs in the 
financial system was historically large, few of the 
experts watching the market saw this as a risk. In 
addition, Fannie and Freddie were not disclosing 
the number of NTMs to which they were exposed 

both in the portfolios they held and in the MBS they 
were guaranteeing. No one thought to ask, because 
they were seen as government-backed, and no one 
holding their debt securities was concerned about a 
potential default.

The Federal Reserve, arguably the best-informed 
agency of the government on financial matters, with 
a staff of hundreds of economists, was worried about 
Fannie Mae and Freddie Mac taking interest-rate 
risk. The Fed, and its chairman—then Alan Green-
span—had no idea that Fannie and Freddie were 
taking on credit risk. The assumption was that they 
were continuing to purchase only prime loans. The 
rating agencies, also supposedly well-informed 
about the risks in the market, were unconcerned 
about major mortgage risks because, since World 
War II, there had never been a decline in housing 
values of more than between 3 percent and 4 per-
cent, and these declines were regional, not national. 
The rating agencies probably felt justified in giving 
high ratings to geographically diversified pools since 
there had not been a nationwide collapse in housing 
values since the Depression.

All of this created a consensus among the cogno-
scenti—in government and out—that looking for a 
crisis in the mortgage market was a waste of time 
and resources. The likelihood is that when the crisis 
actually occurred, the staff of the OFR would have 
been as surprised as all the people in the banks, the 
financial regulatory agencies, the Fed, and the rat-
ing agencies.

However, what if—despite all this—some bright 
young economist at the OFR had concluded in 2005 
or 2006 that there were enormous risks in the mort-
gage market? Suppose further that he had persuad-
ed the OFR director to take the issue seriously, the 
OFR had then gone about collecting all the data on 
NTMs that was then available, and the director was 
alarmed by what he found. What could he have done 
with this information?

Had he gone to the FSOC, he would have been told 
that he was needlessly worried. After all, where were 
the defaults he feared and how did he know that there 
was actually a bubble? The economy was doing well, 
homeownership was growing, and people were buy-
ing second homes—it was all explainable. He would 
also have been cautioned that the Administration 
at that time was committed to and very proud of the 
growth in home ownership, and especially the fact 
that so many new home owners were low-income 
earners. Was he really going to blow the whistle on 
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a set of housing policies that had worked so well? If 
the director had then gone to Congress, the reac-
tion there would have been even more skeptical and 
hostile, because many Members of Congress were 
deeply invested in the affordable housing policy and 
believed their policies to be hugely successful.

This recounting is a validation of Hayek’s insight 
that the key information about whatever is going on 
in a market is dispersed in the minds of market par-
ticipants and unavailable to those who might be able 
to use it for policy. Ironically, in questions of poli-
cy, it is often what is in the minds of policymakers 
that overrides or fails to make use of the data that 
is available. All this suggests that if OFR is intend-
ed to scope out the real risks in the financial system 
it will be a waste of resources, with a greater chance 
of leading policymakers in the wrong direction than 
preventing the next crisis.

For these reasons, the OFR should be terminated.

CONCLUSION
Title I of Dodd–Frank was based on the miscon-

ception that the 2008 market crash was caused by 
the bankruptcy of Lehman Brothers. In reality, Leh-
man stands for the opposite conclusion—that large 
nonbank financial institutions can fail without caus-
ing instability in the financial system. According-
ly, all of the powers accorded to the FSOC in Title 
I are unnecessary, and will not prevent another 

financial crisis. Instead, if exercised as the FSOC has 
exercised them thus far, they will distort competi-
tive conditions throughout the financial sector. For 
these reasons, the FSOC’s power to designate SIFIs 
should be repealed.

The same is also true of the other authorities pro-
vided to the FSOC—Sections 120 and 121—which 
give the agency even more discretion than Section 
113. Section 165, which imposes substantial costs on 
banks and other nonbank financial firms in the form 
of living wills and stress tests, is unnecessary for any 
but the largest banks, and should also be repealed for 
all institutions except for the largest insured banks 
(not including their holding companies).

If the FSOC’s designation authority is repealed, 
it could be retained as a consultative body, like the 
President’s Working Group in past Administra-
tions. That would be marginally useful and would 
not involve material costs. If the FSOC’s authority to 
designate SIFIs is repealed, there is no good reason 
for the OFR to exist. It is another costly body that 
will impose unlimited costs on the financial system 
and has little likelihood of doing any better at under-
standing what is happening in the economy than 
the Federal Reserve, which entirely failed to see the 
financial crisis coming.

Any views expressed here are those of the author, 
not necessarily of The Heritage Foundation.
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CHAPTER 4  
Title II: Is Orderly Liquidation 
Authority Necessary to Fix  
“Too Big to Fail”?  
Paul H. Kupiec

One of the primary goals of the Dodd–Frank Act was to solve the too-big-to-fail (TBTF) problem for the largest finan-
cial institutions. The act’s preamble states that it is intended 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 the American taxpayer 
by ending bailouts, to protect consumers from abusive financial services practices, and for other purposes.”

Title II—Orderly Liquidation Authority (OLA)—
the act’s legislative solution to TBTF, is based on the 
premise that a large systemically important finan-
cial institution (SIFI) cannot fail in a judicial bank-
ruptcy without causing a financial crisis. Because of 
the alleged ramifications of a SIFI failure, investors 
rationally surmise that governments will bail out 
SIFIs rather than let them fail. As a consequence, 
investors treat the liabilities of SIFI institutions 
as if they have an implicit government guarantee. 
This TBTF guarantee gives SIFI institutions access 
to subsidized funding and creates incentives for 
SIFI management to overleverage and expand SIFI 
investments into high-risk assets and activities.

Dodd–Frank starts with the premise that the 
TBTF hypothesis is true, and creates a four-layered 
approach to solving the problem. First, the act desig-
nates certain bank holding companies (BHCs) as de 
facto SIFIs. Second, it specifies general criteria that 
characterize SIFIs and empowers a group of govern-
ment regulators—the financial stability oversight 
council (FSOC)—to examine all non-BHC financial 
institutions and identify those that satisfy SIFI cri-
teria. Third, it requires the Federal Reserve Board 
(FRB) to impose new heightened prudential regu-
latory standards and undertake supervisory efforts 

to ensure that the probability of an individual SIFI’s 
financial distress is especially remote. Lastly, should 
a SIFI become financially distressed, it creates a 
new resolution framework for SIFIs’ orderly liquida-
tion. OLA empowers the Federal Deposit Insurance 
Corporation (FDIC) to act as receiver and “liqui-
date” the SIFI outside of judicial bankruptcy in an 
administrative resolution process. OLA is supposed 
to allow the FDIC to liquidate a failing SIFI without 
the need for taxpayer assistance and without creat-
ing a financial crisis.

Dodd–Frank was passed well before the true 
underlying causes of the financial crisis were identi-
fied, and it left many specific details to be worked out 
by financial regulators. OLA in particular does not 
explain how the FDIC can use its powers to resolve a 
SIFI without triggering a wider financial crisis.

Since the passage of Dodd–Frank in 2010, the 
FDIC has formulated a concrete strategy for using 
OLA should it be called upon to resolve a failing 
SIFI. A key presumption of the FDIC’s strategy for 
resolving a distressed SIFI, the so-called single-
point-of-entry (SPOE) strategy, is that the parent 
holding company can be liquidated without system-
ic consequences, provided the SIFI’s operating sub-
sidiaries remain open and operating. In fact, aside 
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from satisfying Dodd–Frank-mandated claims pri-
orities and management changes, the primary goal 
of the FDIC’s OLA strategy is to keep critical operat-
ing subsidiaries functioning, and protect them from 
their own bankruptcy or resolution proceedings.

There is a simple alternative approach to regula-
tion that can achieve all the FDIC’s OLA resolution 
goals without using OLA. The approach requires: 
(1) increasing minimum regulatory capital require-
ments for depository institutions1 and critical 
functionally regulated subsidiaries;2 (2) modify-
ing prompt corrective-action intervention triggers; 
and (3) implementing mandatory contractual safe-
guards to ensure that banks and functionally regu-
lated subsidiaries are not overly exposed to affiliates 
and not dependent on parent SIFIs for employees or 
critical services that could be suspended in bank-
ruptcy. These straight-forward changes will allow a 
distressed SIFI’s parent to fail in bankruptcy with-
out causing the failure of its critical operating sub-
sidiaries. There is no need for OLA.

The most transparent way to ensure that criti-
cal operating subsidiaries remain open and oper-
ating is to substantially increase minimum capital 
requirements at subsidiaries. The additional capi-
tal at operating subsidiaries should be required by 
law and imposed by functional regulators. Higher 
capital requirements should be complemented by 
modifying prompt corrective-action intervention 
thresholds so that regulators intervene and impose 
remedial measures while subsidiaries still have ade-
quate capital to support their continued operations. 
These changes will ensure that critical subsidiaries 
maintain uninterrupted operations should a dis-
tressed parent holding company reorganize under 
bankruptcy protection. Because the SIFI’s func-
tional subsidiaries will remain solvent beyond ques-
tion, nonbank subsidiaries will retain access to cap-
ital-market financing and insured depositories will 
be eligible for normal liquidity borrowings from the 
Federal Reserve.3

Under this alternative approach, capital require-
ments at the parent holding company need not be 
increased as mandated by Dodd–Frank. In fact, 
minimum capital requirements at parent BHCs 
could be reduced or even eliminated entirely if the 
SIFIs’ critical subsidiaries are required to be highly 
capitalized at all times on their own account.

Parent holding companies should be allowed 
to fund the new higher subsidiary equity capital 
requirements from the proceeds of debt issuance at 

the parent holding company without the constraint 
of meeting strict minimum regulatory capital 
requirements at the consolidated BHC level. Parent 
holding companies can be as resilient or as fragile as 
their shareholders choose without any adverse sys-
temic risk consequences, provided that their criti-
cal operating subsidiaries are required to maintain 

“fortress” balance sheets.
Should a parent holding company fail, it must 

be liquidated or reorganized in bankruptcy. There 
must be no “special” alternative resolution mecha-
nism that allows the possibility that some creditors 
or counterparties may receive special protections, 
or TBTF will continue to be problematic.

This transparent alternative approach will 
accomplish the goals of Title II using bankruptcy 
without the need for OLA, but it will not remove 
TBTF investor expectations. Contrary to political 
folklore, TBTF expectations are not solely caused by 
the impossibility of safely reorganizing or liquidat-
ing a SIFI in bankruptcy.

TBTF expectations and implicit taxpayer sub-
sidies arise when regulators expand explicit bank 
deposit insurance guarantees beyond legal limits, or 
take emergency actions that prevent some—but not 
all—financial institutions from failing. Such actions 
protect the uninsured creditors in some financial 
institutions, but not others, and without impos-
ing a fair-market tariff for the additional govern-
ment protection.

History shows that, should a large bank fail, the 
FDIC bank resolution process will inevitably pro-
tect all bank depositors. However, when a small bank 
fails, the same bank resolution process may impose 
losses on large uninsured deposit accounts. This 
facet of the bank resolution process effectively cre-
ates two different classes of deposit insurance pro-
tections: a small bank insurance system that pro-
tects all deposits under the legal limit, and a large 
bank insurance system that protects even the larg-
est deposit accounts. Given this reality, it is not sur-
prising that the largest banks have an advantage 
when attracting large deposits.

Moreover, the FDIC’s existing bank resolution 
process is virtually designed to create new TBTF 
institutions. The FDIC’s legal mandate to perform 

“least cost” resolutions ensures that, should there be 
a willing buyer, a large failing bank will be sold intact, 
usually with an agreement for the deposit insur-
ance fund to absorb some portion of a failing bank’s 
losses. In such a transaction, insurance coverage is 
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extended to all depositors, not just to those insured 
under the legal limit, and the acquiring bank is vir-
tually guaranteed to be a large bank or BHC.4

This flawed deposit insurance bank resolution 
process remains fully intact after Dodd–Frank.5 
Moreover, if an OLA-SPOE liquidation is implement-
ed instead of a deposit insurance bank resolution, all 
creditors of the failing SIFI’s bank subsidiary will be 
fully protected—not just the bank’s depositors. The 
SPOE strategy recapitalizes failing bank subsidiar-
ies using holding company money in an OLA “liq-
uidation” and thereby protects all bank creditors 
from loss. Thus, OLA-SPOE creates a new avenue 
through which the government protects the liabili-
ties of a select group of the largest financial institu-
tions. Because OLA permits the government to treat 
similarly situated creditors of different institutions 
that provide comparable financial services differ-
ently, the OLA-SPOE “solution” actually reinforces 
the TBTF problem.

In addition to investor perceptions that the largest 
banks enjoy virtually unlimited deposit insurance 
and potentially other creditor protections, inves-
tors also understand the inherent conflict created 
by a system that places supervisory authority over 
the largest financial institutions in a single consol-
idated regulator that is also the lender of last resort 
and the primary agency responsible for maintaining 
financial stability. This mix of regulatory responsi-
bility encourages the belief that the entire capital 
and liquidity resources of a consolidated entity—
including access to Federal Reserve System liquid-
ity—will be available to protect SIFI creditors and 
counterparties from loss. Unfortunately, the Fed-
eral Reserve’s actions taken before and during the 
prior financial crisis fully justify such expectations.

Dodd–Frank redoubled the Federal Reserve’s 
supervisory powers and assigned it a new “height-
ened prudential” duty to ensure that the likelihood 
of failure is especially remote for the largest BHCs 
and designated nonbank SIFIs. Given the FRB’s 
expansive new regulatory powers and its operation-
al history, it is difficult to imagine how investors 
would reach any conclusion other than that SIFI 
institutions are TBTF.

The importance of these issues should not be 
underestimated. The TBTF problem will not be 
solved by merely eliminating Title II and replacing 
it with heightened capital requirements on critical 
operating subsidiaries. To end TBTF, Congress must 
also (1) reform the FDIC’s bank resolution process to 

require it to break up large failing banks in the reso-
lution process,6 and (2) reorient financial regulation 
away from the FRB and remove or significantly cur-
tail its current powers over consolidated capital reg-
ulation and supervision.

BHC ORGANIZATIONAL STRUCTURE 
AND SPECIAL SUBSIDIARY STATUS

This section provides an overview of the basic 
corporate structure used by all of the largest bank-
ing institutions in the U.S., and the normal proto-
cols that apply when the parent corporation or one 
of their subsidiaries become financially distressed.

Most U.S. banks, including the largest financial 
institutions, are organized as BHCs.7 In addition, 
Dodd–Frank § 167(b)(1)(B) allows the FRB to require 
nonbank financial institutions designated by the 
FSOC to organize their systemically important finan-
cial activities under an intermediate financial holding 
company. An intermediate holding company has an 
organizational structure similar to that of a BHC, and 
it is subject to all the FRB’s BHC regulatory powers.

In a BHC corporate structure, a parent company 
holds the controlling interest in the equity shares 
of subsidiary corporations, which can include sep-
arately incorporated banks, functionally regulated 
companies (such as broker-dealers, futures commis-
sion merchants, and insurance companies), or other 
corporations involved in activities that are closely 
related to banking.8 Each of the parent’s subsidiaries 
is a standalone corporation that can issue their own 
equity and debt securities.

Chart 1 illustrates a simple stylized BHC struc-
ture. Subsidiaries are represented by Bank A, Bank 
B, and Subsidiary C. Subsidiary C could be a func-
tionally regulated subsidiary, regulated by the Secu-
rities and Exchange Commission (SEC), the Com-
modity Futures Trading Commission (CFTC), or a 
state insurance regulator.

The parent raises funds by issuing its own debt 
and equity securities. The parent uses the proceeds 
from issuing these securities to purchase the equi-
ty securities issued by its subsidiaries, to lend to its 
subsidiaries, or to invest in other affiliated firms. 
The parent also may guarantee the debt of its sub-
sidiaries issued to outside investors or any deriva-
tive contracts into which the subsidiaries may enter.

Subsidiaries may also lend to the parent holding 
company, to other subsidiaries within the group, 
or even guarantee the debt issued by the parent or 
other subsidiaries.9 However, bank subsidiaries are 
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limited in their ability to lend or transact by Section 
23A and Section 23B of the Federal Reserve Act. The 
restrictions are discussed in detail in a subsequent 
section, “TBTF Expectations and FRB Exemptions 
from Section 23A and 23B Rules.”

Within this organizational structure, subsidiaries of 
BHCs that are functionally regulated or deposit-taking 
institutions are special corporations in respect to their 
permitted activities, regulatory oversight, and their 
treatment in insolvency. Following is a brief overview 
of the special characteristics associated with banks, 
broker-dealers, and insurance companies.

Deposit-taking institutions—commercial banks, 
thrifts, and savings and loans institutions—are subject 

to extensive regulation at both the state and federal 
level.10 Only banks can issue insured deposits and access 
Federal Reserve System discount window liquidity with-
out penalty should they be well-capitalized and hold 
high supervisory ratings.11 Should a bank become finan-
cially distressed and unable to meet current payment 
liabilities or become undercapitalized by regulatory 
minimum standards, or otherwise be shown to oper-
ate in an unsafe and unsound manner, it is required to 
comply with regulatory cease-and-desist orders that 
mandate remedial action. Should the bank fail to com-
ply or remedy identified issues, it can be closed by its 
primary regulator and be liquidated using a special 
administrative process managed by the FDIC.12
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If a subsidiary bank of a BHC should become 
undercapitalized or experience financial distress, 
the BHC powers of the FRB can also impact the 
bank recovery or resolution process. In particu-
lar, the FRB’s source-of-strength doctrine can be 
used to encourage a BHC to interject capital into an 
undercapitalized depository subsidiary. The FRB’s 
source-of-strength doctrine is important, contro-
versial, and potentially a critical aspect of the SIFI 
resolution strategy articulated by the FDIC. For 
these reasons, I devote an entire section to its dis-
cussion (“The Federal Reserve Board Source-of-
Strength Doctrine”).

Registered broker-dealers are functionally regu-
lated subsidiaries supervised by the SEC, registered 
exchanges, and the Financial Industry Regulatory 
Association (FINRA).13 Broker-dealers face mini-
mum capital regulation and strict rules governing 
the management of their customer accounts. Should 
a broker-dealer fail to meet its minimum capital 
requirements, the SEC can require it to cease oper-
ations and force its liquidation. A broker-dealer will 
liquidate either in a distressed sale, under special 
rules that apply under Chapter 7 of the Bankruptcy 
Code, or under the provisions of the Securities Inves-
tor Protection Act (SIPA). Almost all broker-dealers 
are registered with the SEC and required to be mem-
bers of Securities Investor Protection Corporation 
(SIPC), so most broker-dealer liquidations are con-
ducted under SIPA rules and not under Chapter 7 of 
the Bankruptcy Code.

When a broker-dealer is liquidated, either in a Chap-
ter 7 bankruptcy or in a SIPA liquidation, the goal is to 
protect and return its customers’ securities and cash 
deposits. A court-appointed trustee will transfer cus-
tomer accounts to a financially sound broker-dealer. 
Similar to insured depositories, broker-dealer insol-
vencies are settled using special legal rules that are 
designed to assign the highest priority to returning 
broker-dealer customer securities and cash deposits. A 
SIPA liquidation also includes limited insurance ben-
efits.14 In a SIPA liquidation, securities in customer 
accounts are insured up to $500,000, whereas cash 
deposits are insured up to $250,000.15 Broker-dealer 
unsecured creditor claims have secondary priority, and 
there is no provision for using SIPA insurance (and no 
SEC emergency authority) that allows protection of 
broker-dealer creditors or shareholders from loss.16

Insurance companies are functionally regulated 
entities. Unlike banks and broker-dealers, insur-
ance companies have no federal insurance charter 

and no federal supervisory agency.17 Each insurance 
company’s primary regulator is the insurance regu-
lator in the state in which the company is chartered. 
Insurance can be sold across state lines but insurers 
must be licensed to do so. Depending on the state, 
regulators may not only regulate minimum solven-
cy standards for insurers, they may regulate and 
approve policy terms, sales practices, and insurance 
products’ premium rates.

An insurer’s solvency is measured against a min-
imum regulatory solvency formula that provides a 
measure of an insurer’s ability to pay policy claims. 
The solvency rules differ by the type of insurance 
underwritten, and solvency compliance is moni-
tored by the insurer’s home state regulator as well 
as by insurance rating agencies and the state insur-
ance regulators in each state where the insurer is 
licensed to sell policies. Independent agency ratings 
for insurers are based on rating-agency assessments 
of the insurer’s ability to pay policy claims, not on 
the insurer’s ability to make timely payments on its 
unsecured debt obligations.

Regulators can impose corrective measures on 
insurers whom they deem to be in a hazardous finan-
cial condition even if the insurer exceeds required 
solvency standards. These corrective measures can, 
however, be challenged in court. Typically, regulators 
begin to impose corrective actions as an insurance 
company weakens but still meets regulatory solvency 
standards. If the regulatory actions do not return the 
insurer to financial health and its solvency condition 
continues to deteriorate, the regulator can negotiate a 
sale or merger of the troubled company or, failing this, 
can liquidate undercapitalized insurers.

In an insurance company liquidation, the home 
state regulator appoints a receiver to manage claims 
and sell the failed insurer’s assets. The process is over-
seen by a state court. Licensed insurers are required 
to belong to separate state insurance guarantee 
associations for their property-casualty and life and 
health insurance businesses in every state in which 
they sell policies. In the case of liquidation, state guar-
antee associations insure policyholder claims up to a 
maximum claim value that varies by state.

Unless the OLA is invoked, a financially distressed 
SIFI parent holding company will be reorganized or 
liquidated in bankruptcy. As a consequence of the 
corporate separateness of the individual subsidiar-
ies in the SIFI organization, and the limited liability 
of equity claims, subsidiaries can fail without caus-
ing a parent holding company failure, and the parent 
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holding company can also enter bankruptcy without 
causing the failure of a subsidiary.

Should a bank subsidiary fail and the parent 
BHC’s exposure be limited to its ownership of the 
failed bank’s equity shares, the holding compa-
ny’s direct losses are limited to its equity invest-
ment. Under special circumstances, the parent 
holding company may be exposed to additional 
losses through enforcement of the FRB’s source-
of-strength agreements. The circumstances under 
which these losses may occur are discussed in detail 
in the section, “The Federal Reserve Board Source-
of-Strength Doctrine.” The parent holding company 
may also have indirect exposure if the failure of its 
bank subsidiary causes losses to the FDIC depos-
it insurance fund. Using its cross-guarantee power, 
the FDIC can assess the parent holding company’s 
surviving banks for the losses the bank insurance 
fund incurs in the bank resolution process. The Fed-
eral Deposit Insurance Company Improvement Act 
(FDICIA) does not allow the FDIC to assess the par-
ent BHC directly for its insurance fund’s losses; the 
FDIC may only assess another bank that is under 
common control with the failed institution.

BHCs are special corporations in their own right, 
as they are subject to extensive Federal Reserve 
Board regulations under the 1956 Bank Holding 
Company Act (BHCA) and subsequent amend-
ments. The BHCA was originally enacted to control 
geographic concentration of large bank groups, to 
prevent banking across state lines except in limit-
ed cases, to keep banking activities separate from 
commercial activities outside of limited exemptions 
provided in law, and to limit BHCs’ activities to busi-
nesses closely related to banking.18

BHCs are subject to comprehensive consolidat-
ed regulation and supervision by the FRB. The FRB 
has authority to determine BHCs’ permitted activ-
ities and investments, to approve applications for 
mergers and acquisitions, to set consolidated mini-
mum-capital regulations, to impose inter-company 
credit exposure limits and to provide special exemp-
tions from these limits, and more recently, the power 
to impose enhanced prudential standards of super-
vision and regulation on specially designated (large) 
BHCs and financial holding companies.

There are many historical instances in which 
the bank subsidiaries of a BHC were closed and liq-
uidated in an FDIC resolution without a concurrent 
bankruptcy of the parent BHC. Similarly, there are 
many instances when BHCs entered bankruptcy 

while their banks and other subsidiaries remained 
open and operating.19 The failure of a BHC subsid-
iary—whether a bank, a broker-dealer, or an insur-
ance company—need not trigger a bankruptcy filing 
for the parent company, nor must the bankruptcy of 
a parent company trigger the liquidation of a subsid-
iary bank or functionally regulated corporation.

ORDERLY LIQUIDATION AUTHORITY
Section 203 of the Dodd–Frank Act authorizes 

the Secretary of the Treasury, with appropriate reg-
ulatory approval,20 to begin the “orderly liquidation” 
of a covered financial company if, in the Secretary’s 
judgment, “the financial company is in default or in 
danger of default,”21 and the failure of the company 
and its resolution under any other federal or state 
law “would have serious adverse effects on the finan-
cial stability of the United States.” When prerequi-
site conditions are satisfied, the Secretary is autho-
rized to take control of the financial company and 
appoint the FDIC as receiver with powers and duties 
enumerated under § 204 of the act.

The FDIC’s OLA powers are similar to the FDIC’s 
bank resolution powers under the Federal Deposit 
Insurance Act (FDIA) and its amendments. Among 
the powers granted to the FDIC is the power to char-
ter a bridge financial institution to facilitate the SIFI 
liquidation. The bridge is exempt from regulatory 
capital requirements and all taxes (federal govern-
ment, state, county, territory, municipality, or other 
local taxing authority). The bridge company charter 
expires after two years unless it is extended by the 
FDIC up to a maximum life of five years.

The FDIC may move any assets and liabilities 
from the receivership into the bridge financial com-
pany. The FDIC is prohibited from taking an equi-
ty interest or becoming a shareholder in the bridge 
holding company or any of its subsidiaries.

To provide temporary funding to the OLA receiv-
ership, Dodd–Frank establishes the Orderly Liqui-
dation Fund (OLF). The OLF is a line of credit with 
the U.S. Treasury that allows the FDIC to pledge 
assets of the bridge to obtain funding.22 The Secre-
tary of the Treasury must approve the FDIC’s strat-
egy for liquidating receivership assets to repay OLF 
loan balances, including interest payments. The 
interest rate on an OLF loan will be set by the Secre-
tary, but it must be at least as large as the prevailing 
interest rate on similar maturity corporate loans.23

If the projected repayment schedule from the 
receivership liquidation plan fails to discharge the 
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OLF loan terms within 60 months of the loan initia-
tion, the FDIC must impose a risk-based assessment 
on all BHCs with consolidated assets equal to or 
greater than $50 billion and any nonbank financial 
company supervised by the Federal Reserve (that is, 
nonbank firms that have been designated as SIFIs).24

Title II §§ 206–210 describe the FDIC’s OLA 
responsibilities.25 When making recovery payments 
to the failed SIFI’s liability holders, the FDIC must 
abide by a specific claims priority. The highest claims 
priority is recovering any funds the FDIC borrowed 
from the OLF. The OLA also empowers the FDIC to 
treat similarly situated receivership creditors differ-
ently if doing so will prevent financial instability or 
maximize overall receivership recoveries, but disad-
vantaged claimants must receive a recovery at least as 
large as they would receive in Chapter 7 bankruptcy.26

Dodd–Frank does not explain how these OLA 
powers will be used to resolve a failing SIFI with-
out creating a financial crisis. The strategy for 
employing OLA powers is left to FDIC discretion, 
so it is important to understand how the FDIC will 
approach the resolution of a BHC SIFI should it be 
called on to use OLA.

FDIC SINGLE-POINT-OF-ENTRY 
APPROACH FOR RESOLVING A  
FAILING SIFI

In December 2013, the FDIC issued a Federal Reg-
ister notice that outlined its SPOE strategy for con-
ducting an orderly resolution.27 The overriding goal 
of the SPOE is to keep the failing SIFI’s critical oper-
ating subsidiaries open and operating with adequate 
capital and liquidity to keep them out of their own 
bankruptcy or administrative resolution processes, 
and to avoid the need for asset fire sales.

In a joint paper on SIFI resolution policy,28 the 
Bank of England and the FDIC have agreed that the 
key to achieving the orderly resolution of a SIFI with-
out disrupting financial markets is to recapitalize SIFI 
operating subsidiaries to keep them open, liquid, oper-
ating, and out of competing insolvency proceedings.

The FDIC–Bank of England views regarding SIFI 
resolution are more widely shared among national 
financial regulators. In 2011, the Financial Stability 
Board (FSB)—an international organization of cen-
tral banks and bank regulators empowered by the 
G-20 leaders to reform the international financial 
system—issued a report, “Key Attributes of Effective 
Resolution Regimes for Financial Institutions.” The 
report summarizes the G-20’s thinking on strategies 

to resolve failing SIFIs and stresses the importance 
of “ensuring continuity of systemically important 
(or “critical”) functions.”29

While specific details will vary across countries, 
the FSB argues that SIFI resolution is best accom-
plished using recapitalization strategies that: (1) 
impose first losses on SIFI shareholders; (2) convert 
unsecured and uninsured SIFI creditor claims into 
equity or receivership certificates; and (3) use the 
resources of the SIFI creditors left in receivership 
to absorb residual losses and recapitalize subsidiar-
ies so they can continue to provide critical functions. 
The FDIC’s SPOE strategy is fully consistent with 
the FSB’s prescription for the orderly resolution of a 
distressed SIFI.

In a SPOE resolution, the FDIC will be appointed 
receiver of the top holding company in a BHC cor-
porate group. The FDIC will then charter a bridge 
institution and transfer all holding company assets 
and secured liabilities to the bridge, including the 
company’s equity position in all subsidiaries.30 The 
bridge will function as the new parent BHC, and the 
FDIC will appoint new management to operate the 
bridge and its subsidiaries.

The FDIC will leave the shareholders of the failed 
BHC parent, and most of the failed parent BHC’s 
unsecured liabilities, in the receivership. These 
claims will be converted into receivership certif-
icates, so the bridge will have little debt when it is 
first formed. This transaction releases the value of 
shareholder and unsecured creditor positions in 
the parent BHC so it can be available to support the 
operations of the SIFI’s subsidiaries.

The SPOE approach for using OLA removes the 
parent BHC’s limited-liability protection, and hold-
ing company investors can be required to absorb 
losses that far exceed their equity investments in 
subsidiaries. In other words, when the secretary 
invokes OLA, it triggers a change in parent-company 
investor property rights under the unproven theory 
that expropriating the resources owned by the par-
ent company’s investors and using them to protect 
creditors of the SIFI’s subsidiaries will protect the 
financial system from crisis.

The FDIC will then use the bridge institution to 
issue new debt, using the Dodd–Frank OLF if neces-
sary.31 The proceeds will be used to recapitalize and 
liquefy distressed subsidiaries in order to keep them 
out of bankruptcy or receivership, and to allow them 
to meet investor-redemption demands without the 
need to engage in asset “fire sales.”



62  •  THE CASE AGAINST DODD–FRANK: HOW THE “CONSUMER PROTECTION” LAW ENDANGERS AMERICANS 

 
TITLE II: IS ORDERLY LIQUIDATION AUTHORITY NECESSARY TO FIX “TOO BIG TO FAIL”?

If the parent holding company has insufficient 
resources for the FDIC to expropriate, the FDIC will 
use taxpayer assistance in the form of an OLF loan 
to facilitate the SPOE resolution. To avoid using tax-
payer funds, the FDIC and FRB have issued a pro-
posal for new regulations that will mandate a min-
imum level of total loss absorbing capacity (TLAC) 
at parent holding companies. Because the design of 
TLAC requirements is an important issue for the 
SPOE approach, TLAC regulations are discussed in 
a subsequent section (“SPOE Requires New Mini-
mum Total Loss Absorbing Capacity Regulations”).

CAN SPOE PREVENT SIFI DISTRESS 
FROM SPARKING A FINANCIAL CRISIS?

The theory behind the FDIC’s SPOE-OLA strat-
egy is that the probability of triggering a financial 
crisis is minimized if the parent holding compa-
ny resources can be used to keep the SIFI’s critical 
operating subsidiaries open and operating. To facili-
tate this plan, the FDIC must be able to assume own-
ership of a SIFI parent holding company’s assets, 
and there must be a legal avenue to raise new funds 
using these assets, and to downstream the pro-
ceeds to failing subsidiaries. There are a number of 
important issues that could prevent the FDIC from 
carrying out this plan.

First, consider a situation where a SIFI’s very 
large bank subsidiary is in danger of default. For the 
Secretary of the Treasury to invoke OLA and appoint 
the FDIC receiver of the parent SIFI, the parent also 
must be in danger of default. In 2015, Peter Wallison 
and I analyzed data on the largest banks and their 
parent SIFI BHCs and concluded that, should the 
largest banks in the U.S. suffer losses that wipe out 
their total equity positions, very few parent BHCs 
would suffer a loss that would trigger their insolven-
cy.32 The analysis raises the seemingly unforeseen 
possibility that large and important operating sub-
sidiaries could be in danger of default, and that OLA-
SPOE strategy would not be an available option.

Critics of this analysis argue that the Federal 
Reserve Board would use its source-of-strength power 
to require the parent BHC not only to bear the loss of 
its equity investment in the bank subsidiary, but also 
to fully recapitalize the failing bank.33 If the parent 
could not comply with the FRB source-of-strength 
recapitalization order, the Secretary could consider 
the parent to be in danger of default and invoke OLA. 
The Federal Reserve’s source-of-strength doctrine 
plays a key role in the arguments of those that claim 

that OLA and SPOE will almost certainly be an option 
should a large depository institution fail.

The legislative and judicial history shows that the 
Federal Reserve’s source-of-strength powers have 
limits. The parent holding company need not agree 
to guarantee a prompt corrective-action recapitaliza-
tion plan for its failing bank subsidiary, and even if it 
does, its loss exposure is limited to, at most, an addi-
tional 5 percent of the value of the subsidiary bank’s 
assets. While this could be a large loss, in most cases, 
the analysis in Kupiec and Wallison shows that the 
largest SIFI BHCs have sufficient capital to absorb 
this additional loss without becoming insolvent.

If the OLA cannot be invoked because the par-
ent BHC is not in danger of default, the FDIC will be 
forced to resolve the failing bank subsidiary using 
its FDIA bank resolution powers. In the case of large 
banks, this nearly always entails a whole bank pur-
chase and assumption sale, perhaps with an FDIC 
loss-share agreement. In other words, the FDIC will 
sell the large failing bank intact to a larger health-
ier BHC, fully protecting uninsured depositors and 
often agreeing to absorb a large share of the losses 
on the failing institution’s nonperforming assets. 
The discussion in a subsequent section, “Should 
Investors Think Large BHCs and Nonbank Desig-
nated Intuitions are TBTF?” highlights this type of 
transaction as a major factor that reinforces inves-
tor exceptions of TBTF because it protects all bank 
deposits, including those over the insurance limit.

Should a large, critically important nonbank sub-
sidiary be in danger of default, the probability that 
the Secretary would authorize an OLA-SPOE resolu-
tion may also be remote. There is an inherent conflict 
of interest that may prevent the FRB from allowing 
the failure of an entity under its heighted prudential 
supervision. An important factor limiting the use of 
OLA-SPOE is the real possibility that the FRB will 
allow a SIFI’s bank subsidiary to provide emergency 
liquidity support to a distressed nonbank affiliate to 
keep the nonbank affiliate from failing. The FRB has 
allowed this type of support in the past, and there is 
nothing in the Dodd–Frank Act that prevents it from 
happening again.

In the last financial crisis, critical nonbank finan-
cial firms ultimately failed because of severe liquidity 
stress. Investors refused to roll over short-term loans 
to Bear Stearns and Lehman Brothers. The immedi-
ate cause of default or near default of these firms was 
not a regulatory capital deficiency, but a failure to 
attract sufficient short-term market funding.
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As shown below (“TBTF Expectations and Fed-
eral Reserve Exemptions from Section 23A and 23B 
Rules”), in the last financial crisis, the FRB grant-
ed temporary exemptions from Section 23A and 
23B rules to allow BHC bank subsidiaries to pro-
vide exceptionally large amounts of credit to their 
distressed nonbank affiliates. Neither Lehman nor 
Bear Stearns were given such exemptions.34 The 
FRB’s ability to grant Section 23A and 23B waivers 
has not been eliminated in Dodd–Frank. It is not 
beyond imagination to think that the FRB would 
use a future waiver to allow a Federal Reserve-su-
pervised SIFI to fund its nonbank subsidiaries using 
an exceptional amount of credit from a bank affiliate.

Should the Federal Reserve not intervene and 
allow a critical nonbank SIFI subsidiary to fail, 
unlike in the case of a failing bank subsidiary, bank-
style prompt corrective rules may not apply. Func-
tionally regulated nonbank subsidiaries are not yet 
subject to banks’ prompt corrective-action laws. Nor 
does Dodd–Frank explicitly include FRB source-of-
strength power over nonbank functionally regulat-
ed subsidiaries. However, some have argued that 
Dodd–Frank does implicitly empower the FRB to 
require a SIFI to inject new capital to support a non-
bank subsidiary.

The Dodd–Frank Act empowers the FRB to 
require a parent holding company to be a source of 
strength to the intermediate holding company, but 
there is no requirement that a BHC or an interme-
diate holding company be a source of strength to a 
failing nonbank subsidiary. However, the act does 
grant other regulatory powers that may allow the 
FRB to assert source-of-strength powers relative 
to nonbank subsidiaries, but these powers are not 
yet developed.35 (This issue is discussed at length in 
the following section, “The Federal Reserve Board 
Source-of-Strength Doctrine.”)

Suppose the failure of one or more operating sub-
sidiaries does put the parent holding company in 
danger of default, and the OLA can be invoked. Will 
the SPOE be able to inject capital into these subsid-
iaries to prevent their failure from causing a finan-
cial crisis? The answer depends on the type of SIFI 
operating subsidiaries that have become financial-
ly distressed.

In the case of a distressed subsidiary bank, there 
is an important legal issue that may be problematic. 
The language in Dodd–Frank clearly indicates that 
Congress never intended that OLA be used to recap-
italize a failing bank. OLA is concerned solely with 

the liquidation of failing nonbank financial institu-
tions. The word “recapitalization” does not appear 
anywhere in Dodd–Frank; § 214(a) even explicitly 
says, “All financial companies put into receivership 
under this title shall be liquidated.”36

Moreover, Title II explicitly states that its pro-
visions do not apply to banks. Dodd–Frank § 201(a)
(8)(B) states that the “term ‘covered financial com-
pany’…does not include an insured depository insti-
tution,” and § 201(a)(9)(A) says, “The term ‘covered 
subsidiary’ means a subsidiary of a covered financial 
company, other than…an insured depository institu-
tion.” Based on this explicit language, it is question-
able whether FDIC actions taken to recapitalize a 
failing bank subsidiary using OLA authorities would 
prevail under a judicial challenge.

Other specific language in Title II also indicates 
that OLA was not intended to apply to banks. The 
OLA mandatory claims priority (§ 210(b)(1)), for 
example, does not mention bank deposits or insured 
deposits. Moreover, § 210(n)(8)(i) expressly prohib-
its the FDIC from using the OLF “to assist the Depos-
it Insurance Fund.” A SPOE-based bank recapital-
ization clearly “assists” the Deposit Insurance Fund 
(DIF) if it recapitalizes a failing bank subsidiary 
and consequently would appear to be prohibited 
in a Title II liquidation.37 The explicit prohibition 
against using the OLF to favor the DIF could per-
haps explain the priority that regulators have placed 
on imposing new minimum TLAC rules.

Notwithstanding the uncertain legal basis for 
using OLA to recapitalize failing bank subsidiaries, 
the FDIC’s public proposal to implement OLA using 
the SPOE strategy suggests that the FDIC will likely 
ignore the legal issues raised in this section. Should 
the SPOE be available to recapitalize a failing bank, 
the government will have a new option. On a case-
by-case basis, the government can decide to impose 
bank-subsidiary losses on either a bank’s creditors 
using an FDIA resolution, or on BHC creditors using 
the SPOE strategy. This option introduces an entire-
ly new source of systemic risk.

The “resolution risk” created by the possibility 
of using SPOE to recapitalize a failing bank will cre-
ate new liquidity stresses in the next financial crisis. 
Investors will be reluctant to fund either the parent 
BHC or their subsidiary banks if lenders are uncer-
tain which lending channel could expose them to 
resolution loss. This source of systemic liquidity risk 
did not exist in the prior crisis; it has been newly cre-
ated by the OLA-SPOE approach for SIFI resolution.



64  •  THE CASE AGAINST DODD–FRANK: HOW THE “CONSUMER PROTECTION” LAW ENDANGERS AMERICANS 

 
TITLE II: IS ORDERLY LIQUIDATION AUTHORITY NECESSARY TO FIX “TOO BIG TO FAIL”?

THE FEDERAL RESERVE BOARD 
SOURCE-OF-STRENGTH DOCTRINE

Writing in Banking Perspectives, Gregory Baer, 
former senior counsel at the Federal Reserve Board, 
and Assistant Secretary of the Treasury, charac-
terizes the FDIC’s SPOE strategy as “the final step 
in implementing the source of strength doctrine 
that the Federal Reserve Board has enunciated for 
decades.”38 While the source-of-strength doctrine 
may have motivated the SPOE approach for SIFI 
resolution, there are important unsettled questions 
about the limits of the FRB’s source-of-strength 
powers that are essential to understanding whether 
an OLA-SPOE strategy is likely to be available as a 
SIFI resolution option.

The source-of-strength doctrine is rooted in the 
Federal Reserve Board’s power to approve mergers 
and acquisitions under the 1956 Bank Holding Com-
pany Act.39 In approving (or disapproving) a BHC 
application, § 3(c)(1)-(2) requires the FRB to consid-
er (1) “the financial history and condition of the com-
pany or companies and banks considered; and (2), 
their prospects.” The FRB interpreted this require-
ment as congressional empowerment to deter-
mine, on a case-by-case basis, the minimum capi-
talization condition that is acceptable to approve a 
BHC application.

In 1976, the FRB rejected an application by First 
Lincolnwood Corporation to establish a BHC for 
the purpose of assuming control of the shares of a 
bank. The owners of the bank and the sharehold-
ers of the prospective BHC had borrowed to buy 
the controlling shares in the bank. In the process of 
reorganizing their controlling ownership through a 
BHC, the applicants wanted to replace the personal 
debt they had incurred to purchase the bank shares 
with BHC debt. The FRB rejected this application 
arguing that the holding company would have high 
indebtedness which could inhibit it from assisting 
the BHC’s bank subsidiary should the bank experi-
ence difficulties.

The FRB’s First Lincolnwood decision was 
appealed, and the court ruled against the FRB. The 
court argued that the transaction under consider-
ation did not change the financial condition of the 
bank. This ruling in favor of Lincolnwood was sub-
sequently overturned on appeal by the Supreme 
Court. The Supreme Court’s ruling established that 
the FRB had the undisputed legal power to require 
additional capital as a condition for approving a BHC 
application.40

In 1984, the FRB revised its Regulation Y, adding 
a requirement that “a bank holding company should 
serve as a source of strength for its bank subsidiar-
ies, and conduct its bank and nonbank operations in 
accordance with sound banking policy and practice.” 
The FRB justified this regulation by virtue of its 
power to set holding company capital from § 3(c)(2) 
of the BHCA, and its power granted by the Financial 
Institutions Supervisory Act (FISA) to issue cease 
and desist (C&D) orders to stop unsafe and unsound 
banking practices.

In 1987, the FRB issued a C&D order for unsafe 
practices to Hawkeye Bancorp because Hawkeye 
had failed to contribute capital to a failing bank sub-
sidiary. Since the bank was taken into receivership 
before the FRB acted, the order was subsequently 
withdrawn, but the FRB publically reaffirmed its 
policy requiring BHCs to provide financial assis-
tance to distressed bank subsidiaries.

In 1988, the Federal Reserve Board issued a C&D 
order for unsafe and unsound banking practices 
against MCorp because MCorp failed to inject addi-
tional capital into its failing bank subsidiaries. The 
FRB required MCorp to submit a capital plan in 
which “all of MCorp’s available assets are used to 
recapitalize the Subsidiary Banks that are suffering 
capital deficiencies.”41

Subsequently, a number of MCorp banks were put 
into receivership, and the FRB filed additional C&D 
orders alleging that MCorp had violated Section 
23A of the Federal Reserve Act. MCorp petitioned a 
district court to enjoin the FRB’s C&D actions. The 
district court ruled in favor of MCorp, and the FRB 
appealed the decision.

The Fifth Circuit court was decisive in render-
ing an opinion on appeal. The court’s opinion first 
argued that the FRB’s power to require additional 
capital applies only in the holding company applica-
tion approval process:

The BHCA does not grant the [Federal Reserve] 
Board authority to consider the financial and 
managerial soundness of the subsidiary banks 
after it approves the application, and First 
Lincolnwood finds this regulatory authority 
lacking in the day-to-day operations of a sub-
sidiary bank. For these reasons, we conclude 
that the Board is without authority under the 
BHCA to require MCorp to transfer its funds 
to its troubled subsidiary bank.42
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The second notable aspect of the appellate court 
decision involves the FRB’s claim that safe and 
sound banking practices require a BHC to inject 
additional capital into a failing bank subsidiary. In 
a clear rejection of the FRB’s interpretation of “safe 
and sound banking practice,” the court wrote:

Enforcement of the Board’s source of strength 
regulation requiring MCorp to transfer 
MCorp’s funds to the troubled subsidiary 
banks can hardly be considered a “general-
ly accepted standard…of prudent operation.” 
Such a transfer of funds could require MCorp 
to disregard its own corporation’s separate 
status; it would amount to a wasting of the 
holding company’s assets in violation of its 
duty to shareholders.43

This strongly supports MCorp’s argument that 
Congress never intended to grant authority to the 
Federal Reserve Board to require a holding company 
to inject capital into subsidiary banks as a safeguard 
against “unsafe and unsound” practices.44

The FRB appealed the decision to the Supreme 
Court. The Supreme Court reviewed the case and 
ruled that the district and appeals courts did not have 
jurisdiction to enjoin the FRB’s actions. The Supreme 
Court’s technical dismissal of the lower courts’ deci-
sions nullified the clear legal ruling against the 
FRB’s interpretation of its source-of-strength pow-
ers. Unfortunately, the Supreme Court ruling did not 
speak to the merits of the MCorp complaint. Con-
sequently, the legal limits to the FRB’s source-of-
strength powers remained an unsettled legal issue.

Following the savings and loan crisis of the late 
1980s, the FRB’s strategy for imposing its source-
of-strength doctrine changed as new legal tools 
became available. In 1991, Congress passed FDICIA, 
which included new prompt-corrective-action regu-
latory powers. Prompt-corrective-action legislation 
requires that undercapitalized depository institu-
tions submit an acceptable capital restoration plan 
to their primarily federal regulator. For the plan to 
be acceptable, the law requires that

each company having control of the institution 
has—(I) guaranteed that the institution will com-
ply with the plan until the institution has been 
adequately capitalized on average during each 
of the 4 consecutive calendar quarters; and (II) 
provided appropriate assurances of performance.45

While regulators must require appropriate assur-
ances from the holding company for the capital res-
olution plan to be acceptable, holding companies 
may choose to withhold filing a capital restoration 
plan or, should they file a plan, they may exclude an 
explicit holding company guarantee.

Should a holding company provide an explic-
it enforceable guarantee, FDICIA explicitly limits 
the holding company’s exposure to the lesser of: (1) 
5 percent of the distressed institution’s assets mea-
sured at the time the guarantee is made; or (2) the 
amount needed to bring the institution into compli-
ance with minimum capital standards.46 Moreover, 
the regulator cannot require a company other than 
the company that controls the depository institu-
tion to guarantee the capital restoration plan, nor 
can the regulator require any nonbank subsidiaries 
or affiliates of the holding company to submit to a 
capital restoration plan.47

Prompt corrective legislation places explicit lim-
its on the support that a parent holding company 
must supply to its failing bank subsidiaries. The stat-
ute also explicitly rules out prompt-corrective-ac-
tion capital-restoration-plan powers for nonbank 
holding company subsidiaries and affiliates.

In addition to prompt corrective action, Congress 
made changes to the bankruptcy code that gave pri-
ority to any holding company commitments made 
to a federal regulator for the purpose of maintain-
ing the capital of its insured depository institutions. 
However, the ability to enforce BHC capital-resto-
ration-plan commitments has been mixed in hold-
ing company bankruptcy cases. Courts sometimes 
uphold, and sometimes dismiss, regulatory claims 
against holding company bankruptcy estates based 
on implied holding company “commitments” made 
in capital restoration plans or in memorandum of 
understanding (MOU) agreements for settling FRB 
C&D orders mandating holding company source-of-
strength support.

A recent bankruptcy case testing these authorities 
further demonstrates the limits of the FRB’s power 
to enforce a source of strength capital maintenance 
agreement in a holding company bankruptcy. Unless 
these agreements are clear and explicit, and linked 
directly to a holding company application approval 
or to a prompt-corrective-action capital-restoration 
guarantee, they are unlikely to be binding in bank-
ruptcy. In the Colonial BancGroup bankruptcy, the 
court held that each of the documents that claim to 
establish a claim against the bankruptcy estate:
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requires the Debtor to assist the Bank in com-
plying with the Bank MOU or the Bank C&D, 
whether by “taking steps designed to ensure 
that the Bank complies,” or by utilizing “its 
financial and managerial resources to assist” 
the Bank, or by taking “appropriate steps to 
ensure that the Bank complies.” The docu-
ments do not require the Debtor to comply on 
behalf of the Bank or impose liability on the 
Debtor in the event the Bank fails to reach the 
required capital ratios. In other words, the 
language in the documents does not make the 
Debtor either primarily or secondarily liable 
for the Bank’s obligations.48

The language is broad and general and requires 
only that the debtor “assist” the bank. The language 
does not specify any particular method of assistance 
or prescribe specific steps that the debtor must take. 
The language does not dictate what financial and 
managerial resources the debtor must utilize. Nor 
does it require the debtor to serve as a guarantor of 
the capital ratios or to pledge any assets to secure 
any capital deficiency. Most important, the language 
does not require the debtor to make a capital infu-
sion, in any amount, in the bank.

The court review did not find that the holding 
company had made a commitment within the mean-
ing of 11 U.S. Code § 365(o). There are cases in which 
courts have found evidence of commitment, but the 
commitment language in those cases differs from the 
language in the Colonial BancGroup documents. In 
addition, the circumstances under which those com-
mitments were made differ as well. In three cases, 
commitments were made as a condition of approval of 
an acquisition. A fourth case that finds commitment 
involves the prompt-corrective-action statute.

Legislation and case law suggest that, prior to the 
implementation of Dodd–Frank, there were limits 
on the FRB’s ability to require holding companies 
to inject capital into failing bank subsidiaries. The 
courts have established that the FRB has the legal 
power to set BHC-specific capital requirements in 
the BHCA application-approval process. If, in the 
context of an MOU addressing the prompt-correc-
tive-action capital-restoration plan for a bank sub-
sidiary, a holding company clearly and unambigu-
ously agrees to guarantee a capital injection, then 
the holding company owners can be on the hook for 
injecting capital, even if the holding company subse-
quently declares bankruptcy.

But even when there is an enforceable 
prompt-corrective-action capital-restoration-plan 
guarantee, the law places clear limits on the parent 
holding company’s exposure. Moreover, there is no 
requirement that the holding company sign a guar-
antee agreement. It can submit a capital-restoration 
plan with an ambiguous unenforceable statement of 
support if the regulator finds it acceptable. There is 
no law or legal case that supports the claim that the 
FRB has the power to require a BHC to inject unlim-
ited amounts of capital into a failing bank subsidiary. 
The limited nature of the source-of-strength doc-
trine is potentially an important issue that might 
make OLA unavailable in many cases.49

Prior to the passage of Dodd–Frank, the FRB’s 
source-of-strength powers were not explicitly grant-
ed in law, but engineered by the FRB’s legal interpre-
tation of its approval powers under the BHCA and 
its power to issue C&D orders under FISA. In 2010, 
Congress explicitly recognized the FRB’s source-of-
strength power in Dodd–Frank Title VI § 616, where 

“source of financial strength” is defined as “the abil-
ity of a company that directly or indirectly owns or 
controls an insured depository institution to pro-
vide financial assistance to such insured depository 
institution in the event of the financial distress of 
the insured depository institution.”

Section 616 does not provide any clarity on the 
limits of the FRB’s source-of-strength power. The 
words “ability to provide financial assistance” do 
not imply the obligation to recapitalize a subsidiary 
depository regardless of the cost to the parent. Con-
gress could have given the FRB authority to require 
a BHC to recapitalize a failing bank subsidiary, but it 
did not; § 616 simply endorses the source-of-strength 
doctrine without clarifying the limits of this power.

The language in § 616, moreover, explicitly 
restricts the use of the source-of-strength doctrine 
to the support of subsidiary depository institutions. 
Section 616(d) states:

The appropriate Federal banking agency for 
a bank holding company or savings and loan 
holding company shall require the bank hold-
ing company or savings and loan holding com-
pany to serve as a source of financial strength 
for any subsidiary of the bank holding compa-
ny or savings and loan holding company that is 
a depository institution.
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Contrary to what some scholars may have written, 
the Dodd–Frank language does not explicitly recog-
nize source-of-strength powers for non-depository 
subsidiaries or affiliates of BHCs or thrift or savings 
and loan holding companies.50 Dodd–Frank does not 
extend the FRB’s source-of-strength powers to non-
bank subsidiaries or affiliates except in the specific 
case of an intermediate financial holding company.

Section 167 gives the FRB the authority to require 
nonbank SIFIs designated by the FSOC to place their 
financial activities in an intermediate holding com-
pany that will be supervised by the FRB. This inter-
mediate holding company is subject to all FRB rules 
and regulations that apply to BHCs under the BHCA 
and its amendments. Section 167(b)(3) requires the 
parent nonbank SIFI to act as a “source of strength” 
to its intermediate holding company. Similarly, § 
626(b)(1) gives the FRB the power to require a uni-
tary thrift or savings and loan holding company to 
place its financial activities under an intermediate 
financial holding company, and § 626(b)(3) requires 
that a parent holding company act as a source of 
strength to its intermediate holding company.

Notwithstanding FRB powers granted by § 167 
and § 626, there is no explicit requirement in Dodd–
Frank that a BHC or an intermediate holding compa-
ny act as a source of financial strength to a subsidiary 
unless the subsidiary is a depository institution.51 
However, § 166 allows the FRB to issue prompt cor-
rective rules that apply to nonbank affiliates of BHCs 
and nonbank designated SIFIs, and such rules could 
include capital restoration plans and language with 
source-of-strength provisions.

Section 166 requires the FRB, in consultation with 
other regulatory agencies, to prescribe prompt-cor-
rective-rules action to provide, “early remediation 
of financial distress of a nonbank financial compa-
ny supervised by the Board of Governors or a bank 
holding company described in section 165(a).”52 Such 
rules could include source-of-strength provisions as 
well as other intrusive remedial powers. However, to 
the best of my knowledge, the FRB has not promul-
gated any prompt-corrective-action rules for the 
nonbank SIFIs or large BHCs that are subject to its 
heightened supervision regime.

Thus, at present, there is no explicit Dodd–Frank 
language or FRB regulation that grants or asserts 
FRB power to require a BHC or intermediate finan-
cial holding company to be a source of strength to 
a non-depository subsidiary institution. However, 
history suggests that, should it find the need for such 

a power in the future, the FRB would likely use its 
§ 166 powers and issue prompt-corrective-action 
regulations that include source-of-strength powers 
over nonbank affiliates. But even then, as in the case 
of BHC bank subsidiaries, case law suggests that 
there will be limits on the FRB’s ability to require 
a parent to make capital injections into a failing 
nonbank subsidiary. If source-of-strength power 
is ever invoked for a nonbank subsidiary, the issue 
will almost certainly be litigated, and the courts will 
again be asked to interpret the limits that apply to 
the FRB’s source-of-strength power.

To date, the FRB has only limited ability to 
require a parent BHC to recapitalize its failing bank 
subsidiaries, and no explicit power to require recap-
italization of nonbank subsidiaries. Granting the 
FRB discretionary powers to pierce parent compa-
ny limited liability and corporate separateness by 
requiring parent companies to recapitalize any sub-
sidiary regardless of loss would be a major change in 
U.S. corporate law. The courts have not yet accepted 
such an interpretation, and there is no language in 
Dodd–Frank that overturns the source-of-strength 
limits that have been set by the courts.

SPOE REQUIRES NEW MINIMUM  
TLAC REGULATIONS

For the OLA-SPOE strategy to work without OLF 
borrowing, the parent holding company must have suf-
ficient resources available for the FDIC to expropriate 
and use to recapitalize critical operating subsidiaries 
in the resolution. To ensure that the parent has suffi-
cient resources, the FDIC and FRB have proposed new 
regulations to require BHC SIFIs to meet minimum 
total loss absorbing capacity (TLAC) requirements.

While the U.S. regulators had not released a 
notice of proposed rulemaking for U.S. TLAC regu-
lations at the time this was written, an FSB consul-
tative document provided a rough outline for subse-
quent U.S. TLAC rules.53 TLAC represents resources 
that are available at the parent holding company 
that can be used to provide capital and funding for 
subsidiaries should the parent holding company face 
severe financial distress.54

The FSB proposal would require global system-
ically important banks (G-SIBs) to meet and main-
tain new minimum TLAC standards. Under this 
proposal, G-SIBs may be required to issue substan-
tial amounts of unsecured debt that can be convert-
ed into equity to avoid bankruptcy in a bail-in strat-
egy,55 or converted into receivership certificates in a 
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regulator-administered resolution process. In certain 
specific instances, the TLAC proposal calls for parent 
companies to issue TLAC debt and re-lend the pro-
ceeds to critical subsidiaries so that this debt can be 
converted to equity, or be forgiven by the parent com-
pany should the subsidiary need to be recapitalized.56

In the FSB proposal, G-SIB TLAC is comprised of 
equity and external debt issued by the parent hold-
ing company provided the debt is unsecured, subor-
dinated to most other claims, and has a remaining 
maturity of at least one year. The FSB recommends 
a TLAC requirement in the range of 16 percent to 
20 percent of risk-weighted assets, with an absolute 
TLAC floor of twice the Basel III leverage ratio.57 
The final calibration of minimum TLAC require-
ments is left to the discretion of national superviso-
ry authorities.

According to the FSB, the objective of the TLAC 
requirement is:

[T]o ensure that the G-SIBs have the loss 
absorbing and recapitalization capacity nec-
essary to help ensure that, in and immediately 
following a resolution, critical functions can 
be continued without taxpayers’ funds (public 
funds) or financial stability being put at risk.58

Moreover, the FSB believes that:

TLAC, in conjunction with other measures 
should act to remove the implicit public subsi-
dy from which G-SIBs currently benefit when 
they issue debt and incentivize creditors to 
better monitor G-SIBs’ risk taking.59

There are many ways a G-SIB might alter its cap-
ital structure and investments to satisfy the FSB’s 
TLAC proposal. For example, the parent company of 
a TLAC resolution group might issue TLAC-compli-
ant debt and invest the proceeds in low-risk assets. 
Alternatively, the parent might issue TLAC-compli-
ant debt and lend the proceeds to a subsidiary bank, 
which in turn will determine how to use the proceeds.

In a related paper, I analyze the impact of alterna-
tive strategies that a BHC might employ in order to 
comply with the FSB-proposed TLAC rules.60 Using 
an equilibrium-asset pricing model to analyze the 
economic consequences of alternative strategies, I 
show that the efficacy of a minimum TLAC regula-
tion depends not only on the amount of TLAC debt 
securities the parent holding company is required to 

issue, but also on how the proceeds from the issuance 
of new TLAC debt are employed within the BHC.

If the proceeds from new TLAC debt issuance are 
retained at the parent holding company and invest-
ed in activities independent of the holding compa-
ny’s subsidiary activities (for example, if the parent 
invests in Treasury bills), the increase in TLAC need 
not reduce the BHC’s TBTF implicit interest rate 
subsidy. For example, the assets that the parent com-
pany buys using the proceeds of the required TLAC 
debt issue may strengthen the financial condition of 
the parent holding company and make it more diffi-
cult to invoke OLA should a subsidiary bank become 
financially distressed.61

In order for a TLAC rule to meet the goals of Dodd–
Frank (ending TBTF) and the FDIC’s SPOE strategy 
(keeping critical operating subsidiaries open and 
operating), the rule must require TLAC debt at each 
critical subsidiary that authorities intend to keep 
open and operating; it cannot just require TLAC 
debt at the parent holding company. Moreover, the 
TLAC regulations must also include restrictions on 
how subsidiaries use the proceeds from their new 
TLAC debt. In order to reduce the TBTF subsidy 
and increase the probability that critical subsid-
iaries remain open and operating should the par-
ent become financially distressed, the subsidiary’s 
TLAC debt proceeds must be invested in very-low-
risk assets or be used to replace insured deposits in 
the subsidiary bank. If the TLAC proceeds are used 
to replace existing external uninsured bank lia-
bilities, the TLAC regulation will not diminish the 
bank’s implicit funding subsidy.

The results show that an effective TLAC rule 
must require: (1) a sufficient volume of parent TLAC; 
(2) that the proceeds from the parent TLAC issues 
be used to fund an equivalent total amount of TLAC 
debt issued by critical operating subsidiaries, includ-
ing all depository subsidiaries (back-to-back TLAC); 
and (3) that the proceeds from subsidiary TLAC debt 
either (a) replace insured deposit finding, or (b) be 
invested in risk-free assets. These requirements are 
needed to accomplish the stated twin goals of remov-
ing the TBTF subsidy and keeping subsidiaries open 
and operating. A TLAC rule that satisfies these con-
ditions is economically equivalent to increasing the 
regulatory capital requirement (the required mini-
mum equity-asset ratio) at the BHC’s critical oper-
ating subsidiaries and all depository subsidiaries.62

The alternative solution of raising minimum 
equity capital requirements at subsidiary banks 
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and functionally regulated subsidiaries is far sim-
pler and refreshingly transparent compared to the 
DFA-OLA-SPOE-TLAC solution. To accomplish 
the same job, Dodd–Frank requires: (1) enhanced 
consolidated capital requirements for large BHCs 
and designated SIFIs; (2) intrusive, imprecise, 
and expensive annual FRB stress tests; (3) new 
expansive FRB examination powers that dupli-
cate examinations already conducted by functional 
regulators; (4) a new TLAC requirement for desig-
nated parent SIFIs that also must include subsid-
iary TLAC requirements and asset-investment 
restrictions; (5) a new administrative resolution 
scheme that the government can elect to use (but is 
not required to use); and (6) new powers that allow 
the government to select, on a case-by-case basis, 
which investors suffer a loss when a large financial 
institution fails.

The solution of heightened regulatory capital for 
subsidiary banks and critical functionally regulat-
ed affiliates will, of course, be unappealing to bank-
ers, because it will reduce the implicit safety net 
subsidies they enjoy. The simplicity of this alterna-
tive capital approach is also likely to be unappealing 
to regulators, given their revealed preference for 
regulatory complexity and supervisory discretion.

To meet these new heightened subsidiary-capi-
tal requirements, parent holding companies should 
be allowed to borrow the funds just as they would 
if they were forced to issue TLAC-qualifying debt. 
But in the alternative approach of imposing higher 
regulatory capital requirements on the SIFI operat-
ing subsidiaries and not the parent, the capital (and 
loss-bearing) capacity of the critical banks and other 
subsidiaries are transparent in all states of the econ-
omy without any complications associated with debt 
conversion in a bail-in, or SPOE-TLAC in the OLA 
approach. Moreover, allowing BHCs to borrow the 
necessary funds to meet these new higher minimum 
regulatory requirements for subsidiaries preserves 
the BHCs’ debt-finance tax benefit since tax liability 
is calculated on a BHC’s consolidated income.

ORIGINS OF “TOO BIG TO FAIL”
The prior sections have discussed how a simple 

set of alternative capital regulations can replace 
the complex, messy, and expensive OLA mechanism 
imposed by Dodd–Frank. These changes alone are 
unlikely to eliminate TBTF subsidies. The TBTF 
problem is the consequence of a wider set of issues 
than those associated with Dodd–Frank’s Title II.

The TBTF problem arises when investors believe 
that the government will take special measures to 
forestall the failure of some financial institutions, 
but not others, even though these institutions pro-
vide nearly identical financial services. The TBTF 
problem is also created when there is the possibili-
ty that, should financial institutions fail, the cred-
itors and counterparties of some large financial 
institutions will be protected by special government 
measures that shield them from losses while the 
creditors and counterparties of smaller financial 
institutions offering similar financial services will 
not be protected by the government. When investors 
believe that the government will provide creditors 
of large institutions protections without imposing 
an explicit fair-market charge for the protection, the 
government creates a TBTF problem.

When investors treat the liabilities of SIFI insti-
tutions as if they have an implicit government guar-
antee, they behave as if the government—not the 
investor—will absorb the risk if a SIFI experiences 
a large loss. Consequently, investors do not charge 
the SIFI the full interest rate that is justified by the 
SIFI’s risk profile. The SIFI enjoys an interest-rate 
subsidy because, correctly or incorrectly, investors 
believe that the government will protect them from 
loss should the SIFI experience losses that threaten 
its solvency.

The TBTF implicit subsidy creates a situation 
where SIFI shareholders’ gain at taxpayer expense. 
When investors believe that the government will 
take measures to keep a SIFI open and operating 
even when it faces extreme losses, the belief indi-
rectly encourages the SIFI’s management to take 
on additional risk. Since the SIFI does not pay a fair 
price for this government protection, shareholders 
get to keep outsized positive returns while the gov-
ernment shifts outsized losses to the taxpayer and, 
all the while, the SIFI makes risky investments and 
funds them with artificially low borrowing costs.

The implicit government guarantee creates a 
misallocation of resources—SIFIs are implicitly 
subsidized to make risky investments that would 
not be selected except for the implicit government 
guarantee. Implicit government guarantees, even 
incomplete ones that protect only a limited class of 
investors, distort investments into activities that 
may not be appealing to investors without the poten-
tial for taxpayer bailouts.

Why do investors continue to believe that the 
government will bail out distressed SIFIs using 
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taxpayer money, even though some government 
officials emphatically deny that bailouts are still 
possible after the passage of Dodd–Frank? Inves-
tors, especially uninsured institutional investors 
who gain the most from implicit government subsi-
dies, understand that history and existing law sug-
gest that large financial institutions are likely to 
receive special government treatment should they 
face financial distress. And they expect that the spe-
cial government treatment will shield them from the 
SIFI’s losses.

All else being equal, it is always better to lend 
money to the institutions that are likely to receive 
special treatment from the government—especially 
when there is no fair-market charge for the special 
treatment. The remainder of this section discusses 
some of the most important issues that lead inves-
tors to rationally conclude that SIFIs will receive 
special government support should they become 
financially distressed.

It is important to understand that the TBTF prob-
lem does not exist because SIFIs are too big to fail in 
bankruptcy. They are not. This folklore was politi-
cally useful to shift responsibility from the regula-
tors and policies that failed in the last crisis, and to 
pass new legislation that increased discretionary 
government powers. Maybe in the past financial 
crisis it was too costly to allow many SIFIs to enter 
bankruptcy at the same time in part because their 
operating subsidiaries would have failed as well. 
However, with appropriate capital requirements 
for critical operating subsidiaries, operational and 
contracting safeguards, and prompt-corrective-ac-
tion thresholds, some parent SIFIs, perhaps many of 
them, could have been allowed to fail in bankruptcy 
without magnifying financial instability.

The facts of the Lehman Brothers bankruptcy 
(reviewed in the following section, “Did a SIFI Bank-
ruptcy Cause the Last Financial Crisis?”) show that 
a single large important financial institution can 
fail and be liquidated in judicial bankruptcy—even 
in the midst of an ongoing financial crisis—without 
causing a cascade of other financial firm failures. 
Even more amazing, the damage from the Lehman 
Brothers bankruptcy was minimal, even though the 
bankruptcy filing was completely disorganized and 
enjoyed no benefit from pre-planning.

Even without the regulatory capital reforms rec-
ommended in this chapter, many legal experts believe 
that bankruptcy, and not OLA, is the best way to facil-
itate a SIFI failure.63 For example, H.R. 5421, “The 

Financial Institution Bankruptcy Act of 2014,” com-
monly known as Chapter 14, amends the bankruptcy 
code so that it can more efficiently handle the failure 
and reorganization of a SIFI in a Chapter 11 bank-
ruptcy.64 Impartial courts, not government agencies, 
are best equipped to provide equal protections for 
investor property rights, and ensure that these pro-
tections are maintained over time.65

Notwithstanding dubious claims about the 
impossibility of a SIFI bankruptcy, there are many 
features in the regulatory landscape that promote 
TBTF expectations. Unfortunately, many of these 
regulatory features were magnified—not removed—
by the sweeping regulatory changes enacted in 
Dodd–Frank.

One regulatory feature that promotes TBTF 
expectations is the conflict created by assigning the 
Federal Reserve multiple roles as the supreme con-
solidated SIFI regulator-supervisor, the lender of 
last resort, and the agency primarily responsible for 
maintaining financial stability. The Federal Reserve 
is the only government agency that can take inde-
pendent actions to help forestall SIFI failures by pro-
viding emergency liquidity assistance, yet the FRB 
is also the institution appointed by Dodd–Frank to 
ensure that the largest financial firms—large BHCs 
and FSOC-designated nonbank SIFIs—will not fail.

Through its powers to regulate BHCs, the FRB 
has long wielded consolidated supervision powers 
over BHCs. With the passage of Dodd–Frank, Con-
gress singled out a new special group of financial 
institutions—BHCs with consolidated assets greater 
than $50 billion and any financial companies desig-
nated by the FSOC—and gave the FRB new expand-
ed powers and a responsibility to safeguard the sol-
vency of this special group of institutions.

Dodd–Frank codifies a regulatory system in 
which the FRB has strong incentives to take extraor-
dinary measures to save institutions that are sub-
jected to the FRB’s heightened supervision and 
regulation should any of them become financially 
distressed. The reality of the post-Dodd–Frank reg-
ulatory structure is well described by David Skeel:

Dodd–Frank singles out a group of financial 
institutions for special treatment. The banks 
that meet the $50 billion threshold, and the 
non-bank institutions designated by the new 
Financial Stability Oversight Council as sys-
temically important, will be put in their own 
separate category. Unlike in the New Deal, 
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there is no serious effort to break the largest 
of these banks up or to meaningfully scale 
them down. Because they are special, and 
because no one really believes the largest will 
be allowed to fail, they will have a competitive 
advantage over other institutions. They will 
be able to borrow money more cheaply, for 
instance, than banks that are not in the club. 
Dodd–Frank also gives regulators a variety of 
mechanisms they can use to channel political 
policy through the dominant institutions. The 
partnership works in both directions: special 
treatment for Wall Street Giants, new political 
policy levers for government.66

There are important regulatory features outside 
Dodd–Frank that promote the development of TBTF 
institutions. Foremost among these are the laws that 
govern the deposit insurance bank resolution process.

In the past, when a large bank fails, the FDIC has 
prevented a market disruption by selling the large 
failing bank to a single healthier (and typically larg-
er) BHC. In most cases, large BHCs are the only insti-
tutions that are qualified to bid to acquire a failed 
bank from an FDIC receivership. To qualify as a bid-
der, an institution must be eligible to own a bank and 
have the capital, management systems, and manage-
rial capacity to successfully manage the acquired 
institution. Moreover, academic evidence suggests 
that banks and BHCs are willing to bid a premium 
when an acquisition reinforces their TBTF status.67

When no buyer could be found, the FDIC has used 
open bank assistance to keep large distressed banks 
open and operating.68 When a buyer can be identi-
fied, a bank purchase and assumption transaction, 
often with an FDIC loss-sharing agreement, has 
almost always been the least-cost resolution for the 
bank insurance fund.

The FDICIA requires the FDIC to resolve a fail-
ing bank using the least-costly method that is avail-
able at the time of failure. Should a buyer be identi-
fied, whole-bank purchase and assumptions are not 
only the least-costly method, they have the addition-
al benefit of avoiding the disruption in banking ser-
vices that would be associated with a depositor pay-
out and liquidation of a large failing bank’s assets.

The FDIC has never had the capacity to make 
timely deposit insurance coverage assessments 
when a large bank fails. In other words, the FDIC 
cannot close a large bank on Friday night and pro-
vide insured depositor funds the following Monday 

morning, because the FDIC cannot determine which 
deposits are covered by deposit insurance and which 
are not.69 If the FDIC manages the failed bank using 
a bridge bank receivership, it will have to open the 
bank on Monday morning. If by that time, the FDIC 
cannot separate insured from uninsured deposit 
accounts, the customer uncertainly will generate 
a depositor run as it did in the case of the IndyMac 
failure.70 To avoid this problem, when a large bank 
fails, the FDIC favors solutions that transfer all of 
the failing bank’s deposit accounts to an acquiring 
bank in a purchase-and-assumption transaction. 
This approach justifies TBTF investor expectations 
because the transaction protects all depositors 
from loss, including large deposits that should have 
absorbed bank losses.71

The policy of selling large failing banks to larger 
more stable institutions is also the key mechanism 
that created several giant U.S. banks that many 
investors now consider TBTF. To end this problem, 
the FDIA bank resolution process should be amend-
ed by law to require the FDIC to break up banks 
over a certain asset-size threshold should they fail. 
Such a change will require that the FDIC’s mandate 
for “least cost resolution” be modified to require 
the least-costly resolution within the context of the 
mandatory break-up of large failing banks. This 
change in policy would have prohibited, for exam-
ple, the acquisition of the failed Washington Mutu-
al Bank and Washington Mutual FSB by JPMorgan 
Chase in the last financial crisis.72

The FDIA bank resolution process should be 
amended to explicitly prevent the bank resolution 
process from creating TBTF institutions. It might 
also be sensible to concurrently amend Dodd–
Frank’s Title I “living will” requirement (§ 165(d)(1)) 
so that it is refocused on ensuring that processes and 
procedures are in place to enable the FDIC to break 
up a large failing depository institution in an FDIA 
resolution at minimal cost.

DID A SIFI BANKRUPTCY CAUSE THE 
LAST FINANCIAL CRISIS?

There is no direct evidence that a SIFI bankruptcy 
will cause a wider financial crisis. The recent finan-
cial market experience has often been cited as prima 
facie evidence that supports the TBTF hypothesis.73 
On September 15, 2008, Lehman Brothers filed for 
bankruptcy, and its filing was followed by additional 
financial institution failures, mergers, and numer-
ous government bailout programs.
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Except in one special and relatively minor case, 
the Lehman failure did not generate losses that 
directly caused other large financial institutions to 
fail. A coincidence in the timing of events does not 
establish causality, and indeed, causality in the case 
of Lehman’s failure is probably reversed. It is like-
ly that the Lehman Brothers bankruptcy was not 
the cause of the financial crisis; rather, the Lehman 
Brothers bankruptcy and other SIFI failures and 
near-failures were jointly caused by a deepening 
financial crisis that began more than a year earlier.74 
The latter interpretation is consistent with testimo-
ny of Chairman James Dimon of JPMorgan Chase:

I didn’t think it [the Lehman bankruptcy] was 
so bad. I hate to say that.… But I [thought] it was 
almost the same if on Monday morning the gov-
ernment had saved Lehman.… You still would 
have terrible things happen.… AIG was going 
to have their problems that had nothing to do 
with Lehman. You were still going to have the 
runs on the other banks and you were going to 
have absolute fear and panic in the global mar-
kets. Whether Lehman itself got saved or not…
the crisis would have unfolded along a different 
path, but it probably would have unfolded.”75

OLA is based on the presumption that a disorga-
nized SIFI bankruptcy causes large losses that dis-
rupt financial markets and endanger the solvency of 
other connected financial institutions. There is no 
question the Lehman bankruptcy was disorganized. 
Lehman management did not seriously consider 
bankruptcy or initiate any bankruptcy planning in 
large part because Lehman management believed 
the firm would be rescued by the government.76 It 
did not hire bankruptcy council until September 
10, 2008, or begin to prepare a bankruptcy petition 
until September 11.77

Lehman’s failure to adequately plan for bankrupt-
cy has been estimated to have cost its bankruptcy 
estate as much as $75 billion.78 But Lehman’s fail-
ure to plan for an orderly bankruptcy filing has not 
been identified as a causal factor in the failure of any 
Lehman counterparty.79 To the contrary, Lehman’s 
managerial failure to plan for the most advantageous 
bankruptcy possible for its shareholders and credi-
tors is estimated to have saved Lehman’s counterpar-
ties an estimated $75 billion in immediate losses.80

The only sizable institution to directly fail as a 
consequence of its exposure to Lehman Brothers 

was an investment fund—an institution-only money 
market fund—the Reserve Primary Fund. This high-
risk money market fund had a significant concen-
tration in Lehman Brothers commercial paper.81 
Lehman’s default triggered a run by the Reserve 
Primary’s institutional investors. The run caused 
the fund to “break the buck,” which forced the fund 
to liquidate under SEC regulations. While this fail-
ure is often discussed as if it was a singular trau-
matic event for the mutual fund industry, to keep 
this event in proper perspective, it is important to 
remember the Reserve Primary Funds remaining 
shareholders quickly recovered more than 98 per-
cent of their investment.82

The Lehman failure did trigger a number of legal 
complications associated with the closeout of deriv-
ative positions. Most of these complications can be 
traced to the lack of legal experience and undevel-
oped case law on issues related to the exercise of 
International Swaps and Derivatives Association 
(ISDA) master agreement closeout clauses. These 
issues would have arisen the first time any signifi-
cant derivatives dealer failed. It just so happens that 
the first significant derivatives dealer-failure was 
Lehman Brothers.83

Under ISDA master agreements that govern deriva-
tive transactions between counterparties, the default 
of a counterparty triggers a closeout netting process 
that unwinds the failing counterparty’s derivative 
positions. In theory, bankruptcy should trigger a pro-
cess where all contracts to the failing counterparty 
under an ISDA master agreement are valued and net-
ted. If the counterparty is owed money after netting, 
the claim is registered against the bankruptcy estate; 
if a counterparty owes money to the bankrupt estate, 
the liability must be promptly paid.

In reality, closeout netting is not so orderly. The 
Lehman estate had many ISDA master agreements. 
Derivative positions had to be netted under the cor-
rect master agreement, which, in many cases, may 
not have been immediately obvious.

A second issue was that, because there are multiple 
closeout options, it was a strategic decision to choose 
the contract termination process that was most ben-
eficial for a counterparty. ISDA master agreements 
have two protocols: (1) automatic early termination—
includes no optionality; all contracts with this clause 
terminate when one of the counterparties experi-
ences an event of default; and (2) the non-defaulting 
counterparty has the option of early termination. If 
the derivative contract has a positive mark-to-market 



THE HERITAGE FOUNDATION  •  73

 
PAUL H. KUPIEC

value to the bankrupt estate, the non-defaulting 
counterparty may choose not to terminate the con-
tract to avoid making a closeout payment.

There are other closeout choices that can be used 
by counterparties to impact the closeout payoff 
or liability to the bankruptcy estate. ISDA master 
agreements provide a number of alternative-valu-
ation methods, including specific dealer quotes, a 
mid-market method, and a loss method that utiliz-
es model-based valuation. In the Lehman closeout 
netting process, because of the ongoing financial cri-
sis, derivative-market liquidity evaporated. The lack 
of transparent verifiable transactions prices made 
the choice of a closeout valuation method especial-
ly important.

In the absence of liquidity, derivative bid prices 
fell far more than asked prices, lowering mid-mar-
ket valuations. Because of excessive dealer risk aver-
sion, specific dealer bid quotes for an “in-the-money” 
derivative might also be abnormally low, a situation 
characterized as “fire sale conditions.” The final 
acceptable valuation approach is model-based val-
uation. In practice, model-based valuation is very 
flexible and can produce a wide range of “reasonable” 
closeout valuation estimates.

The multiplicity of derivative closeout valua-
tion options added to the complexity of the Lehman 
closeout process. The Lehman bankruptcy trust-
ee has argued that many Lehman counterparties 

“gamed” their valuation estimates to overstate the 
amount that Lehman owed them, or to reduce the 
amount the counterparties owed to the Lehman 
bankruptcy estate. For example, in one case, a coun-
terparty that owed Lehman in the closeout used the 
dealer-quote method to value its positions, where-
as Lehman argued that the positions should have 
been valued using the mid-market method, which 
produced a significantly larger payment to the bank-
ruptcy estate.84

The closeout of Lehman derivatives positions 
with structured finance vehicles—collateralized 
debt obligations (CDOs) and other securitizations—
also created legal issues. Many structured finance 
products are backed by collateral pools, but they also 
include derivatives positions to hedge or enhance 
specific risk characteristics. The normal cash-flow 
waterfalls associated with structured finance vehi-
cles account for normal expected derivatives con-
tract payment liabilities in the highest-claim-pri-
ority tranche—payments that must be made before 
allocating cash flows to investors. However, when 

cash flows are generated by the default of a deriv-
ative counterparty, the payment priority in many 
structured products was designed to change.

Many CDOs and securitizations included “flip 
clauses” that lowered the priority of cash payments 
to derivative counterparties if the payments were 
generated by the default of a derivative counterpar-
ty. Without flip clauses, should a derivative be “out 
of the money” when the derivative counterparty 
defaults, the structured vehicle could be required to 
make large unscheduled payments to the bankrupt 
counterparty’s estate. Without a flip clause, this 
unscheduled payment erodes the claims priority of 
the structured product’s senior investors.

Flip clauses became an important legal issue in the 
Lehman bankruptcy. Courts in the U.K. had recog-
nized the validity of structured financial product flip 
clauses, but when the issue was litigated in the U.S., 
the court ruled that these clauses are not enforce-
able.85 Subsequent to this ruling, the Lehman estate 
initiated a class-action lawsuit in the United States to 
recover as much as $3 billion from structured-invest-
ment-vehicle counterparties that had exercised flip 
clauses to calculate close-out valuations.86

There is little question that the Lehman Broth-
ers bankruptcy was poorly planned and disorder-
ly. However, poor planning on the part of Lehman 
Brothers management resulted in billions of dollars 
of losses to the Lehman estate, thereby saving Leh-
man’s counterparties an equal amount of losses. A 
more efficient bankruptcy filing would have imposed 
much larger and more immediate losses on Leh-
man’s financial counterparties, potentially weaken-
ing their post-bankruptcy financial condition.87 It is 
difficult to see how a more efficient Lehman bank-
ruptcy would have improved financial stability.

The Lehman Brothers derivatives closeout pro-
cess generated substantial litigation, but the litiga-
tion would have been created by the failure of any 
sizable derivatives dealer, given the untested nature 
of the ISDA close-out process. For the most part, the 
litigation has been focused on the Lehman estate 
collecting additional funds from derivative coun-
terparties. So again, for many counterparties, the 
extended derivatives litigation lessened the imme-
diate loss and financial shock generated by the Leh-
man bankruptcy. On balance, there is little if any 
evidence that suggests that a more orderly Lehman 
Brothers bankruptcy would have lessened the sever-
ity of the prior financial crisis.
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TBTF EXPECTATIONS AND FED 
EXEMPTIONS FROM SECTION 23A  
AND 23B RULES

The FRB source-of-strength doctrine is, in part, 
a tacit admission by the FRB that parent holding 
company shareholders accrue government safety 
net benefits from controlling the shares of a subsid-
iary-insured depository institution. In return for 
these benefits, the FRB expects BHC shareholders 
to inject new capital should a subsidiary depository 
institution become undercapitalized.

The source-of-strength contingent call on parent 
holding company capital is, in effect, the price that 
the parent BHC’s shareholders are expected to pay 
for access to subsidized funding through their sub-
sidiary bank(s). Sections 23A and 23B, incorporat-
ed into the Federal Reserve Act by Congress in 1933, 
are rules intended to limit the ability of a parent 
BHC and its nonbank affiliates to extract safety net 
benefits from the BHC’s subsidiary-insured deposi-
tory institutions.

Section 23A restricts a depository institution’s 
exposure in “covered transactions” with its BHC 

“affiliates.” “Covered transactions” and “affiliates” are 
carefully defined in the amended Federal Reserve Act 
or by subsequent Federal Reserve regulations. Never-
theless, the definitions of affiliates and covered trans-
actions include many specific exemptions.

Section 23A limits covered transactions with a 
single affiliate to 10 percent of the depository insti-
tution’s capital stock and surplus. Total exposure 
to all affiliates is limited to 20 percent.88 Section 
23A prohibits the purchase of “low quality assets” 
from affiliates.89 It requires that extensions of cred-
it to affiliates be adequately collateralized at initia-
tion, but it exempts loans and guarantees that are 
collateralized by U.S. government obligations from 
the definition of covered transactions. Section 23A 
includes a catch-all requirement that that all affili-
ate transactions be consistent with safe and sound 
banking practices.90

Section 23B requires that any transactions with 
affiliates involving covered transactions be conduct-
ed on terms that are at least as favorable to the depos-
itory institution as the terms that would be available 
to the institution in an identical transaction with an 
unaffiliated counterparty.

Following the passage of the Gramm–Leach–Bli-
ley Act, the Federal Reserve Board issued Regula-
tion W to provide rules and procedures that clari-
fy the FRB’s enforcement of Section 23A and 23B 

restrictions.91 Prior to issuing Regulation W, the 
FRB had no formal public guidance on its interpre-
tation and enforcement of Section 23A restrictions.

Regulation W defines “capital stock and surplus,” 
which, up to that point, had not had a clear legal defi-
nition. In addition, Regulation W clarifies which 
institutions are included as affiliates. When it issued 
regulation W, the FRB did not include Special Pur-
pose Entities (SPEs) in the definition of affiliates:

Due to complexities of this issue and the 
pending proposal by the Financial Account-
ing Standards Board (“FASB”) on the consol-
idation of SPEs, the [Federal Reserve] Board 
is deferring at this time any rulemaking with 
respect to the relationships between member 
banks and SPEs.92

This omission, which remained in place through-
out the crisis,93 allowed banks to create large uncon-
trolled exposures by extending liquidity and credit 
guarantees to affiliate SPEs that issued subprime 
mortgage-backed securities and CDOs to outside 
investors.94

Regulation W excluded derivatives, other than 
credit default swaps, from the definition of covered 
transactions, but requires that all derivative trans-
actions comply with Section 23B rules:

Banks are expected to: “have policies and pro-
cedures to monitor and control the bank’s 
credit exposure to affiliates in derivative trans-
actions…and insure that its derivative transac-
tions with affiliates comply with Section 23B.”95

The reasoning behind excluding derivatives, 
other than credit derivatives, was to allow the BHC 
to use derivatives to hedge its exposure on a consol-
idated basis.

The derivative exemption allowed substantial 
uncollateralized exposures between banks and 
affiliated companies. By excluding derivatives from 
Section 23A limits, the failure of a nonbank affiliate 
could endanger the solvency of the BHC bank subsid-
iary if the bank had taken a large position on behalf 
of the affiliate.96 In this case, the FRB was effectively 
relying on its consolidated supervision and source-
of-strength powers—not Section 23A limits—to 
ensure that an insolvency at a BHC nonbank affiliate 
did not endanger the group’s consolidated perfor-
mance on positions with external counterparties.97
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Regulation W also allows the FRB to grant dis-
cretionary exemptions from Rule 23A and 23B.98 To 
request a Section 23A exemption, an institution must 
explain (1) the details of the transactions and its rela-
tionship with affiliates; (2) the rationale for requesting 
the exemption; and (3) why the exemption is in the 
public interest and consistent with the purposes of the 
law. Regulation W does not explain the requirements 
for requesting a Section 23B exemption.

Furthermore, there is no publicly available 
comprehensive record of FRB decisions regarding 
bank-specific requests for Section 23A exemptions.99 
Decisions are made informally through pre-emptive 
orders, interpretive issuances,100 and through private 
communications with the banks. Bank requests for 
specific exemptions that are unlikely to be approved 
are discouraged informally. As a consequence, there 
is little if any public information on specific exemp-
tion requests that the FRB declined to approve.

Table 1 provides a summary of the publicly avail-
able information on Section 23A exemptions grant-
ed by the FRB between 2000 and 2009. Exemptions 
may be required when a bank extends credit to an 
affiliate that exceeds Section 23A limits, or when 
it purchases the securities issued by an affiliate, or 
purchases assets from an affiliate other than assets 
or affiliates that are explicitly exempt from Section 
23A.101 Merging an affiliate into a member bank is 
considered a “purchase of assets” and can trigger 
Section 23A limits.102 Section 23A expressly prohib-
its a bank from purchasing low-quality assets from 
an affiliate.

Between 2003 and 2006, as the entries in Table 
1 show, the FRB approved a number of Section 23A 
exemptions that allowed banks to move potentially 
risky assets from affiliates into BHCs’ large insured 
depository institutions. The data show that Citibank 
was the beneficiary of a number of these exemp-
tions. HSBC and GMAC also received exemptions 
to consolidate potentially risky assets into their 
insured depositories.

In the case of Citibank, the multiple 23A exemp-
tions granted by the FRB allowed high-risk assets, 
including nearly $20 billion in subprime mortgag-
es assets, to be transferred from nonbank affiliates 
to Citibank, the largest insured bank subsidiary in 
Citigroup.103 All of the exemption requests in Table 
1 were reviewed by the Office of the Comptroller of 
the Currency (OCC) and the FDIC, including the 
Citibank exemptions, and neither the OCC nor the 
FDIC raised objections to any of these transactions.

Another notable pattern in the exemptions data 
reported in Table 1 is the number of exemptions 
granted for securities-lending operations. Two dis-
tinct kinds of exemptions were granted, and the dual 
character of these exemptions is informative.

Exemptions granted in 2005, prior to the finan-
cial crisis, facilitated securities transfers within the 
BHC group. For instance, one exemption allowed a 
trust bank to lend securities to affiliates who would 
in turn lend these securities to customers or use 
them in broker-dealer proprietary transactions.104 
In a second exemption granted in 2005, the bank 
was allowed to borrow securities from its affiliate 
broker-dealer so the bank could engage in propri-
etary trading and hedging activities.

The nature of Section 23A exemptions changed 
following the meltdown in the asset-backed com-
mercial paper market. From August 2007 onward, 
the exemptions for securities-financing transactions 
allowed affiliated broker-dealers to provide custom-
ers with loans collateralized by securities. The affil-
iated broker-dealers, in turn, would use securities 
to collateralize borrowing from an affiliated bank. 
These Section 23A exemptions coincided with the 
FRB’s emergency 50-basis-point reduction in the 
discount rate, and the extension of discount-win-
dow loan maturity from overnight to 30 days.105 The 
link between Section 23A exemptions and emer-
gency Federal Reserve liquidity became even more 
pronounced when the FRB created the Term Auc-
tion Facility in December 2007. This allowed banks 
to use pledged securities to access emergency funds 
without the “stigma” of discount-window borrowing.

Thus, using its Section 23A exemption powers, 
the FRB provided emergency liquidity support to 
broker-dealers owned by large BHCs when the sub-
sidiary bank had an approved exemption. At the 
same time, the FRB was not providing exception-
al liquidity support to broker-dealers who were not 
affiliates of a FRB-regulated BHC or did not ask 
for the exemption.106 Eventually, the FRB created 
the Primary Dealer Credit Facility, a facility that 
would allow primary broker-dealers direct access 
to emergency Federal Reserve liquidity, but not 
until March 17, 2008, after the distress-sale of Bear 
Stearns took place. Goldman Sachs, Morgan Stanley, 
Merrill Lynch, Bear Stearns, and Lehman Brothers 
all owned depository institutions and presumably 
could have asked for Section 23A exemptions for 
securities-financing transactions to support their 
broker-dealer subsidiaries.107
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TABLE 3

Publicly Available Information on Section 23A Exemptions, 
2003–2009 (Page 1 of 2)

Date
Bank Receiving 
Exemption Reason for Section 23A Exemption

February 27, 2003 Citibank To acquire Citimortgage, Inc., St Louis
August 14, 2003 Valley Independent 

Bank
To purchase loans from a Dutch affi  liate bank

November 19, 2003 Bank of Wausau To purchase premises from an affi  liate 
December 22, 2003 First Alliance Bank To acquire AMC Acquisition, Inc. 
December 29, 2003 HSBC Bank USA To purchase mortgages from affi  liates
February 10, 2004 Merrill Lynch Bank To acquire Merrill Lynch Private Finance, Inc.
May 14, 2004 Citicorp Trust Bank To acquire Citi Financial Mortgage Co. Inc., St Louis
July 7, 2004 GMAC Bank To acquire mortgages from GMAC Commercial Holding Corp.
December 22, 2004 HSBC Bank USA To acquire assets from Household International, Inc.
April 1, 2005 Preferred Bank To acquire assets from Klein Financial
April 8, 2005 Omni National Bank To purchase aircraft from affi  liate
May 5, 2005 Bank of New York To extend credit to securities affi  liate to support securities lending 
June 7, 2005 Bank of America, NA To extend credit to securities affi  liate to support securities lending 
October 3, 2005 Banco Popular de 

Puerto Rico
Credit to customers secured by shares in an affi  liate

October 25, 2005 Citibank To enter into tax-sharing agreement with Australian affi  liate
November 22, 2005 Charter One Bank To acquire RBS Asset Finance, Inc.
November 22, 2005 FirsTier Bank To purchase premises from affi  liate
May 1, 2006 Legg Mason Trust Co. To acquire Legg Mason Investment Counsel, Inc.
June 30, 2006 Citibank To acquire Citi Financial Mortgage Co., Inc., Irving, Texas
September 29, 2006 Wachovia Bank To extend credit to securities affi  liate to support securities lending 
October 24, 2006 E-Trade Bank To acquire all the shares in E-Trade Clearing Corp.
January 23, 2007 Bank of America, NA To extend credit to securities affi  liate to support securities lending 
June 12, 2007 Wachovia Bank To extend credit to securities affi  liate to support securities lending 
September 20, 2007 Citibank To extend credit to securities affi  liate to support securities lending 
September 20, 2007 Bank of America, NA To extend credit to securities affi  liate to support securities lending 
September 20, 2007 JPMorgan Chase, NA To extend credit to securities affi  liate to support securities lending 
October 12, 2007 Deutsche Bank To extend credit to securities affi  liate to support securities lending 
November 11, 2007 Barclays Bank, PLC To extend credit to securities affi  liate to support securities lending 
November 12, 2007 Royal Bank of Scotland To extend credit to securities affi  liate to support securities lending 
November 23, 2007 Citibank To extend credit to securities affi  liate to support securities lending 
December 21, 2007 Capital One, NA To acquire all the shares of Capital One Autofi nance, Plano, Texas
March 25, 2008 Minnwest Bank Metro To acquire all shares in two non-bank affi  liates
April 1, 2008 JPMorgan Chase To extend credit to Bear Sterns affi  liates
May 19, 2008 Merrill Lynch Bank To extend credit to Merrill Lynch mortgage affi  liate
June 26, 2008 JPMorgan Chase To exempt covered transactions with Maiden Lane LLC
July 23, 2008 Generic Letter clarifying Board's position on affi  liate status
October 6, 2008 Redacted To exempt purchases of assets from an affi  liate MMMF
October 29, 2008 Wells Fargo Bank To purchase assets and loan commitments from non-bank affi  liates
November 20, 2008 Wells Fargo Bank To exempt extension of credit to Wachovia Bank National Assoc.

NOTE: MMMF—money market mutual funds.
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As the financial crisis progressed, the FRB used 
Section 23A exemptions repeatedly to allow banks 
to access Federal Reserve emergency liquidity and 
pass this liquidity on to support nonbank affiliates. 
This emergency provision of credit exposed banks 
beyond the limits that Congress established in 
Section 23A legislation. These programs funneled 
emergency Federal Reserve liquidity support into 
bank-affiliated money market mutual funds, asset-
backed commercial paper conduits, and other affil-
iated SPEs, as well as to broker-dealer affiliates that 
sponsored auction-rate securities. This exceptional 
special liquidity support was not widely available 
and, according to the publically available record, 
was only made available to nonbank affiliates of 
a FRB-regulated BHC when the subsidiary bank 
asked for, and received, a Section 23A exemption.

The FRB granted several other Section 23A 
exemptions to facilitate (ex post) the distressed sale 

“bailouts” of Bear Stearns, Wachovia, Merrill Lynch, 

and GMAC/Ally Bank. In three of these cases, the 
FRB determined that it was in the public interest to 
waive section 23A limits to allow these distressed 
sales to create the largest TBTF institutions that 
exist to this day. The GMAC exemption was required 
to facilitate the bailouts of the General Motors and 
Chrysler Corporations.

In many cases, the FRB exemptions granted in 
Section 23A included conditions that closely mim-
icked the FRB’s source-of-strength doctrine. The 
parent BHC was required to guarantee the financial 
health and capital adequacy of the bank as a condi-
tion for granting the Section 23A waiver. While the 
conditions for granting a waiver varied according 
to the type of transaction generating the request, 
conditions often included: requirements that bank 
exposure be secured by high-quality collateral; that 
the exempted transaction satisfy Section 23B; that 

“low-quality assets” be offset with a transfer of cash 
or government securities; that a parent BHC pledge 

TABLE 3

Publicly Available Information on Section 23A Exemptions, 
2003–2009 (Page 2 of 2)

NOTES: MMMF—money market mutual funds, MBS—mortgage-backed securities.
SOURCE: Board of Governors of the Federal Reserve System, Legal Interpretations of the Federal Reserve Act, http://www.
federalreserve.gov/bankinforeg/LegalInterpretations/legalinterpretations.htm (accessed March 14, 2016).

heritage.org

Date
Bank Receiving 
Exemption Reason for Section 23A Exemption

November 24, 2008 Union Bank and Trust To exempt purchase of student loans from affi  liates
December 1, 2008 Redacted To exempt purchases of assets from an affi  liate MMMF
December 24, 2008 GMAC Bank To exempt credit extended to affi  liate auto dealers
December 29, 2008 Wachovia Bank To exempt purchase of auction rate securities from affi  liates
January 9, 2009 BB&T To exempt purchase of auction rate securities from affi  liates
January 9, 2009 Northern Trust Bank To exempt purchase of auction rate securities from affi  liates
January 12, 2009 GE Money Bank To allow asset purchase from an affi  liate
January 14, 2009 HSBC Bank USA To allow asset purchase from an affi  liate
January 30, 2009 Fifth Third Bank To exempt purchase of auction rate securities from affi  liates
March 31, 2009 ING Bank To exempt credit extended to transfer ownership of MBS to an affi  liate
April 13, 2009 CIT Bank To acquire all assets of three affi  liates
April 22, 2009 Morgan Stanley To transfer assets to a subsidiary bank
April 22, 2009 Goldman Sachs To transfer assets to a subsidiary bank
May 21, 2009 Ally Bank To exempt credit extended to affi  liate auto dealers
June 23, 2009 First Farmers and 

Merchants State Bank
To acquire premises from an affi  liate
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to repurchase any transferred assets that subse-
quently become “low-quality” for a period up to two 
years, and in some cases five years; and that the bank 
and the parent BHC remain well-capitalized after 
the transaction.

Dodd–Frank included a number of amendments 
related to Section 23A. First, § 608 and § 611 require 
all derivatives to be included as Section 23A covered 
transactions. Other clauses in § 608 require that 
Section 23A transactions be fully collateralized at 
all times, not just when the transaction is initiated. 
Section 608 also transfers exemption powers to the 
FDIC and the OCC when they are the primary fed-
eral regulator of the bank. Section § 608 also gives 
the FDIC the power to stop any exemption that 
would create undue risk for the deposit insurance 
fund. Section 609 eliminates the exemption of cov-
ered transactions between a bank and its subsid-
iary. The Volker Rule, § 619, prohibits (or severely 
limits) banks’ and their affiliates’ ability to conduct 
proprietary trading or have ownership interests in a 
hedge fund.

Some of these amendments place important lim-
itations on the ability to transfer implicit insurance 
subsidies from banks to nonbank affiliates using 
Section 23A exemptions. Should the FDIC actually 
exercise its power to veto Section 23A exemptions, it 
could be an important constraint.

Among the Dodd–Frank changes to Section 23A, 
the Volcker Rule almost certainly places new lim-
its on a BHC’s ability to exploit the implicit govern-
ment guarantee. However, the new requirement to 
include all derivatives as covered transactions may 
have less of an impact than first appearances might 
suggest. Regulatory authorities have indicated 
that they intend to protect all legitimate derivative 
transactions in an OLA resolution, and large bank 
FDIC resolutions virtually always protect derivative 
transactions. Consequently, SIFI derivative coun-
terparties are likely to be protected in SIFI transac-
tions regardless of whether the counterparty is the 
bank or a nonbank affiliate.

ARE INVESTORS TO THINK LARGE  
BHCS AND NONBANK INSTITUTIONS 
ARE TBTF?

In the earlier section “Did a SIFI Bankruptcy 
Cause the Last Financial Crisis?” I argued that large 
nonbank financial institutions can fail in bankrupt-
cy, even in a disorganized bankruptcy, in the midst of 
a financial crisis, and that the bankruptcy need not 

cause a cascade of other financial institution failures. 
The claim that large financial institutions are TBTF 
because they cannot be reorganized or liquidated in a 
judicial bankruptcy process without causing a finan-
cial crisis is not supported by the historical facts.

The primary source of investor TBTF expecta-
tions is the design of the system of financial-sec-
tor supervision and regulation. Overreliance on 
consolidated supervision and regulation encour-
ages creditors and counterparties to view transac-
tions with SIFIs as though they are backed by the 
entire resources of a holding company instead of 
the resources of the single legal entity counterpar-
ty in the transaction. This belief is reinforced by the 
FRB’s long-standing insistence that a parent BHC’s 
entire resources will be made available, if necessary, 
to support the liabilities and creditors of a failing 
bank subsidiary.

Dodd–Frank reinforces this source of TBTF 
expectations by “codifying” the FRB’s source-of-
strength doctrine in multiple sections of the act, and 
seemingly expanding this doctrine (if only imper-
fectly in the legislation) to cover nonbank affiliates 
of the largest BHCs and designated nonbank SIFIs 
subject to heighted supervision by the FRB. More-
over, the OLA-SPOE approach to resolution expands 
on the source-of-strength idea and promises to 
protect all creditors and counterparties of a failing 
SIFI’s “critical operating subsidiaries.” The Dodd–
Frank requirements that the FRB impose heighted 
prudential capital standards, conduct annual SIFI 
stress tests, and be the guardian of financial-sector 
stability only reinforce the perception that the larg-
est financial firms will receive special assistance to 
prevent their failure.108

Expectations that SIFI investors will benefit 
from special government protections in the future 
are fully rational. In the past, regulators have taken 
extraordinary measures to keep SIFI subsidiaries, 
especially large bank subsidiaries, open and oper-
ating when they otherwise might have failed. Dodd–
Frank does not remove the FRB’s discretionary 
power or its incentives to provide emergency assis-
tance to keep one of its distressed SIFI clients from 
failing.109 The FDIC’s bank resolution process is still 
in place—a process that protects all deposits in large 
failing banks, but not in small failing banks. Should 
the Secretary of the Treasury use OLA to “liquidate 
a distressed SIFI,” the FDIC is likely to fully protect 
the creditors of large bank and other critical operat-
ing subsidiaries.
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Through its actions during the recent financial 
crisis, the FRB was, of course, trying to limit finan-
cial-sector distress. However, it is also undeniable 
that the preferential regulatory actions undertak-
en by the board—which were only available to a 
select group of financial institutions regulated by 
the FRB—provided credit to nonbank affiliates at 
discount rates (not true market rates). This emer-
gency support undoubtedly aided the nonbank affil-
iates that received it. Indeed, some might have failed 
without this support. The TBTF problem arises 
when one group of distressed financial institutions 
receives special government support without charge, 
and this support is unavailable to other institutions. 
So, regardless of whether the FRB’s support was “in 
the public interest” at that time, without doubt, it 
helped to create the TBTF problem.

On balance, there is little wonder that investors 
treat SIFIs as TBTF. In its roles as lender of last 
resort, supreme macro prudential regulator, and the 
consolidated regulator of the largest financial insti-
tutions, the FRB has been given enormous power 
and conflicted mandates. How can the FRB let a SIFI 
fail when it is charged with ensuring that its client 
SIFIs are ultra-safe? In the past, the FRB has taken 
extraordinary measures to keep the affiliates of the 
SIFIs it regulated open and operating. The FRB and 
companion bank regulators still have the power to 
grant Section 23A exemptions. Would anyone stop 
the FRB, the OCC, or the FDIC from granting tem-
porary Section 23A exemptions to save SIFI affili-
ates in the next financial crisis?

CONCLUSION
Dodd–Frank’s OLA has not ended TBTF. OLA has 

serious legal issues that may prevent it from being 
used, especially in the case of a large failing bank. 
So, even with Dodd–Frank, the FDIC may again be 
forced to sell a large failing bank to a large healthy 
BHC, protecting all depositors and creating a new 
TBTF institution.

Ending TBTF requires regulatory reform. The 
necessary reforms include: (1) increasing mini-
mum regulatory capital requirements for deposito-
ry institutions and critical functionally regulated 
subsidiaries; (2) modifying prompt-corrective-ac-
tion-intervention triggers; (3) requiring mandato-
ry contractual safeguards to ensure that banks and 
functionally regulated subsidiaries are not overly 
exposed to affiliates and do not depend on parent 
SIFIs for employees or critical services that could be 
suspended in bankruptcy; (4) modifying the FDIC 

“least cost” resolution mandate to require the break-
up of large failing banks; (5) removing the FRB-cen-
tric approach to consolidated supervision and cap-
ital regulation; and (6) relaxing Dodd–Frank’s 
heightened prudential capital requirements to allow 
parent holding companies to meet higher prudential 
subsidiary capital requirements by issuing debt at 
the parent holding company.

Any views expressed here are those of the author, 
not necessarily of The Heritage Foundation.
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ENDNOTES:
1. Henceforth, to simplify the text, I will use the term “bank” and “depository institution” interchangeably. Should the discussion focus on a 

specific class of depository institutions, such as a thrift or savings bank, I will make the distinction clear in the text.

2. The Gramm–Leach–Bliley Act defines functionally regulated subsidiaries as registered broker-dealers, registered investment advisors, 
registered investment companies, insurance companies subject to state supervision, and entities subject to regulation by the 
Commodities Futures Trading Commission. See 12 U.S. Code § 1844(c)(5).

3. Banks and other subsidiaries can continue to operate normally when their holding companies are in bankruptcy proceeding. Recent 
examples include BHCs that are in bankruptcy because of failure to make payment on Trust Preferred Security obligations. Most of the 
banks owned by these BHCs remain open, operating normally.

4. A large institution bias enters because the FDIC will only sell a failing bank to a “qualified” bank or BHC, meaning that the bidding 
institution must have the capital and management capacity to successfully manage the acquired institution. There is also evidence that 
banks offer higher prices to acquire institutions that will put them over the perceived TBTF size threshold. See Elijah Brewer and Julapa 
Jagtiani, “How Much Did Banks Pay to Become Too-Big-to-Fail and to Become Systemically Important?” Federal Reserve  
Bank of Philadelphia Working Paper No. 11-37, 2011.

5. Dodd–Frank § 623(a) prohibits the Federal Reserve from approving a bank acquisition if the combined deposits of all banks in the 
resulting BHC would exceed 10 percent of total deposits in insured banks. However, § 623(b) provides an exemption from this deposit 
limit if the bank is being acquired from an FDIC-failed-bank receivership.

6. Significantly higher capital requirements and modified prompt corrective action intervention thresholds will limit the extension of deposit 
insurance coverage to large shareholders because large depositories will face intervention and be broken up by the FDIC before losses 
exhaust the failing bank’s capital.

7. Nearly 85 percent of all depository institutions are owned by a BHC. See Partnership for Progress, “Bank Holding Companies and 
Financial Holding Companies,” https://www.fedpartnership.gov/bank-life-cycle/grow-shareholder-value/bank-holding-companies 
(accessed February 8, 2016).

8. A BHC application is required when the Fed determines that a covered company has a “controlling interest” in a bank. The Federal 
Reserve Board regulates the permissible activities of BHCs. The Bank Holding Company Act of 1956 limits BHC activities to those 
deemed to be “closely related to banking.” Over time, the list of permissible BHC activities has expanded to include mortgage banking, 
loan servicing, commercial and consumer financing, leasing, collection agency services, asset management, trust companies, real estate 
appraisal services, management consulting, employee benefits consulting, career counseling services, and certain insurance-related 
activities.

9. In the simple stylized example in Chart 1, I assume that the parent owns only the equity of its subsidiary companies.

10. Credit unions also provide insured deposit accounts. They can be federally chartered, in which case they are regulated by the National 
Credit Union Administration, or chartered and regulated by a state government authority. For example, credit unions chartered in the 
state of Virginia are regulated by the Virginia Bureau of Financial Institutions. The discussion excludes credit unions since they are 
excluded from BHC regulations by the Competitive Equality Banking Act of 1987 and unlikely to be considered candidates for an OLA 
liquidation.

11. For details on bank access to the discount window, see Federal Reserve Bank of New York, “The Discount Window,” July 2015,  
http://www.ny.frb.org/aboutthefed/fedpoint/fed18.html (accessed February 8, 2016).

12. The FDIC has the power to close an insured depository institution without the consent of the bank’s primary federal regulator, but 
typically the primary federal regulator is the agency that revokes the bank’s charter. A bank could liquidate voluntarily without any 
regulatory or FDIC intervention. See FDIC, “Resolutions Handbook,” 2015, https://www.fdic.gov/bank/historical/reshandbook/  
(accessed February 8, 2016).

13. Routine surveillance of registered broker-dealers conducted by exchanges and FINRA, the industry’s nonprofit self-regulatory agency as 
authorized by 15 U.S. Code § 78iii(c).

14. The legal claims priority in a SIPA liquidation are defined in 15 U.S. Code § 78fff-2(c)-(f).

15. For legal processes and procedures for a SIPA liquidation, see SIPC, “Securities Investor Protection Act of 1970,”  
http://www.sipc.org/about-sipc/statute-and-rules/statute (accessed February 8, 2016). SIPA insurance seeks to guarantee the return of 
customers’ property such as securities holdings and cash at the liquidating broker-dealers, and if that is not possible guarantees their 
mark-to-market value at the time of failure. Customer securities are insured up to $500,000 (15 U.S. Code § 78fff-3(a)) if for some reason 
fraud or mismanagement is involved and the broker-dealer has not properly segregated customer security holding. 15 U.S. Code § 78fff-
3(d) insures cash deposits at registered broker-dealers up to $250,000.

16. 15 U.S. Code § 78ddd(g) empowers the SEC to make loans to the SIPC up to a total amount of $2.5 billion, if the SIPC’s insurance fund 
lacks the resources necessary to deliver on its customer account insurance obligations and the SEC determines that additional SIPC 
funding is needed to maintain investor confidence in the system. SIPC has never used its SEC backup line of credit.

http://www.ny.frb.org/aboutthefed/fedpoint/fed18.html
https://www.fdic.gov/bank/historical/reshandbook/
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17. The Federal Insurance Office, created by the Dodd–Frank Act, does not supervise or monitor any individual insurance firms. Following 
the passage of the act, the Federal Reserve Board has used its new powers over thrift holding companies, including its new power 
to examine nonbank thrift holding company subsidiaries and affiliates even if they are functionally regulated, to initiate an on-site 
examination program for insurance company subsidiaries. This newly expanded effort has made the Federal Reserve a de facto national 
insurance regulator against the express intent of the Congress. Further details are provided in my testimony before the  
Senate Committee on Banking, Housing, and Urban Development, “Federal Reserve Accountability and Reform,” March 4, 2015.

18. Saule Omarova and Margaret Tahyar, “That Which We Call A Bank: Revisiting the History of Bank Holding Company Regulation in the 
United States,” Review of Banking and Financial Law, Vol. 31 (2011), pp. 114–198, review the congressional intent behind the enactment of 
the Bank Holding Company Act of 1956 and its subsequent amendments.

19. For example, following the financial crisis, there have been many bankruptcy filings for holding companies driven by extended payment 
delinquencies on parent holding company Trust Preferred Securities. Many bank subsidiaries owned by these holding companies have 
remained well-capitalized, open, and operating.

20. § 201 specifies that BHCs are eligible for OLA, but the insured bank subsidiaries of a BHC are not eligible (§ 201(a)(8)(B)). Nor are insured 
bank subsidiaries included as covered subsidiaries under Title II (§ 201(a)(9)(A)).

21. For the purposes of Title II, a financial company shall be considered to be in default or in danger of default if: (1) a case has been, or likely 
will promptly be, commenced with respect to the financial company under the Bankruptcy Code; (2) the financial company has incurred, 
or is likely to incur, losses that will deplete all or substantially all of its capital, and there is no reasonable prospect for the company to 
avoid such depletion; (3) the assets of the financial company are, or are likely to be, less than its obligations to creditors and others; or 
(4) the financial company is, or is likely to be, unable to pay its obligations (other than those subject to a bona fide dispute) in the normal 
course of business.

22. Within the first 30 days of the appointment of the FDIC as receiver, the amount of OLF funding is limited to 10 percent of the 
consolidated assets of the distressed holding company as reported on its last available financial statement. After 30 days, the FDIC 
can borrow up to “90 percent of the fair value of the total consolidated assets of each covered financial company that are available for 
repayment.” § 210 (n)(6)(A).

23. Dodd–Frank requires an interest rate at least as large as the prevailing rate on U.S. government obligations of a similar maturity plus a risk 
premium at least as large as the difference between the prevailing rate in a corporate bond index of similar maturity and the prevailing 
rate on U.S. government securities of a similar maturity. Dodd–Frank does not specify any specific credit quality for the corporate 
bond index.

24. There is an extensive list of criteria that the FDIC must consider in setting the assessment rates. § 210(o)(4).

25. These include: managing the receivership to promote financial stability, not to preserve the failed institution; ensuring that the 
receivership recoveries respect Title II claims priority; ensuring that the failed institution’s management and board of directors are 
removed; managing the receivership assets to maximize the value of the receivership consistent with promoting financial stability; and 
ensuring that the maximum liability imposed on any receivership claimant is consistent with the amount the claimant would receive in a 
Chapter 7 Bankruptcy.

26. The FDIC board has adopted a policy to limit use of its discretionary power over similarly situated claimants to holding company 
liabilities with maturity under one year. “Federal Deposit Insurance Corporation SPOE Notice of Proposed Rulemaking,” Federal Register, 
Vol. 78, No. 243, December 18, 2013, p. 76618. This interpretation of § 210(10)(B)(5)(I) is based on the FDIC’s authority to repudiate parent 
BHC contracts and the legal limits on recovery should the FDIC’s action be successfully challenged in court.

27. “Federal Deposit Insurance Corporation SPOE Notice of Proposed Rulemaking,” Federal Register.

28. Federal Deposit Insurance Corporation and Bank of England, “Resolving Globally Active, Systemically Important, Financial Institutions,” 
December 10, 2012.

29. Financial Stability Board, “Charter of the Financial Stability Board,” June 2012, p. 5,  
http://www.financialstabilityboard.org/wp-content/uploads/FSB-Charter-with-revised-Annex-FINAL.pdf (accessed February 9, 2016).

30. “Federal Deposit Insurance Corporation SPOE Notice of Proposed Rulemaking,” Federal Register, p. 76617.

31. The bridge could borrow from Treasury using the OLF, or it could use the OLF to guarantee bridge liabilities that will be sold to market 
investors.

32. Paul Kupiec and Peter Wallison, “Can the ‘Single Point of Entry’ Strategy Be Used to Recapitalize a Systemically Important Failing Bank?” 
Journal of Financial Stability, Vol. 20 (2015), pp. 184–197.

33. In a public event at the American Enterprise Institute, Randy Guynn and Gregory Baer both argued that the board’s source-of-strength 
doctrine would allow the Secretary of the Treasury to invoke OLA, invalidating the issue raised by Kupiec and Wallison. See American 
Enterprise Institute, “Does the FDIC’s Single Point of Entry Strategy Eliminate Too Big to Fail?” December 8, 2014, https://www.aei.org/
events/fdics-single-point-entry-strategy-eliminate-big-fail/ (accessed February 8, 2016).

34. There is no public record (of which I am aware) that indicates that any of the non-BHC financial holding companies that owned 
depository institutions ever asked the Federal Reserve for a Section 23A exemption to channel bank funding to nonbank affiliates. Such a 
request would not be made public if it was not approved. Lehman Brothers owned an Industrial Loan Corporation (ILC—a special type of 
depository charter) that was supervised by the FDIC. Lehman’s ILC did not fail when Lehman Brothers filed for bankruptcy. Merrill Lynch 
and Goldman Sachs also owned ILCs and neither of them received a Section 23A waiver until after the parent companies were converted 
into BHCs.
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While the transfer of Office of Thrift Supervision (OTS) powers and personnel to the Office of the Comptroller of the 
Currency (OCC) garners the most attention in Dodd–Frank’s Title III, the changes in deposit insurance contained in 

Subtitle C are likely to have greater long-term impact. As these modifications expand the bank safety net, further eroding 
market discipline, they will contribute to both the frequency and severity of future financial crises. Accordingly, they should 
be repealed.

Discussions of moral hazard during the financial 
crisis generally focused on the incentives of man-
agement and equity holders, yet far greater moral 
hazard—a reduction in monitoring by creditors—is 
likely to be of far greater consequence. The most 
important creditor class for a commercial bank is 
depositors, who provide about 75 percent of fund-
ing for the total banking sector (the rest coming 
from equity and borrowed funds). There is substan-
tial academic literature demonstrating that depos-
itors are capable of monitoring banks and that gov-
ernment-provided deposit insurance reduces that 
monitoring and results in greater risk-taking by 
banks.1

The public interest would be further served if 
Congress were to reduce federal deposit insurance 
coverage to the pre-1980 limit of $40,000. To fur-
ther the goal of reducing systemic risk, Congress 
should also limit the total deposit insurance cov-
erage of any one bank to 5 percent of total insured 
deposits. Given the current size of the fund, approx-
imately $6.3 trillion, such would imply that no one 
bank would hold more than $320 billion in insured 
deposits. There are currently four banks above that 
level. A transition plan would have to be developed to 

allow these banks to either shed their excess insured 
deposits or shift to other funding sources.

The Federal Deposit Insurance Corporation 
(FDIC), as of the first quarter in 2015, backs $6.3 
trillion in deposits. This represents about 60 per-
cent of outstanding U.S. domestic deposits. It also 
represents a 50 percent increase—more than $2 
trillion—in insured deposits since the end of 2007. 
Perhaps more shocking is that this change also rep-
resents an almost doubling of insured deposits since 
2003. Part of this increase was due to the Feder-
al Deposit Insurance Reform Act of 2005, which 
raised the limit for deposit insurance for retirement 
accounts to $250,000. Congress should also repeal 
those provisions of the 2005 act. Congress had also, 
within the Troubled Asset Relief Program (TARP), 
raised the deposit insurance cap to $250,000 until 
January 1, 2010. Dodd–Frank essentially made per-
manent the coverage expansion contained in TARP.

Dodd–Frank’s Section 335 extends the 2005 
retirement coverage limit of $250,000 to all 
accounts. According to the Federal Reserve’s Sur-
vey of Consumer Finance, the median U.S. house-
hold held $4,100 in a checking account. For the less 
than 10 percent that held certificates of deposit, the 

CHAPTER 5  
Rethinking Title III: The Federal 
Deposit Insurance Corporation 
and Other Subtitles  
Mark A. Calabria
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median holding was $16,000. A cap of $40,000 (pre-
savings-and-loan crisis) would more than adequately 
cover the vast majority of U.S. households while also 
greatly improving market discipline in U.S. banks. 
Even the typical (median) retirement accounts, not 
all of which are held at banks, are under $60,000.

The holdings of deposits are also highly con-
centrated. For instance, a fourth of all deposits are 
held by the wealthiest 1 percent of households. The 
top 10 percent of households hold 67 percent of all 
deposits.2 These wealthiest households also, on 
average, have considerable non-deposit sources of 
wealth, such as stocks and bonds. Middle-income 
and low-income families could still be completely 
protected even with significant reductions made to 
deposit insurance coverage.

The argument behind expanding deposit insur-
ance is that it reduces the risk of panic and bank 
runs. Such may well be true in the short run, but it 
also comes at the cost of a tremendous reduction in 
market discipline. A World Bank study of more than 
150 countries found that, all else equal, those coun-
tries with more generous deposit insurance schemes 
also suffered more frequent banking crises.3 Similar 
results hold for the U.S., as various academic stud-
ies have found that U.S. uninsured deposits provide 
substantial monitoring of bank health. The related 
decline in market discipline that results from depos-
it insurance has been documented across time and 
differing regulatory structures.4 Few relationships 
in economics have been found in so many different 
settings as the link between expanded deposit insur-
ance and bank instability.

President Franklin Roosevelt and the New Deal 
have been invoked regularly as a model for solving 
our current financial crisis. But FDR vocally opposed 
the creation of deposit insurance and threatened to 
veto the Glass–Steagall banking bill over its inclu-
sion, stating it “would lead to laxity in bank man-
agement and carelessness on the part of both banker 
and depositor.” Ultimately, he signed Glass–Steagall 
into law, believing its other provisions outweighed 
the potential harm that might follow from the cre-
ation of the FDIC. History continues to confirm 
FDR’s initial fears toward deposit insurance.

The performance of the Canadian banking sys-
tem compared to that of the United States during the 
Great Depression illustrates the problems of depos-
it insurance. The Canadian banking system, which 
lacked any deposit insurance during the 1920s and 
1930s, suffered only one bank failure in the 1920s 

and none in the 1930s. The U.S., with its state-based 
deposit insurance system, suffered over 6,000 bank 
suspensions and almost 4,000 mergers and acquisi-
tions in the 1920s alone. The worst of those failures 
were found in states with the most generous deposit 
insurance systems.

THE FDIC ASSESSMENT BASE
Dodd–Frank’s Section 331 changes the assess-

ment base for bank-paid premiums into the depos-
it insurance fund. Prior to Dodd–Frank, premiums 
were based on coverage. Section 331 changed this 
assessment system to total assets minus tangible 
equity. So even if a bank were to fund its operations 
with either debt or uninsured deposits, it would pay 
a premium to FDIC for the assets funded. This cre-
ates the troubling incentive for banks to substitute 
debt and uninsured deposits with insured depos-
its, increasing moral hazard and placing the deposit 
insurance fund at ever greater risk. Even if one were 
to subscribe to the concern about runs, the solution 
lies in forms of debt that are less subject to poten-
tial runs, not more insured deposits, as will be the 
result under Section 331. Perhaps more troubling is 
that Section 331 may well create the expectation that 
these “uninsured” liabilities are actually insured, 
as an insurance premium will now be paid against 
them. While bank-funding sources should ultimate-
ly be driven by market considerations, one can only 
get closer to a market-driven funding structure by 
reducing incentives for banks to shift into govern-
ment-guaranteed liabilities.

One problem with the current system of depos-
it insurance is the lack of any real risk-based pric-
ing. One might defend Section 331 on such basis, yet 
there has been no evidence to that effect. The some-
times large losses to the FDIC from bank failures 
with considerable uninsured liabilities are not due 
to the nature of those liabilities, but because the 
FDIC has chosen to cover said liabilities (think Con-
tinental Illinois5). If the FDIC was to faithfully follow 
its least-cost-resolution requirements, this issue 
falls away. If policymakers are concerned about the 

“runability” of uninsured depositors, such depos-
itors can be made explicitly senior to other gener-
al creditors.

Despite having some flexibility to base insurance 
premiums on risk, the FDIC has been reluctant to do 
so to a significant degree. Congress should mandate 
differential pricing across states. Of the 516 deposi-
tories that failed from 2006 to 2015, approximately 
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half were located in just four states. One out of six 
failures was located in the state of Georgia.6 A hand-
ful of states actually witnessed zero bank failures 
over the past decade. Clearly the quality of bank 
supervision differs dramatically across states. Con-
gress should end the ability of some states to trans-
fer their bank losses to others via the deposit insur-
ance fund.

While the majority of bank failures over the past 
decade have been commercial banks, both the rate 
and severity of failure continues to be higher for 
thrifts (savings banks and associations). Congress, 
in small part, recognized this problem by folding 
the OTS into the OCC. Congress would do better by 
directing the FDIC to charge premiums based on 
differences in bank charters.

With the inflationary environment of the late 
1970s, Regulation Q had to be repealed, else the 
entire banking and thrift systems would have been 
destroyed. Yet deposit insurance, especially non-
risk-based, encourages banks to compete for depos-
its on the basis of interest paid. In order to reduce 
this competition, Congress should mandate a float-
ing cap (indexed to inflation) on interest paid on 
insured deposits. Said cap should not apply to unin-
sured deposits or debt.

Section 331, in part, shifted the assessment base 
to assets, instead of insured deposits, out of con-
cerns over the risk of large institutions to the insur-
ance fund. The cleanest and most direct avenue for 
minimizing such risk is to limit the total amount of 
insured deposits that can be held by any one insti-
tution. A hard cap of 5 percent of insured deposits 
should allow any bank to fail without posing a signif-
icant risk to the fund.

CONCLUSIONS
Rather than take the opportunity to reduce moral 

hazard by reforming deposit insurance, Dodd–Frank 
worsened its structure. This guarantees that future 
crises will be more frequent and more costly. Con-
gress should repeal these, and other, provisions with 
an eye toward reducing moral hazard and increas-
ing market discipline. Such can be accomplished in 
a manner that continues to protect retail depositors.

Title III Subtitles A and B–Office of Thrift 
Supervision. Subtitles A and B of Title III transfer 
the authorities and responsibilities of the OTS to the 
OCC. Supervision for thrift holding companies is 
transferred to the Federal Reserve. These changes 
appear to have far more impact than they actually do 

in substance. In truth, these titles did not eliminate 
the OTS, but changed the OTS into an office of the 
OCC. OTS staff were retained in their current roles, 
with extensive employment protections. Subtitles A 
and B of Title III are essentially exercises in moving 
boxes around on an organization chart. Repealing 
these subtitles would make little difference in terms 
of the quality of bank supervision.

One narrative behind Dodd–Frank is that compe-
tition among financial regulators allowed financial 
institutions to choose the weakest regulator, and 
also encouraged regulators to weaken their supervi-
sion and enforcement in order to attract more enti-
ties toward their charter. The supposed evidence is 
the failures of AIG and Countrywide, both super-
vised by the OTS. This theory is false.

Regardless of their charters, all insured depos-
itories, even those chartered at the state level, are 
subject to supervision by the FDIC. At one extreme, 
the FDIC could end a bank’s ability to offer feder-
ally insured deposits, and could do so without the 
approval of the bank’s primary regulator. Under the 
Bank Holding Company Act, the Federal Reserve 
maintains considerable supervisory powers over the 
activities of any company maintaining a bank sub-
sidiary. The narrative of extensive competition and 
charter-shopping is largely a myth. Of course, in the 
aftermath of a housing bust, one would expect enti-
ties engaged primarily in mortgage finance (thrifts) 
to perform poorly compared to other entities. The 
worst performing institutions, Fannie Mae and 
Freddie Mac, had no choice as to their regulator. 
Given the near-failure of Citibank, a responsibility 
of the OCC, the argument that the OCC performed 
better than the OTS, accounting for the importance 
of housing to thrifts is little more than an unprov-
en assertion.

Setting aside the validity of the “race to the bot-
tom” theory, it should be noted that Dodd–Frank 
does not “end” either the OTS or the thrift charter, 
but simply moves both to the OCC.7 If OTS employ-
ees had failed, one would have expected them to 
be punished or fired. They were not. Dodd–Frank 
transfers all OTS employees to the OCC. The thrift 
charter is maintained.

While there is some merit in regulatory consol-
idation, such would not have avoided the crisis. If 
Congress were to pursue regulatory consolidation 
for reasons unrelated to the crisis, the best path 
would be to consolidate such regulation into the 
FDIC, which ultimately stands behind the deposit 
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insurance fund and has a far greater incentive to 
protect the health of depositories than either the 
OCC or the OTS.

Subtitles D and E. The remainder of Title III 
contains miscellaneous issues (subtitle D), as well as 
technical and conforming amendments (subtitle E). 
A repeal of subtitles A, B, or C would make subtitle 
E unnecessary; in fact, it would necessitate a repeal 
of E. Any changes to subtitles A, B, or C would need 
to be reflected in changes to subtitle E. Section 343, 
dealing with insurance of transaction actions, is no 
longer relevant, as it has sunset. Section 342 on the 

Office of Minority and Women Inclusion is a labor 
issue, not a banking issue, and is best addressed 
outside the banking context; hence, it should be 
repealed. There is some merit to retaining Section 
341, addressing branches of thrifts that convert 
to a bank charter, although the issue is not of such 
importance that its retention merits retaining other 
sections of Title III.

Any views expressed here are those of the author, 
not necessarily of The Heritage Foundation.
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Dodd–Frank’s Title IV, “The Private Fund Investment Advisers Registration Act,” achieved what the Securities and Exchange 
Commission (SEC) had tried in vain to do on its own—mandatory SEC registration of advisers to hedge funds.1 Congress, 

motivated by systemic risk and investor-protection concerns,2 directed the SEC to reinstitute mandatory registration for most 
advisers to hedge funds and other private funds. In addition, Title IV further limited the pool of potential investors in hedge 
funds and other private offerings and imposed substantial reporting requirements on private-fund advisers. Title IV will 
not achieve its objectives of enhancing financial stability and protecting investors—it will impede economic growth instead.

WHAT TITLE IV DOES
Title IV of Dodd–Frank accomplishes several 

things. First, Title IV eliminates private-fund advis-
ers’ ability to opt out of SEC registration by elimi-
nating the registration exemption for advisers with 
fewer than 15 clients.3 Advisers to hedge funds and 
private equity funds must register with the SEC 
and are subject to recordkeeping rules and other 
requirements applicable to registered advisers. 
Dodd–Frank requires the SEC to “conduct periodic 
inspections of the records of private funds.”4 Ven-
ture capital funds and private-fund advisers with 
less than $150 million under management need not 
register, but are subject to reporting requirements 
and arguably examinations.5 Certain foreign advis-
ers are also excluded,6 as are certain small business 
investment company advisers7 and certain advisers 
registered with the Commodity Futures Trading 
Commission (CFTC).8 Family offices, which man-
age wealthy families’ money, are also exempt from 
registration.9 Title IV imposes recordkeeping and 
reporting requirements on registered private-fund 
advisers. It requires the SEC to conduct “periodic 

inspections” of private-fund records and authorizes 
the SEC to conduct examinations.10

Second, Title IV allows collection of private-fund 
data by authorizing the SEC to require registered 
advisers to maintain records and file with the SEC 

“reports regarding private funds that registered 
advisers advise, as necessary and appropriate in the 
public interest and for the protection of investors or 
for the assessment of systemic risk by the Financial 
Stability Oversight Council.”11 Dodd–Frank specifi-
cally requires the collection of information regard-
ing the amount and type of assets under manage-
ment, leverage, counterparty credit risk, trading and 
investment positions, valuation, side arrangements 
with investors, trading practices, and other informa-
tion that is “necessary and appropriate in the public 
interest and for the protection of investors or for the 
assessment of systemic risk.”12

Third, Title IV adjusted the minimum for permis-
sible SEC registration from $25 million to $100 mil-
lion for the purpose of shifting more advisers into 
states’ regulatory jurisdiction.13 This change helped 
to offset the influx of newly registered private-fund 

CHAPTER 6  
Revisiting Title IV: Why Mandatory 
SEC Registration for Hedge-Fund 
Advisers Is Not Necessary  
J. W. Verret
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advisers, but increased the burden faced by small 
advisers operating in multiple states.14 With fewer 
smaller registrants, the SEC could shift resources 
from the oversight of smaller advisers with retail cli-
ents to newly registered private-fund advisers.

Fourth, Title IV directed the SEC to modify the 
net-worth standard for accredited investors, which 
determines who is entitled to invest in certain 
nonpublic securities offerings.15 In response to the 
dramatic rise and fall in home prices, Dodd–Frank 
directed the SEC to remove the value of investors’ 
homes from their net-worth calculation.16 The stat-
ute authorized the SEC to adjust the $1,000,000 
net-worth threshold17 and to periodically assess the 
continuing relevance of the other criteria that can 
make a natural person an “accredited investor” in 
light of investor protection, the public interest, and 
the economy.18 In addition, Dodd–Frank required 
the SEC to periodically adjust for inflation dollar 
amounts in its standard for qualified clients—a set 
of investors who may pay performance-based fees 
to private funds.19

Title IV opens the door to future, more interven-
tionist, regulation. Professor Lyman Johnson has 
described the requirements of Title IV as “really 
in the nature of an extended study” of hedge funds, 
which could eventually form the basis for “an even 
more potentially disquieting debate about the social 
responsibilities and legal rights of those who facili-
tate rapid, large capital movements in a way that may 
destabilize modern markets.”20 Regulators could 
use the information collected through Form PF, the 
centerpiece of Title IV’s financial stability efforts, 
to push an interventionist regulatory agenda with 
respect to the asset management industry.21

LIMITS OF TITLE IV IN ACHIEVING 
INTENDED OBJECTIVES

Title IV protects neither financial stability nor 
investors. Instead, it replaces an effective private, 
contractually based regulatory scheme with a costly, 
new government regulatory scheme that has poten-
tially adverse effects on economic growth.

Title IV Does Not Bolster Financial Stability. 
Title IV is one component of Dodd–Frank’s plan for 
enhancing systemic stability. By empowering regulators 
to collect information about private funds and their 
advisers, Title IV is intended to provide regulators a 
better sense of what is happening in the hedge fund 
industry and to stop emerging problems before they 
endanger the financial system. By displacing market 

monitoring with regulatory monitoring and imposing 
barriers on funds’ ability to perform stability-enhanc-
ing functions, Title IV undermines market discipline.

If market participants believe that the government 
is monitoring the markets, private monitoring likely 
will decrease. Registered advisers will be presumed 
to be subject to close SEC oversight. Advisers them-
selves may rely on the government to warn them of 
imprudent investment strategies.22 The perception of 
regulatory monitoring will dissuade market partici-
pants from undertaking due diligence of their own and 
responding rationally and promptly to emerging prob-
lems by raising them with investment advisers and—in 
the face of the adviser’s unresponsiveness—switching 
to a new adviser.23 Detailed, timely knowledge of what 
is going on in the markets will be lost if private fund 
investors outsource their due diligence to the SEC. 
A multitude of spontaneous decisions by individual 
investors, their representatives, and others who do 
business with investment advisers is more effective 
at uncovering and disciplining underperforming or 
inept advisers than a system that relies on coordinat-
ed actions by regulators to spot and correct problems. 
Policymakers would do well to heed the warnings of 
Friedrich Hayek, who has demonstrated the futility 
and danger of relying on government oversight and 
management of markets.24

Regulators simply are not equipped to collect and 
process information and use it in a timely manner 
to stop problems, especially financial stability prob-
lems. According to SEC Chair Mary Jo White, the 
information collected on Form PF will facilitate reg-
ulators’ oversight of financial stability:

Form PF provides information on the types of 
assets [hedge funds] are holding to help to inform 
government regulators tasked with monitoring 
systemic risk. Using this information, regulators 
can then assess trends over time and identify 
risks as they are emerging, rather than reacting 
to them after they unfold.25

While regulators need insight into financial mar-
ket activity, expectations about what they will be 
able to do with the information they collect must 
be moderated. As Michael King and Phillip Maier 
explain, “It is not clear that more transparency—in 
the extreme, hedge funds reporting on their posi-
tions in a timely fashion—would substantially limit 
systemic risks, since processing this information is 
difficult and time consuming.”26
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Proponents of Title IV might respond that the 
government is uniquely interested in systemic risk 
and therefore has a role to play in monitoring private 
funds. Government regulators, even when interest-
ed in systemic risk, are plagued by the knowledge 
problem. Aggregating, understanding, and respond-
ing to position-specific information in a timely man-
ner is a difficult, and perhaps impossible, task for 
regulators.27 Michael Cappucci has pointed out that 
collecting the right information and collecting it in a 
timely manner is extremely difficult:

[T]he knowledge problem is endemic to any human 
activity that involves planning or prediction. 
Additional observation and data cannot solve 
the core problem, which stems from the inher-
ent inability of finite beings to fully understand 
complex situations on the basis of insufficient 
knowledge. The prevalence of the problem is why 
genuine, true knowledge is scarce, expensive, and 
hard to come by, and why presumed knowledge 
so often wilts under close scrutiny.28

Cappucci argues that “the task of containing sys-
temic risk given to the [Financial Stability Oversight 
Council] is not just difficult, but impossible.”29 Col-
lecting the right information about the financial 
markets in a timely manner and then acting properly 
in response are impossible objectives.

Regulators must have access to sufficient information 
about private funds to develop a broad understanding 
of the markets. Policymakers, however, should mod-
erate their expectations about how much regulators 
can do with the information and, accordingly, should 
limit the amount of information they collect.

Form PF is not a modest information collection 
effort; it is an ambitious undertaking that illustrates 
the difficulties in systemic risk regulation. The form 
consists of four parts30 (some of which apply only 
to certain categories of private fund advisers) and 
allows periodic reporting by advisers to private 
funds.31 Large advisers report quarterly and small 
advisers annually. The SEC and Commodity Futures 
Trading Commission (CFTC) jointly designed Form 
PF, although neither is intended to be the primary 
consumer of the information it collects.

Form PF is designed to collect information for the 
Financial Stability Oversight Council (FSOC). The 
chairmen of the SEC and CFTC are members of FSOC, 
but it is a distinct regulatory body with distinct pow-
ers. Consequently, Form PF reflects the best guesses 

of the SEC and CFTC—formed after consultation with 
the FSOC—as to what information the FSOC might 
want.32 Figuring out what information will be useful 
in identifying and measuring risks is difficult.

The natural tendency of regulators is to expand 
the amount of information collected, as regula-
tors hopefully anticipate that real discernment will 
come with the collection of additional information.33 
Requesting more data is a defensive measure by reg-
ulators who do not want to be faulted for failing to 
ask the right questions or collect the right informa-
tion. For example, the Office of Financial Research 
(OFR)34 recently released a paper concluding that 
Form PF does not do a good job of differentiating 
among funds posing different levels of risk.35 The 
paper’s authors recommend “captur[ing] addition-
al characteristics on the form to constrain the range 
of possible risk profiles more tightly.”36 Yet, as the 
authors also note, Form PF is already “a complicat-
ed report, and its intricacies are a source of possible 
measurement errors and ambiguities.”37

Most private-fund failures do not have financial 
stability implications. The failures of Long Term 
Capital Management and Amaranth, however, are 
stark reminders that private-fund failures can desta-
bilize markets. Financial stability might be better 
achieved by relying on “indirect regulation” through 
hedge funds’ prime brokers and counterparties.38 As 
discussed below, there are also other, more effective, 
means for achieving investor protection—the other 
main objective of Title IV.

Title IV Does Not Support Investor Protection. 
In addition to its systemic risk objective, Title IV has 
an investor-protection objective. Registration of pri-
vate-fund advisers is perceived to be an investor-pro-
tection measure. The experience with Bernard Mad-
off—who was a registered investment adviser during 
the final years of his fraud, and arguably should have 
been registered earlier—illustrates that a registration 
requirement does not necessarily protect investors.39 
Advisers determined to steal client money are also 
likely to be willing to ignore the registration require-
ment. Title IV undermines investor protection by 
serving as a tax on private-fund investors who must 
indirectly bear the cost of registration, and by divert-
ing scarce SEC resources from retail-investor pro-
tection.40 It also undermines investor protection by 
further narrowing the group of investors eligible to 
invest in private funds.

The time the SEC spends on matters related to 
private funds is not available for matters related to 
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retail investors. Under existing accredited investor 
standards, few retail investors can directly invest 
in private funds, so they cannot benefit from the 
SEC’s allocation of resources to oversight of private 
funds. As former SEC Commissioners Paul Atkins 
and Cynthia Glassman wrote in their dissent from 
the SEC’s earlier unsuccessful attempt to register 
hedge fund advisers:

In contrast to mutual fund investors, hedge 
fund investors have not been conditioned to 
rely on Commission oversight. They can per-
form due diligence (or hire someone else to do 
so for them), review audit reports or third-par-
ty internal control reports, and enlist help if 
they suspect fraud or malfeasance. By adopt-
ing the registration requirement, the Com-
mission has upset the private-public balance 
and taken on a task that it might not have ade-
quate resources to perform.41

Private-fund investors must satisfy wealth or 
sophistication criteria. Commission resources 
devoted to private funds protect these sophisticat-
ed institutional investors and wealthy individual 
investors. Some contend that SEC oversight is need-
ed because private-fund investors include pension 
funds, operated for the benefit of individuals of mod-
est income.42 These funds, however, employ highly 
knowledgeable employees who are able to assess the 
quality of private-fund advisers.

The SEC has established a Private Funds Unit, 
has conducted examinations of a quarter of the 
newly registered advisers,43 and is bringing enforce-
ment actions against private-fund advisers.44 Yet, 
the SEC examined only 10 percent of all registered 
advisers in 2014.45 The SEC, therefore, is devoting a 
lot of resources to the private-fund space that would 
otherwise be directed at firms serving retail inves-
tors of more modest means. In addition, the SEC’s 
enforcement agenda has shifted as it has consciously 
chosen to devote resources to bringing a number of 
enforcement actions against private-fund advisers 
for alleged abuses.46 As one commentator noted, the 
costs that the SEC incurs in overseeing private-fund 
advisers to protect investors amounts to a “public 
subsidy of wealthy investors” that runs counter to 
the decision to allow these investors to essentially 
opt out of certain investor protections.47 Investors 
in private funds could instead be protected through 
antifraud rules, investor demands for transparency, 

and their own wealth and sophistication.48 Given 
the SEC’s frequent requests for additional resources, 
directing many of them to the investors that are best 
situated to monitor their advisers may be unwise.49

Particularly given the SEC’s expenditure of 
resources to protect private-fund investors, Title 
IV’s simultaneous move to reduce the number of 
investors eligible to invest in private funds is puz-
zling. By removing the value of an investor’s home 
from the accreditation calculation, Dodd–Frank 
reduced the ranks of investors able to invest in pri-
vate funds. Private funds can serve a valuable role 
in investors’ portfolios and, as Professor Houman 
Shadab has explained, “the true impact of wealth-
based qualifications is to prevent retail investors 
who have a sufficient understanding of hedge funds 
from reducing risk and maximizing their invest-
ment returns.”50

The SEC Is Indirectly Instituting a Broad 
Regulatory Regime for Private Funds. Title 
IV of Dodd–Frank was not designed to provide the 
SEC with powers to regulate the disclosure that 
hedge funds, private funds, and venture capital 
funds provide to their wealthy and sophisticated 
investors. The SEC, however, appears to be indirect-
ly using its authority under Title IV to change the 
way fund advisers communicate and interact with 
their investors.

As former SEC Chairman Harvey Pitt has 
explained, the SEC sometimes uses enforcement to 
accomplish regulatory ends:

It is, understandably, far easier for SEC offi-
cials to defend and pursue individual enforce-
ment actions, particularly if they are highly 
visible enforcement actions, than to attempt to 
develop and maintain comprehensive regula-
tory responses to difficult and technical indus-
try and professional issues…. Among other 
things…the agency is not required to chart out, 
explicate, maintain or perfect a comprehen-
sive solution to identified issues, taking into 
account those circumstances where deviation 
from normative standards might be appropri-
ate.… [C]ritics and overseers of the agency’s 
activities are less likely to be able to detect 
inconsistent approaches by the agency to com-
parable problems, or even to ascertain guiding 
principles or policies employed by the agency 
to respond to certain types of situations.51
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In the private-fund context, the SEC is using a 
regulation-by-enforcement approach to achieve a 
regulatory framework that is more appropriate for 
retail funds. In a recent speech, SEC Chair Mary 
Jo White outlined obligations for the private-fund 
industry and signaled the prospect of an aggres-
sive SEC examination and enforcement response 
for funds that do not adhere to these recommenda-
tions.52 She cited advisers’ fiduciary duty as the basis 
for a long list of concerns that could serve as the 
groundwork for a mandatory disclosure regime for 
private funds. White directed private-fund advis-
ers to turn their attention to “some firm-specif-
ic risks you should be actively considering in your 
own business.” She identified a long, detailed list of 
purported problems identified by SEC examiners 
in their Dodd–Frank reviews or that had been the 
subject of SEC enforcement actions against private 
funds. Highlighted problematic practices included 
misleading marketing materials, inadequate con-
flict disclosure, unfair trade and expense allocations, 
inadequate disclosure regarding hiring conflicted 
parties and borrowing from clients, misallocating 
expenses to funds, unauthorized and undisclosed 
payment of operating expenses, and failure to dis-
close service-provider fees and discounts. Chair 
White concluded that the SEC’s “oversight and exam 
program…identifies practices that would have been 
difficult for investors to discover by themselves” and 
directed “investment advisers to funds—including 
private funds catering to sophisticated investors—
[to] disclose material facts to clients.” Thus, the SEC 
seems to be using its enforcement program to estab-
lish a de facto set of mandated disclosures. White 
has also contemplated mandating standardized per-
formance disclosures for hedge funds.53

The SEC’s antifraud authority allows it to pursue 
fraud by private-fund advisers, but the disclosures 
that Chairman White is calling for were not autho-
rized by Dodd–Frank, were not adopted pursuant 
to a notice and comment rulemaking, and were not 
subjected to an economic analysis as is required of 
SEC rulemakings. These requirements pre-empt 
and impede the development of fund-specific gover-
nance arrangements that were previously developed 
pursuant to state contract law and state business 
entity law, as the following section will describe.

Title IV Pre-Empts and Inhibits the State 
Law Contractual Rights by Which Investors 
in Private Funds Can Regulate Private Funds. 
Investors in private funds typically become limited 

partners in limited liability partnerships (LLPs) 
formed under state business-law codes governing 
those business-entity forms.54 The most popular 
domicile for creation of limited partnerships for 
hedge funds is the state of Delaware, which provides 
strong default contractual obligations for general 
partnerships to limited partnerships with respect to 
managerial decisions like those described by Chair 
White in the previous section. Those default obliga-
tions include a requirement that the general partner 
meet an obligation of a duty of the utmost loyalty 
and care in management of the partnership.

Delaware and many other states also provide 
substantial contractual flexibility to limited part-
nerships to create stricter obligations, or more nar-
rowly tailored obligations, as investors in the part-
nership prefer to define those obligations. Carefully 
tailored provisions in limited partnership contracts 
have typically created effective corporate gover-
nance arrangements to monitor and address possi-
ble conflicts of interest. These arrangements include 
the creation of advisory boards of directors that can 
police conflicts of interest by the general partner 
managing the fund. For specific transactions, those 
boards also are often empowered to hire outside 
advisers to opine on the usefulness and propriety of 
transactions subject to conflicted motives, such as 
fee arrangements.

Delaware limited partnership law also provides 
limited partners with default tools in addition to 
any tools they may bargain for through the initial 
contract. Default tools are common in the limited 
partnership laws of other states as well. For exam-
ple, investors in LLPs have a default right to inspect 
partnership books and records. Limited partners 
can expect to be granted wide latitude from Dela-
ware courts to inspect documents if alleging partic-
ularized facts showing mismanagement or wrong-
doing by the general partner.55 Investors in LLPs 
also typically have a right to a judicial appraisal of 
the value of their interest in the partnership upon 
certain triggering events.56

Furthermore, Delaware contract law includes 
an implied duty of “good faith and fair dealing.” 
This obligation provides limited partners with 
judicial redress in the event of theft or fraudulent 
disclosure by the general partner, and actions by 
the managing general partner not otherwise autho-
rized by the LLP’s charter, undertaken in bad faith, 
that deprive LLP limited partners of the fruits of 
the LLP bargain.57
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As the SEC undertakes action that pre-empts 
state contract law, the incentives of these sophisti-
cated and wealthy investors in hedge funds to for-
mulate and enforce their rights is reduced. A false 
signal of bonding from the SEC will reduce incen-
tives to monitor and to enforce rights through litiga-
tion. It will also reduce incentives of private inves-
tors to bargain for specialized provisions in their 
LLP agreements with hedge funds and private equi-
ty funds, since they know the agreements they enter 
into can always be made redundant by SEC action.

Title IV Imposes Costs on Investors, Compe-
tition, and Economic Growth. Hedge funds, pri-
vate equity funds, and venture-capital funds play an 
important role in investor portfolios, the financial 
system, and the economy. They not only strengthen 
and diversify investors’ portfolios,58 but foster finan-
cial system health and economic growth.59 The bur-
dens flowing from Title IV make it more difficult for 
private funds to perform these important roles.

Private-fund investors arguably benefit from SEC 
oversight, but they have to bear the costs associated 
with registration. Registration comes with record-
keeping, reporting, and other requirements. In addi-
tion, SEC examinations are costly for examined 
firms, which must expend considerable high-level 
time to meet examiner demands. Investors are like-
ly to bear some or all of the costs of these regulatory 
requirements through increased fees. Prior to the 
adoption of Dodd–Frank, investors could choose to 
invest in a fund the adviser of which was registered 
or—if they believed the costs of registration out-
weighed the benefits—could invest with an unregis-
tered adviser. Title IV eliminated this choice.

As noted, private-fund advisers must complete 
Form PF. Investors bear at least a portion of the cost 
of completing this form, but it is designed to meet the 
needs of systemic regulators, not fund investors.60 As 
one would expect, burdens differ markedly depend-
ing on whether a firm is large or small.61 Although 
costs will fall over time, the form’s length, complex-
ity, and potential for future expansion means that 
investors may continue to bear substantial costs for 
the preparation of Form PF without direct benefit.62

Dodd–Frank’s enhanced regulatory framework 
makes it more difficult for new private funds to enter 
the industry to serve investors, allocate capital, act in 
the marketplace, add balance to the financial system, 
and foster economic growth. Mandatory registration 
has garnered support from existing fund advisers, 
who might view it as a welcome barrier to the entry 

of new competitors.63 Start-up advisers will have to 
spend time and money wading through regulatory 
requirements, whereas their established competitors 
will have ready access to legal and compliance help.

Even firms that are not required to register may 
face burdens that affect their ability to serve a vital 
role in the economy. Title IV, as implemented by the 
SEC, substantially burdens venture capital firms 
and small private-fund advisers. As former SEC 
Commissioner Kathleen Casey noted when the SEC 
adopted its final rules:

Venture capital fund advisers, along with 
mid-sized private fund advisers, although 
explicitly exempt from registration under the 
Dodd–Frank Act, have been designated under 
the rules’ framework to be “exempt reporting 
advisers,” and are therefore subject to many of 
the same requirements as registered advisers, 
including public reporting requirements, and 
eventually recordkeeping obligations, just as 
if they were registered.64

These burdens could increase. Commissioner Troy 
Paredes observed that “VC fund managers will likely 
be obligated to disclose more and more information 
over time, steadily thwarting the purpose behind the 
venture-capital (VC) registration exemption that Con-
gress enacted.”65 Investors in these funds will bear 
additional costs as a result of these requirements.

Aside from the costs associated with being reg-
istered, maintaining required records, and hosting 
SEC examinations, private-fund advisers now face 
the potential cost of losing control of proprietary 
information. Commissioner Paredes made the addi-
tional point that the public disclosure required of 
VC funds could end up causing the release of “com-
petitively sensitive” information, the mandatory 
disclosure of which “could harm VC funds and the 
very investors that the rule purports to protect.”66 
For information provided only to the government, 
Title IV contains confidentiality protections,67 but 
government data breaches happen.68 Moreover, reg-
ulators with access to the information may use their 
knowledge of proprietary practices at private funds 
when they leave government. Title IV permits the 
SEC to share information it collects with other reg-
ulators.69 Although there are good reasons for such 
interagency information sharing, doing so increas-
es the likelihood that confidential information will 
be compromised either through a data breach or 



THE HERITAGE FOUNDATION  •  99

 
J. W. VERRET

through a government regulator who departs for the 
private sector. The specificity of the information col-
lected on Form PF raises particular concerns.

Private funds play an important role in monitor-
ing the financial system and identifying potential 
dangers. During the crisis, for example, certain hedge 
fund advisers spotted the growing housing finance 
problems.70 During a crisis, private funds can bol-
ster stability. As Jón Daníelsson, Ashley Taylor, and 
Jean-Pierre Zigrand point out, “the trading behavior 
of hedge funds can improve market efficiency, price 
discovery and consumer choice” and can offset trad-
ing by banks directed by regulators during a crisis.71 
They also point out the theoretical, albeit “not settled” 
possibility “that regulating hedge funds could actu-
ally increase market volatility and decrease liquidi-
ty and stability of financial markets.”72 By placing a 
regulatory tax on hedge funds performing beneficial 
roles in the market, Title IV ironically could make 
the financial system more—not less—unstable.

A BETTER WAY TO ACHIEVE  
TITLE IV OBJECTIVES

The objectives of Title IV—promoting financial 
stability and protecting investors—are valid. A more 
effective way to achieve these objectives would be 
to return to a voluntary registration model. Invest-
ment advisers could choose to register with the 
SEC, if they believe their investors would value it. 
To address concerns that such an approach would 
unduly burden the SEC, Congress could require that 
advisers to private funds pay for SEC examinations 
or periodic third-party examinations. This require-
ment might dissuade some advisers from choosing 
SEC registration and encourage them to explore 
other alternatives, such as hiring third-party exam-
iners to conduct periodic compliance reviews.73 
Such a result would help to preserve SEC resources 
for purposes more directly related to retail-investor 
protection and would enable fund investors to tailor 
outside monitoring arrangements to their needs.

The information-collection requirements under 
Title IV are intended to form the basis for system-
ic intervention by the FSOC. Not only is it difficult 
to collect the appropriate information, but proper-
ly calibrating the regulatory reaction to such infor-
mation is difficult. Accordingly, Form PF should be 
discontinued or pared back so that it only serves 
a basic census function to provide the SEC with 
information about the number and type of private 
funds. The elimination of the general solicitation 

ban pursuant to the Jumpstart Our Business Start-
ups (JOBS) Act removes one barrier to private-fund 
transparency, which means that—even absent a 
census framework—investors and regulators like-
ly will find it easier to obtain information about 
private funds.74

If the accredited investor definition is not funda-
mentally reconsidered, it should be reworked to allow 
broader participation in private offerings by individ-
uals who do not meet current wealth and income 
thresholds. Geographic adjustments to the numeri-
cal values should be considered a way to ensure that 
wealthy investors in the heartland—not just inves-
tors who live on the comparatively wealthier East 
and West Coasts—can participate in private offer-
ings. Policymakers should avoid one-off exclusions 
of assets from the wealth calculation, such as Dodd–
Frank’s primary residence exclusion. Exclusions of 
these types lead to arbitrary distortions in investor 
behavior. The required inflation adjustments of the 
qualified client standard should also be eliminated. A 
more meaningful change would be the elimination of 
the standard so that performance-based fees are no 
longer limited to a small subset of wealthy investors.

CONCLUSION
Title IV of Dodd–Frank embraced the theme that 

pervades the rest of the statute—regulators, armed 
with enough information, can stop financial crises. 
As with the other key pieces of Dodd–Frank, the pre-
scription in Title IV places unrealistic hope in reg-
ulators to collect the right data and use it properly 
to avert systemic problems. A better way to achieve 
financial stability is to minimize regulatory burdens 
on private funds so that they can continue to play 
their important role in disciplining market partici-
pants, fostering economic growth, and contributing 
to market liquidity. Antifraud provisions of the fed-
eral securities laws and private contracting under 
state law effectively protect private-fund investors. 
Reducing regulatory burdens also will make it eas-
ier for new entrants to join the industry. Opportuni-
ties to invest in private funds should be opened to a 
broader circle of investors than is currently allowed 
under the restrictive accredited-investor standard. 
Finally, private-fund investors should be permitted 
to choose SEC-registered advisers, but should bear 
the cost so that they choose wisely.

Any views expressed here are those of the author, 
not necessarily of The Heritage Foundation.
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A  quick reading of Dodd–Frank—if such a thing is possible—would lead one to conclude that the insurance industry got 
 a pass. Dodd–Frank introduced a new consumer financial products regulator, created a council of regulators to moni-

tor the financial system, devised a comprehensive regulatory structure for derivatives, and generally expanded regulators’ 
discretionary authority over the financial sector. Dodd–Frank did not explicitly remake the insurance regulatory framework. 
The McCarran–Ferguson Act’s assurance that insurance is primarily the province of state regulation remains the law.1

Nevertheless, Dodd–Frank, perhaps inadvertently, 
paves the way for federalization of insurance regula-
tion. In doing so, it conflicts with the spirit of McCa-
rran–Ferguson by allowing non-insurance laws to 
override state insurance regimes. The expanding fed-
eral role in insurance regulation is likely to gradually 
undermine state regulation and fuel an expectation 
of a federal backstop, which will only serve to height-
en calls for increased federal oversight of the industry. 
This chapter examines each Dodd–Frank contribu-
tor to the federalization of insurance, with particu-
lar emphasis on Title V, Dodd–Frank’s often-ignored 
insurance title. The chapter concludes with a brief 
sketch of possible alternatives to Dodd–Frank’s hap-
hazard federalization approach.

DODD–FRANK’S FEDERALIZATION OF 
INSURANCE REGULATION

The federal government was not entirely absent 
from insurance regulation before Dodd–Frank,2 but 
the act markedly increased the federal presence and 
opened the door to an even greater presence in the 
future. The dramatic downfall and federal bailout of 
the insurance giant American International Group 
(AIG) serves for some as a justification for a more 

active federal role in overseeing insurance compa-
nies.3 Proponents of state regulation contend that 
AIG’s failure was not related to insurance, a claim 
that glosses over AIG’s life insurance subsidiaries’ 
troubles.4 Yet, even if one concedes that the insur-
ance sector was caught up in the crisis, Dodd–Frank 
could make matters worse by layering an awkward, 
arbitrary, and costly federal framework on top of the 
existing state framework.

While this chapter’s main emphasis is on the 
federalization of insurance regulation that has and 
likely will continue to occur under Title V of Dodd–
Frank, federalization is occurring through four 
Dodd–Frank routes:

Title I. First, Title I of Dodd–Frank created the 
Financial Stability Oversight Council (FSOC) to 
monitor and manage risk across the financial system, 
including in the insurance sector. Title I views cer-
tain financial companies and activities as potential 
threats to financial stability and creates the FSOC to 
monitor and keep in check those firms and activities. 
The FSOC’s members include the heads of the fed-
eral financial regulators and other relevant experts, 
including the director of the new Federal Insur-
ance Office, a state insurance commissioner, and an 
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“independent member appointed by the President 
with the advice and consent of the Senate, having 
insurance expertise.”5 Of these three insurance rep-
resentatives, only the independent insurance expert 
has voting power. The presence of three insurance 
members underscores that Dodd–Frank’s drafters 
saw insurance firms and activities as well within the 
FSOC’s purview.

Among the FSOC’s tools for managing systemic 
risk—which is difficult to define and harder to mea-
sure—is the power to designate systemically import-
ant companies—including insurers. The Board of 
Governors of the Federal Reserve System, in consul-
tation with the FSOC, has broad authority to develop 
tailored prudential standards for designated compa-
nies, including liquidity, risk management, and dis-
closure requirements.6 These prudential standards 
must be “more stringent than the standards and 
requirements applicable to” their purportedly less 
risky competitors.7

The systemic risk associated with insurers—
especially life insurers—has been a matter of live-
ly academic debate, particularly in the wake of the 
problems suffered by AIG and several other large 
insurance companies during the financial crisis.8 
The FSOC has weighed in on this debate by desig-
nating three large insurers—AIG, Prudential, and 
MetLife—as systemically important and in need of 
special regulation by the Federal Reserve.9 The stat-
ute directs the FSOC to designate a nonbank finan-
cial company systemically important if the FSOC 

“determines that material financial distress at the…
company, or the nature, scope, size, scale, concen-
tration, interconnectedness, or mix of the [compa-
ny’s activities] could pose a threat to the financial 
stability of the United States.”10 (Emphasis added.) 
The statute further directs the FSOC to look at a 
broad range of issues through a multi-step pro-
cess in deciding whether to designate a company as 
needing special regulation by the Federal Reserve. 
By using “could” and providing the FSOC with an 
open-ended list of factors to consider, Dodd–Frank 
affords the FSOC broad designation power.11 To jus-
tify the insurer designations, the FSOC patched 
together complex failure scenarios from an unre-
alistic bundle of assumptions about the insurance 
industry, state insurance regulators, and the desig-
nated companies.12 Prudential and MetLife publicly 
challenged the FSOC’s systemic determination, and 
MetLife is engaged in an ongoing lawsuit to overturn 
its designation.13

Regardless of how that lawsuit turns out, the initial 
insurer designations have begun to take effect. Insur-
ance companies, counterparties, and consumers now 
operate with added uncertainty because of the FSOC’s 
power to designate companies and activities. The 
Federal Reserve already has a powerful place in the 
insurance regulatory landscape. The extra regulatory 
costs associated with designation are driving strate-
gic decision making.14 These costs could increase as 
the Federal Reserve further determines how it will 
exercise its regulatory authority over designated 
insurance companies. FSOC designations also affect 
non-designated companies, which now face rivals 
that are earmarked as being too important to fail. For 
insurance companies that market their longevity and 
reliability, such a designation could be a real compet-
itive advantage.15 Thus, Title I embodies a substantial 
step toward the federalization of insurance regulation, 
without a clear benefit.16

Title II. The second Dodd–Frank path toward 
federalization of insurance regulation is Title II, 
which establishes a non-bankruptcy mechanism for 
resolving financial companies identified as system-
ically risky by the Treasury Secretary and the Fed-
eral Reserve in consultation with the President and 
relevant federal regulators.17 Insurance companies 
and insurance holding companies are among the 
financial institutions that can be identified for res-
olution under Title II.18 The Federal Deposit Insur-
ance Corporation (FDIC) serves as receiver for com-
panies selected for resolution under Title II. For 
insurance companies, however, once a systemic-risk 
determination is made, Dodd–Frank allows the state 
law resolution mechanisms to operate (except for 
the company’s non-insurance subsidiaries and affil-
iates).19 If state regulators fail to act within 60 days 
of the systemic-risk determination, Title II allows 
the FDIC to step in to resolve the affected insurance 
company under state law.20

The federal government has not yet invoked Title 
II, but Dodd–Frank raises the possibility of fed-
eral involvement in traditional state functions of 
identifying and resolving failing insurance compa-
nies. States manage insurer failures through state 
receivership proceedings in which the state insur-
ance commissioner typically serves as receiver, and 
nonprofit guaranty associations established under 
state law ensure a statutorily established minimum 
recovery for policyholders.21 When multistate insur-
ers fail, state guaranty associations coordinate their 
actions through a national association of guaranty 
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associations. The government’s potential to inter-
vene in this process adds a measure of uncertainty 
to the regulatory landscape for large insurance com-
panies, their customers, and counterparties.

Titles III and VI. The third route toward greater 
federal control over insurance comes through Titles 
III and VI of Dodd–Frank. Title III transferred to 
the Federal Reserve the now-defunct Office of Thrift 
Supervision’s (OTS’s) authority over savings-and-
loan holding companies (SLHCs).22 Because many 
insurance companies—particularly large ones—
owned thrifts at the time Dodd–Frank took effect,23 
the law made the Federal Reserve an important 
insurance supervisor. The Federal Reserve, through 
its authority over FSOC-designated insurers and 
insurer SLHCs, oversees approximately one-third of 
the insurance industry.24

Title VI of Dodd–Frank gives the Federal 
Reserve broad supervisory authority over SLHCs 
and their subsidiaries. The Federal Reserve may 
obtain reports from SLHCs and their subsidiaries 
and examine them to gain information about “the 
nature of the operations and financial conditions”; 

“financial, operational, and other risks” that might 
threaten an insured depository within the holding 
company or “the stability of the financial system 
of the United States”; and “systems...for monitor-
ing and controlling [these] risks.”25 Although Dodd–
Frank directs the Federal Reserve to rely on the 
reports of, and coordinate with, other regulators, 
the degree to which it does so is up to its own dis-
cretion.26 Dodd–Frank requires the Federal Reserve 
to examine SLHC non-thrift subsidiaries’ activities 

“in the same manner, subject to the same standards, 
and with the same frequency as would be required” 
for the thrift’s activities.27 Activities conducted by 
insurance subsidiaries are excluded, but certain 
non-insurance activities conducted by insurers may 
still be covered by this requirement.28

The Federal Reserve exercises its holding compa-
ny authority with the objectives of “protecting the 
safety and soundness of the consolidated firms and 
their subsidiary depository institutions while miti-
gating any risks to financial stability.”29 In practice, 
those objectives translate into substantial control 
over insurers, and the Federal Reserve plans to use 
its holding company authority more aggressively 
than its predecessor, the OTS.30 The Federal Reserve 
plans “to establish an SLHC supervisory program 
similar in nature to its long-established supervisory 
program for bank holding companies.”31 In its new 

supervisory capacity, the Federal Reserve is working 
on matters, such as developing capital requirements, 
subjecting regulated companies to stress tests, and 
setting risk-management and corporate-governance 
standards.32 The Federal Reserve does not have 
extensive insurance expertise.33 As a consequence, 
its tendency is likely to be to approach matters from 
its traditional bank regulatory perspective.

As a major insurance supervisor, the Federal 
Reserve participates in the global standard-setting 
deliberations of the International Association of 
Insurance Supervisors (IAIS) and the Financial Sta-
bility Board (FSB).34 The Federal Reserve may not 
be of one mind with state regulators in internation-
al regulatory dialogues. The Federal Reserve insists 
that its regulatory interests are “complementary to, 
and coordinated with, state insurance regulation,”35 
but Paul Kupiec has identified potential “serious con-
flicts” between state insurance regulations and “new 
Federal Reserve examination and capital policies for 
insurers affiliated with a depository institution.”36

Title V. The final insurance-related piece of 
Dodd–Frank—Title V, although innocuous at first 
glance—makes it unlikely that any aspect of insur-
ance regulation is beyond the reach of federal reg-
ulators. Title V creates a new Federal Insurance 
Office (FIO). The FIO is not a front-line regulator, 
but it may become a backdoor regulator. On the one 
hand, the FIO brings insurance expertise to the fed-
eral government, something that has been lacking at 
the federal level.37 On the other hand, although lim-
ited in apparent reach, Title V lays the groundwork 
for a larger future role for the federal government in 
insurance regulation. The potential role of the FIO 
in expanding federal insurance regulation is the 
subject of the next section.

THE ROLE OF THE FIO IN EXPANDING 
FEDERAL REGULATION

Title V of Dodd–Frank—the “Federal Insurance 
Office Act of 2010”—creates the Federal Insurance 
Office, an office within Treasury. The FIO’s man-
date includes all insurance except medical, long-
term care, and federal crop insurance.38 The office 
acts “pursuant to the direction of the Secretary.”39 
The Treasury Secretary appoints the FIO director, 
but has limited ability to remove him from the posi-
tion.40 Dodd–Frank authorizes the FIO director—in 
carrying out its functions—to consult with state reg-
ulators, but the extent of that consultation is left to 
the director’s discretion.41 Dodd–Frank disclaims 
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any intention of making the FIO an insurance reg-
ulator or supervisor,42 and the FIO, too, disclaims 
such a role.43 Nevertheless, the FIO establishes a fed-
eral presence in the insurance industry. As Patricia 
McCoy points out, by bringing insurance experts 
into the federal government, the FIO makes a more 
active federal role in insurance likely.44

Functions of the FIO. The FIO plays an import-
ant role in influencing domestic and international 
insurance policy. The FIO director advises the Trea-
sury secretary “on major domestic and prudential 
international insurance policy issues.”45 The FIO is 
charged with seven broad responsibilities: (1) mon-
itoring the insurance industry,46 including identify-
ing systemically consequential regulatory gaps; (2) 
monitoring “access to affordable insurance prod-
ucts” for “traditionally underserved communities 
and consumers, minorities…and low- and moder-
ate-income persons”; (3) recommending insurers for 
FSOC designation; (4) helping to administer the Ter-
rorism Insurance Program; (4) playing a lead role 
in international insurance discussions and negotia-
tions; (5) determining whether state regulations are 
pre-empted by international prudential regulatory 
agreements; (6) consulting with states on national 
and international issues; and (7) carrying out “other 
related duties and authorities as may be assigned” by 
the Treasury Secretary.47

The FIO has a number of powers, which offer it 
substantial ability to affect the financial landscape. 
The FIO may collect information from insurers48 
and their affiliates;49 “enter into information-shar-
ing agreements”; “analyze and disseminate” the 
information it collects; and issue reports.50 Dodd–
Frank does not meaningfully limit the data that the 
FIO can collect. “Small” insurers are exempt from 
data collection, but the FIO determines what “small” 
means.51 Although Dodd–Frank requires the FIO 
to see if it can obtain the information in a timely 
manner from federal and state insurance regulators 
before collecting the information itself, the statute 
empowers the director to collect the information 
directly if he determines that the other regulator 
cannot provide the information on time.52

Dodd–Frank provides the director with subpoe-
na power to get the information—a power limited 
only by the requirement that he make a written 
finding that the FIO needs the information and has 
worked with other regulators to get it.53 Because 
affiliates of insurance companies are covered, the 
range of companies subject to this subpoena power 

is quite broad. Depending on the breadth and tim-
ing of the demands, such data requests could be 
extremely burdensome. The power to disseminate 
the information it collects may give the FIO lever-
age with other regulatory bodies, including state 
regulators, which may want access to the informa-
tion.54 The dissemination power also might give 
the FIO power to exert a substantive influence over 
insurers’ activities; an insurer might cease engag-
ing in certain activities—such as risk-based pric-
ing—if the company knows that the FIO plans to 
disclose the information. Nonpublic information is 
protected under the statute.55

The FIO plays a role in extending systemic reg-
ulation to insurance companies. The FIO’s direc-
tor serves as a nonvoting “advisory” member of the 
FSOC.56 In that capacity, the FIO director has acced-
ed to the insurance company designations under Title 
I of Dodd–Frank. Dodd–Frank also gives the FIO a 
coordinating role in the Federal Reserve’s stress test-
ing of designated insurers.57 Under Title II of Dodd–
Frank, the director, along with two-thirds of the Fed-
eral Reserve’s Board of Governors, can recommend 
that the Treasury Secretary make a systemic-risk 
determination with respect to an insurance com-
pany, or a company the largest subsidiary of which 
is an insurer.58 The Treasury Secretary can initiate 
the process by which the FIO and the board consider 
whether to make a recommendation, but absent a rec-
ommendation, the Secretary cannot make the desig-
nation.59 The right to assent to or block a determina-
tion is a significant power for the FIO director.

As developer of “Federal policy on pruden-
tial aspects of international insurance matters,”60 
the FIO’s role in international discussions is also 
important. Under Dodd–Frank, the FIO represents 
the United States at the IAIS, an organization of 200 
insurance regulators focused on fostering consis-
tent regulation and financial stability.61 At the IAIS, 
the FIO serves on the Executive and Financial Sta-
bility Committees and chairs the Technical Com-
mittee.62 In these capacities, the FIO is involved in 
discussions of great importance to the insurance 
industry, including methods for identifying glob-
al systemically important insurers, the initiative 
to establish common standards for the supervision 
of internationally active insurance groups (Com-
Frame), equivalency determinations under Europe’s 
Solvency II, and capital requirements for large 
insurers.63 The FIO could use international negoti-
ations to advocate regulatory approaches that are 
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dependent on consolidated supervision and uniform 
national standards, which may be easiest to achieve 
through federal regulation. Thus, the FIO’s interna-
tional work could help to shift the balance of regula-
tory power in the U.S.

The FIO is able to influence state insurance reg-
ulation by using its platform as in-house insurance 
expert for the federal government, representing the U.S. 
in international insurance discussions, exercising its 
information-collection and dissemination powers, and 
engaging in systemic regulation discussions pertain-
ing to insurance companies. Of particular importance, 
however, is the FIO’s pre-emption power.

FIO Pre-emption Power. Dodd–Frank allows 
the FIO director to pre-empt certain state insur-
ance laws and regulations. Specifically, the FIO may 
pre-empt prudential state insurance laws and regu-
lations that are inconsistent with an internationally 
negotiated covered agreement,64 and disadvantage 
insurance companies domiciled in foreign countries 
that are part of the agreement.65 Covered agree-
ments relate to equivalency determinations about 
prudential regulation of insurance or reinsurance.66 
The FIO is not authorized to pre-empt state mea-
sures governing “rates, premiums, underwriting, or 
sales practices”; “coverage requirements”; or state 
antitrust law and may not disturb Title X of Dodd–
Frank, which created the Bureau of Consumer 
Financial Protection.67 Thus, pre-emption is exclud-
ed in areas in which some have argued the federal 
government could play a positive role in paring back 
excessive regulation.68

In November 2015, the Treasury Secretary and 
the U.S. Trade Representative informed Congress of 
their intent to open covered agreement negotiations 
with the European Union.69 The stated objectives of 
the negotiations are (1) an equivalency determina-
tion by the EU for the U.S.; (2) EU recognition of the 
mixed state-federal insurance regulatory system; 
(3) facilitation of regulators’ cross-border informa-
tion exchange; (4) “nationally uniform treatment of 
EU-based reinsurers operating in the United States, 
including with respect to collateral requirements”; 
and (5) EU recognition of the equivalency of U.S. 
insurance and reinsurance solvency regimes.70 The 
Administration promised to allow state insurance 
regulators to play “a meaningful role during the cov-
ered agreement negotiating process.”71 State insur-
ance regulators, however, do not have a legislatively 
guaranteed seat at the table in this or any other cov-
ered agreement negotiation. The FIO is likely to use 

its pre-emption powers in connection with the fifth 
objective to override state reinsurance collateral 
regulations, which has already engendered concerns 
among state regulators.72

The pre-emption process is unlikely to be used 
frequently because it is cumbersome. Once a covered 
agreement is in place, to effect a pre-emption, the 
FIO must notify the affected state and the U.S. Trade 
Representative and publish a notice and request for 
comment in the Federal Register.73 If the director 
decides to proceed with the pre-emption, he must 
notify the state and Congress, and allow at least 
30 days for the pre-emption to take effect so that 
the state can take action to eliminate the need for 
pre-emption.74 After pre-emption, consumers must 
be protected in a “substantially equivalent” manner 
to that afforded by the pre-empted state measure.75 
The FIO pre-emption determinations are subject to 
the Administrative Procedure Act and de novo judi-
cial review.76 Despite these procedural protections, 
the pre-emption power is nevertheless a substantial 
power for a federal government official to wield uni-
laterally. Moreover, although the pre-emption power 
is now limited to matters implicating covered agree-
ments, it could expand over time.77

The FIO and Future Federalization. On bal-
ance, the FIO seems to envision further federaliza-
tion in the future. One of the FIO’s major initial proj-
ects was a report to Congress “on how to modernize 
and improve the system of insurance regulation in 
the United States.”78 Among the topics for consid-
eration were the merits and drawbacks of federal 
insurance regulation.79 While the modernization 
report handles the federalization issue delicately, 
read as a whole, the report raises the possibility that 
federalization and the FIO role will grow over time.

Generally, although the modernization report 
highlights potential benefits from federalization, it 
does not answer the federalization question defin-
itively.80 The FIO points out that federal insurance 
regulation could lower costs for insurance compa-
nies and their consumers and provide uniformity, 
which, in turn, would facilitate oversight and inter-
national negotiations and reduce opportunities for 
regulatory arbitrage.81 The report balances these 
points with the lukewarm concession that the “lim-
itations inherent in a state-based system of insur-
ance regulation, however, do not necessarily imply 
that the ideal solution would be for the federal gov-
ernment to displace state regulation completely.”82 
(Emphasis added.) After all, the report continues, 
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insurance products have a local character, and cre-
ating a federal insurance regulator would be “a sig-
nificant undertaking.”83

The FIO modernization report identifies a role for 
the federal government in some areas. The report 
calls for immediate federal involvement in sever-
al areas, including federal standards for mortgage 
insurers,84 and FIO participation in supervisory 
colleges for national and international insurers.85 
The FIO contends that its participation in super-
visory colleges would “not only strengthen the U.S. 
system of insurance regulation but also support the 
global credibility of the U.S. insurance industry.”86 
The FIO’s direct, insurer-specific engagement with 
insurance supervisors also would give the FIO a qua-
si-regulatory role, which is a substantial step toward 
federalized insurance supervision.87 The FIO also 
has suggested a possible federal role in the consoli-
dated supervision of global insurers.88

The FIO attempts—in the modernization report 
and otherwise—to nudge state insurance policy 
toward greater national uniformity and toward 
achieving policy objectives favored by the FIO. The 
FIO can offer a valuable outside perspective on 
state insurance policy,89 but its recommendations 
could subtly displace state regulators’ independent 
decision making. The FIO’s recommendations may 
not be superior to state regulators’ decisions, par-
ticularly because the FIO is not accountable to pol-
icyholders.90 The FIO modernization report recom-
mends that states take particular actions, including 
imposing character and fitness requirements on 
insurers’ officers and directors and adopting the 
NAIC’s model suitability regulation for annuity 
transactions.91 The FIO’s 2015 annual report notes 
the slow adoption of the model standard since the 
modernization report’s publication and suggests 

“[i]n the absence of more uniform adoption and 
implementation of the Model Suitability Regula-
tion, federal authorities should consider appropri-
ate action.”92 In the annual report, FIO “encourag-
es state insurance regulators to assess the current 
[risk-based capital] approach and explore appro-
priate ways to increase incentives for infrastruc-
ture investments by insurers, an objective consis-
tent with the Administration’s broader support for 
infrastructure investment.”93 It also urges state 
regulators to “assess whether marital status is an 
appropriate underwriting or rating consideration” 
or whether it unfairly penalizes “consumers [who] 
opt not to marry, or are divorced or widowed.”94 

The annual report similarly asks state regulators 
to reconsider allowing automobile insurers to use 
gender as an underwriting criterion, particularly 
given complexities associated with gender identi-
ty.95 In the area of cybersecurity, the FIO recom-
mends that state regulators “develop, adopt and 
uniformly implement examination standards for 
insurer cyber security that are consistent across 
all states and which comply with best practices for 
oversight of financial institutions.”96

Although not mandates, these recommendations 
relate to areas previously secured in the province 
of states. Moreover, the FIO suggests future federal 
involvement if the states do not conform to the 
recommendations.97 The FIO can also influence 
state regulation through its collaboration with state 
regulators on pilot programs related to reforms of 
rate regulation.98

Once a bureaucracy is established, its tendency is 
to expand,99 and the FIO has identified a number of 
areas in which it might expand. As it identifies areas in 
which states are falling short, the FIO is likely to seek 
a more active role for itself in shaping insurance policy.

OTHER COMPONENTS OF TITLE V
In addition to creating the FIO, Title V addresses 

surplus lines (also known as non-admitted insurance) 
and reinsurance. Surplus lines enable customers 
to obtain coverage “for risks that are not adequate-
ly insured by insurers licensed to do business” in 
their state, and may cover property in more than one 
state.100 Dodd–Frank sought to streamline and bring 
uniformity to the taxation, regulation, purchase, 
and broker licensing in connection with surplus line 
insurance.101 As of December 2013, according to the 
FIO, “states have not fulfilled this vision.”102 Title V 
likewise tried to rationalize the regulation of rein-
surance by placing (1) regulatory responsibility over 
reinsurance contracts and the decision of whether to 
credit reinsurance with the home state of the insur-
er purchasing the reinsurance and (2) sole regulatory 
responsibility for a reinsurer’s financial stability with 
the home state of the reinsurer.103 These provisions 
apply only to NAIC-accredited states or those with 

“substantially similar” requirements.104

The purpose of these sections of Dodd–Frank is 
to provide certainty and consistency in areas where 
there has been confusion. Although these provisions 
leave some implementation questions unanswered, 
they have begun the process of resolving long-stand-
ing jurisdictional conflicts. Repealing them would 
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reintroduce uncertainty. In fact, these provisions 
could be supplemented by additional efforts to bring 
certainty to insurance regulation, a subject that the 
next sections will discuss.

CURRENT SYSTEM OF  
STATE-BASED REGULATION

Insurance regulation has historically relied 
on separate regulatory infrastructures in each 
state, but coordination among states has increased 
over time. State insurance regulation may include 
requirements such as licensing, adherence to sol-
vency standards, pre-approval of form and rate 
changes, and compliance with underwriting and 
rate-setting limitations and market conduct stan-
dards.105 State regulators monitor solvency through 
a system of risk-based capital.106 One state typically 
takes the lead in monitoring an insurer’s financial 
status. If there is an insolvency, policyholders are 
protected through state guaranty funds adminis-
tered by nonprofit, state-level, insurance-line-spe-
cific entities that are typically funded by ex-post 
assessments on other insurance companies licensed 
in the state.107 State insurance regulators have devel-
oped a deep expertise in insurance regulation and 
have increasingly worked with one another through 
the NAIC and supervisory colleges to improve insur-
ance regulation nationwide.

The state-based insurance regulatory system poses 
a number of difficulties. Insurance companies, unlike 
other financial services companies operating across 
state lines, must be licensed in each state in which 
they operate.108 The duplication of regulatory effort 
and prescriptive nature of regulation translates into 
higher prices and fewer product offerings for, and less 
responsiveness to, consumers.109 It is not clear that 
consumers benefit.110 Does a consumer really need her 
insurance company and its products to be approved 
by a regulator in her own state? Would she be better 
off if she also had access to insurers and products reg-
ulated elsewhere? State regulation serves as a barrier 
to competition.111 Moreover, the lack of a single voice 
in insurance has made U.S. participation in interna-
tional insurance discussions difficult.112 State regula-
tors—along with their federal counterparts—do not 
have an impeccable track record.113

Efforts at increasing national uniformity, mak-
ing international negotiations easier, and lower-
ing barriers to entry and duplication of effort have 
had mixed success in the context of the state-based 
system. The NAIC, which has existed for nearly a 

century and a half, brings state insurance regulators 
together to address issues of common concern, facil-
itate information sharing, promulgate best-practice 
standards and model laws, provide training, and 
coordinate supervisory efforts.114 Often prompted by 
the threat of federal action, the NAIC has increased 
uniformity across and cooperation among states.115 
States, however, retain their independent legisla-
tive and regulatory authority and are free to ignore 
NAIC recommendations and standards.116

As the next section will show, Dodd–Frank does 
not offer an effective answer to the problems associ-
ated with state-based insurance regulation.

ALTERNATIVES TO DODD-FRANK’S 
BACKDOOR FEDERALIZATION

For years there has been a vibrant debate about 
what role federal regulators should play in insur-
ance regulation. Participants in the debate have 
highlighted the costs and benefits associated with a 
greater federal role.117 Calls for more federalization 
have been driven by concerns about the expense 
and inefficiency of state regulation, a belief that a 
national insurance market needs a national regu-
lator, the failures of state regulators, the need for 
a consistent international voice in insurance regu-
lation, and—most recently—financial stability con-
cerns.118 Others have argued that the state regula-
tory system works well and should remain intact.119 
Dodd–Frank complicates the debate by increasing 
federalization without definitively embracing it.

Dodd–Frank retains the state-by-state system, 
but adds a layer of federal regulation. This system 
preserves problematic aspects of state regulation; 
adds uncertainty through the FSOC’s designation 
powers; gives substantial supervisory power over 
insurance to the inexperienced and overextended 
Federal Reserve; and, in the FIO, creates a foothold 
and an advocate for an increasing federal role in 
insurance regulation. As one industry observer said 
of pre-Dodd–Frank efforts to federalize undesirable 
parts of state regulation, “[t]hat insidious approach 
to a patchwork system of shared regulation, unfet-
tered by serious regulatory policy discussion, is prob-
ably the worst of all possible alternatives.”120 Dodd–
Frank has added new complexities, uncertainties, 
and redundancies by charging federal regulators 
with operating alongside—and sometimes in com-
petition with—the existing state regulatory system.

Rather than continue with the post-Dodd–Frank 
hybrid, policymakers may want to take a more 
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comprehensive look at insurance regulation. Two 
alternatives are described briefly below, but these 
and other options warrant more careful consider-
ation as part of an effort to improve the effectiveness 
and efficiency of insurance regulation.

Federal Charter Alternative to Backdoor 
Federalization. One alternative to Dodd–Frank’s 
backdoor federalization is an explicit embrace of 
federal regulation through the adoption of a federal 
chartering regime for insurance companies. Insur-
ance companies chartered at the federal level would 
be able to offer insurance products in any state. A 
conscious decision for a federalized insurance 
regulatory regime—as opposed to Dodd–Frank’s 
indirect embrace of a federalized scheme—would 
require policymakers to engage in careful delibera-
tion about the many difficult issues associated with 
transitioning to and operating a federal system.

Federal chartering could be optional for all 
insurance companies or mandatory for a sub-
set. Federal chartering has long been a topic of 
discussion in policy circles.121 Many view it as an 
opportunity to modernize insurance regulation 
and improve its efficiency and efficacy.122 Advo-
cates contend that a federal charter would be more 
appropriate than a state charter for nationally and 
internationally active insurance companies.123 
They maintain that insurance companies are at a 
competitive disadvantage because other financial 
services companies, such as banks, can avail them-
selves of a federal charter and federal pre-emp-
tion.124 Optional federal chartering, based on the 
bank regulatory model, would give insurers the 
choice of a state or federal license.125 A mandatory 
federal charter for insurance companies operating 
in multiple states is an alternative approach that 
would ensure that the federal government exer-
cised regulatory authority over multistate insur-
ers—a more predictable alternative to the unevenly 
applied FSOC designations.

A federal insurance regulator could bring uni-
formity, consolidated supervision, and cost reduc-
tions for insurers and their customers. A dedicated 
federal regulator could also facilitate U.S. insurers’ 
functioning in the international marketplace. The 
federal charter therefore would effectively address 
financial stability concerns and provide a single 
national voice in international insurance discus-
sions. Policymakers would have to rethink the role 
that state guaranty funds would play in a federal 
system. One cost to be weighed in connection with 

federal regulation is the inevitable pressure for an 
accompanying federal guaranty.126

If the federal charter route were chosen, the FIO 
could be converted into a politically balanced indepen-
dent insurance commission outside the Treasury.127 
Its members would be presidentially nominated and 
Senate-confirmed. It could charter, regulate, and 
supervise insurers. Removing the Federal Reserve’s 
powers over insurance SLHCs and FSOC-designated 
insurers would be a necessary complement to a federal 
charter approach in order to avoid duplicative federal 
effort.128 The federal approach would leave the state 
system intact, as many insurance companies would 
not be covered by the federal regime.

State-Based Competitive Approach to Insur-
ance Regulation. A different alternative to Dodd–
Frank’s uncomfortable mix of state and federal reg-
ulation would be a state-centric approach that allows 
an insurer chartered, regulated, and supervised by 
one state to provide insurance in any other state. 
There is no reason to assume that federal regula-
tors will be better at insurance regulation than their 
more experienced state counterparts.129 A state-cen-
tric approach also would erode the expectations 
of federal bailouts of insurance companies, which 
accompany federal regulatory regimes.130 Moreover, 
as Professors Martin Grace and Robert Klein point 
out, “the scope and design of insurance regulatory 
policies is probably more important than wheth-
er authority resides with the federal government 
or with the various states.”131 Accordingly, instead 
of building a new federal regulator, this approach 
would rely on existing regulators.

A state regulatory approach could be based on a 
proposal made by Professors Henry Butler and Larry 
Ribstein.132 Specifically, Butler and Ribstein would allow 
insurance companies to choose a state regulator and 
the law that would govern their insurance policies: 

“Insurers would get a single state charter under which 
they could do business everywhere. That state would 
both regulate solvency and provide the relevant guar-
anty fund.”133 Professor Scott Harrington similarly has 
suggested “allow[ing] insurers to choose a ‘primary 
state’ for the purpose of rate, form, and possibly a 
number of other types of regulation and allow them 
to operate in all other states where they are licensed 
(‘secondary states’) without having to meet the cor-
responding requirements in those states.”134

The state-based competition approach has prec-
edent. States compete based on the quality of their 
laws for corporate charters.135 A single state-based 
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licensing model also has precedent in the European 
passport approach, which allows companies licensed 
in one European country to operate in others.136

A state-based system would enable states to try 
different regulatory methods. The regulatory diver-
sity associated with a state-based model would facil-
itate comparisons of different approaches, but could 
also be better from a financial stability perspective. 
As former insurance regulator Therese Vaughan 
cautions, “uniformity is efficient, but it can be effi-
ciently and catastrophically wrong.”137 Under the 
current system, states guard their profitable insur-
ance regulatory franchises.138 The new approach 
would reward states that develop efficient regulato-
ry systems with insurance revenue. The European 
experience suggests that a state competition model 
might generate pressure for minimum nationwide 
standards to ensure that no state was able to woo 
insurers with a less rigorous regulatory model.139

Rather than relying on uniform minimum stan-
dards, however, a state-based approach could rely 
on insurance companies to monitor state regulators. 
Insurance companies likely would avoid states with 
costly regulatory regimes, but they would also shy 
away from cheap, yet ineffective, regimes. Insurers 
are currently exposed to one another through guar-
anty funds,140 and this exposure could be heightened 
under a state-based model by requiring the guaranty 
fund of the chartering state to cover all policyhold-
ers regardless of where they live,141 and eliminating 
the ability that many states afford for insurers to off-
set guaranty fund contributions against their pre-
mium tax bills.142 Moreover, insurance companies 
in need of a regulator that will pass muster with for-
eign countries would press states to develop effec-
tive, but reasonable regulatory regimes. As suggest-
ed by Ribstein and Butler, a more creative element of 
the approach could be a requirement that insurance 
companies “issue solvency bonds that default if the 
state guaranty fund fails.”143 Not only would these 
bonds—the prices of which would reflect market 
participants’ assessment of the efficacy of the rele-
vant state’s regulatory system—help to push states 
toward the right level of regulation, they would pro-
vide valuable information to the broader market.144

Under this state-based approach, the federal pres-
ence in insurance regulation could be limited. The 
FIO could be eliminated, or its powers pared back 
substantially. The Federal Reserve would shed its 
insurance supervisory responsibilities. The FSOC’s 
power to designate insurance companies for Federal 

Reserve supervision would be eliminated as coordi-
nation issues across multiple state insurance regu-
lators would be minimized. To address the systemic 
concerns that motivated Dodd–Frank’s designation 
framework, states could condition a state charter 
on the ability to monitor and exert some degree of 
regulatory authority over the actions of an insurer’s 
affiliates.145

CONCLUSION
Dodd–Frank adds to the complexity of the insur-

ance regulatory framework without enhancing stabil-
ity or augmenting consumer protection. The statute 
layers a new federal insurance bureaucracy—compris-
ing the FSOC, the Federal Reserve, and the FIO—on 
top of the existing state regulatory framework. The 
FSOC and the Federal Reserve now are important fac-
tors in shaping the insurance regulatory landscape. 
Although the FIO’s powers seem limited at first glance, 
they offer the federal government a base from which 
to exert expanding control over insurance regulation. 
The result is a combination of undesirable features 
from the pre-existing state insurance regulatory sys-
tem and the new Dodd–Frank regime. Insurers con-
tinue to have to deal with multiple states, and con-
sumers bear the cost of state and federal regulation. 
The FSOC takes an expansive approach in designating 
insurers. The Federal Reserve brings little insurance 
expertise and a bank-centric approach to its increasing 
role as an insurance regulator. The FIO has authority 
to pre-empt state law, impose uniform standards of 
its choosing on states, and subject insurers and their 
affiliates to additional reporting burdens. The intensi-
fied federal presence in insurance regulation is likely 
to reinforce the expectation in the minds of insurers’ 
customers and counterparties, which was created by 
the AIG rescue, that the federal government will step 
in to rescue an insurer that fails on its watch. Such 
assumptions are bolstered by Title II of Dodd–Frank.

A better approach would replace Title V’s back-
door federalization either with an open, considered 
embrace of federal insurance regulation through 
federal chartering and the creation of a dedicated 
federal insurance regulator, or with a competitive 
state-based regulatory model. As the flaws of Dodd–
Frank’s mixed approach become more evident, each 
of these possible alternative approaches merits more 
extensive analysis by academics and policymakers.

Any views expressed here are those of the author, 
not necessarily of The Heritage Foundation.
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T itle VI—Improvements to Regulations of Bank and Savings Association Holding Companies and Depository Institutions—
has as a stated objective to improve the regulation of depository institutions. Sections 606 and 607 of Title VI call for 

bank holding companies (BHCs) to be “well capitalized,” rather than “adequately capitalized.” If Dodd–Frank stopped 
here, perhaps we would have had the foundation for what might have served as a sound framework for the regulation of 
depository institutions.

However, like much of Dodd–Frank, Title VI 
reflects a reversal of what Fischer Black, Merton 
Miller, and Richard Posner described when they 
noted that a “striking and heartening development 
in banking regulation in the last decade has been a 
movement away from exclusive preoccupation with 
bank-asset safety and toward greater awareness 
of the benefits of competition.”1 They were speak-
ing of the increase in national bank charters, the 
increasing number of activities banks were allowed 
to engage in by comptrollers of the currency, and tol-
erance for BHCs as a way of circumventing onerous 
state branch-banking laws. Title VI attempts to fix 
perceived, perhaps even misdiagnosed, problems 
during the most recent crisis, rather than address-
ing the source of the historically fragile design of U.S. 
banks, which explains the large number of banking 
crises throughout U.S. history.

WHY THERE ARE CRISES
Charles Calomiris and Stephen Haber,2 as well 

as Michael Bordo and two co-authors,3 document 
how, in the U.S., populist politicians and small bank 
interests have historically colluded from the outset 
to pass laws preventing not only branch banking but 

also interstate banking. These restrictions made U.S. 
banks fragile. Until the recent crisis, banking cri-
ses, including the Great Depression, fit this pattern, 
whereby a large number of small banks would fail 
because they were largely prohibited from diversi-
fying regional shocks through branching and inter-
state banking.

Calomiris and Haber, as well as Bordo and co-au-
thors, point out that frequent banking crises are not 
inevitable. They point to the Canadian banking sys-
tem, which, since confederation in 1867, has relied 
on a system of large national banks that operate 
from coast to coast, and has never experienced a sys-
tem-wide crisis. That is despite the fact that Canada 
only founded the Bank of Canada in 1935, and only 
created the Canadian Deposit Insurance Corpora-
tion in 1967. For comparison, Calomiris and Haber 
list a total of 10 crises from 1867 to the present in the 
U.S., which averages almost one every 15 years.4

The most recent crisis appears to break that 
pattern. At first glance, the crisis seemed concen-
trated among large banks rather than small banks. 
However, rather than bank size, the most recent 
crisis reflects the spectacular crash of the market 
for tranches (that is, bonds) of structured-finance 

CHAPTER 8  
No Need for Title VI with  
Simpler, Higher Capital  
Stephen Matteo Miller and J. W. Verret
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collateralized debt obligations (CDOs), which are 
structured products backed by tranches of residen-
tial mortgage-backed securities (MBS) and home-
equity-loan-backed securities.

To examine why structured-finance CDOs are 
at the heart of the recent crisis, Larry Cordell, Yilin 
Huang, and Meredith Williams reconstruct 727 
deals between 1999 and 2007, valued at roughly $641 
billion.5 They find that the expected losses on the 
original structured-finance CDO issuance equaled 
$420 billion, roughly 65 percent of the original value. 
Expected losses were even higher for CDOs issued in 
2006 and 2007. Isil Erel, Taylor Nadauld, and René 
Stulz show that while bank holdings of CDOs were 
largely unknown, they can reconstruct a measure of 
highly rated, private-label MBS tranches from BHC 
data that behaves much like alternative measures 
they construct, which include estimates of bank 
CDO tranche holdings.6 Erel, Nadauld, and Stulz 
estimate that average on-balance-sheet holdings 
of private-label asset-backed securities, MBS and 
CDO tranches, across all bank holding companies 
in their sample equaled 5 percent in 2006 (6.6 per-
cent if including off-balance-sheet items). However, 
some banks had higher exposures, such as Citigroup, 
where holdings on- and off-balance sheet reached 
10.7 percent. Erel, Nadauld, and Stulz illustrate how 
this situation could be problematic for Citigroup, 
which had an equity capital-to-total asset ratio 
equal to 6.3 percent. A hypothetical loss of 60 per-
cent on the highly rated tranches (roughly equal to 
Cordell, Huang, and Williams’s historical average) 
would effectively wipe out the equity capital.

Erel, Nadauld, and Stulz examine a number of 
competing hypotheses to explain why banks held 
so many highly rated private-label MBS and struc-
tured-finance CDO tranches. They find evidence 
that banks that securitized loans held more highly 
rated tranches, to signal to buyers that they stood 
by their products, but find no evidence that other 
factors, such as option-like features of executive 
pay, or poor risk-management practices, explained 
those holdings.

Erel, Nadauld, and Stulz also examine whether 
the Recourse rule7 explained bank holdings of those 
highly rated, private-label tranches. To understand 
the rule change, while perhaps not the primary con-
cern, the Recourse rule, finalized in late 2001, low-
ered risk weights for bank holdings of private-la-
bel MBS and structured-finance CDOs from 100 
percent to 20 percent for AAA-rated and AA-rated 

tranches. Translating the change in risk weights 
into a change in capital requirements, bank capital 
requirements on these holdings would have fallen 
from 8 percent to 1.6 percent. For A-rated tranch-
es, the risk weights fell from 100 percent to 50 per-
cent, which means that bank capital requirements 
on these holdings would have fallen from 8 percent 
to 4 percent. Erel, Nadauld, and Stulz test whether 
banks that increased their leverage following the 
Recourse rule increased their holdings of the high-
ly rated, private-label tranches, but find no evidence 
that leverage-seeking explained the holdings.

Stephen Matteo Miller8 uses Erel, Nadauld, and 
Stulz’s measure of highly rated private-label MBS 
tranches and finds that in the run-up to the crisis, some 
banks tilted their portfolios toward the highly rated 
tranches after the Recourse rule. Banks with greater 
holdings of the highly rated tranches, ceteris paribus, 
were much closer to default by the time of the crisis in 
2008, while official measures of bank complexity and 
thresholds for bank size (for example, $50/$250 bil-
lion in total assets) were unrelated to default. In short, 
while commercial banks experienced the same distress 
as some investment banks and insurance companies 
during the recent crisis, the distress in commercial 
banks presented an additional challenge arising from 
insured deposits, and the potential for taxpayers to be 
on the hook if many banks failed.

HOW CAPITAL REQUIREMENTS  
CAN LESSEN CRISES

To see how higher capital helps address the bank-
ing crisis, Michel Crouhy and Dan Galai9 exam-
ine how banks have to make decisions concerning: 
(1) capital structure, which consists of how banks 
choose deposits and equity (assuming no additional 
debt for simplicity) to fund their loan origination and 
investments; and (2) capital requirements. While 
much has been written about capital requirements 
since their study, a key feature of their framework 
is their comparison of an unregulated banking sys-
tem versus a banking system with regulatory capital 
requirements and government-insured deposits.

Crouhy and Galai show that in their hypothetical 
unregulated market, there is no optimal capital struc-
ture. In their approach, while equity starts out as a 
source of funding, once issued, it measures the differ-
ence between the bank’s assets and liabilities. Both 
the numerator and denominator of the equity-to-as-
set ratio fluctuate such that when asset values change, 
the equity measure changes along with it. That means 
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the equity-to-asset ratio provides no information 
about solvency, at least not until it hits zero.

Under these conditions, as the capital structure 
varies, so does the interest rate paid to depositors. 
For instance, for a given amount of asset risk, the 
higher the equity capital, the lower the likelihood of 
the bank’s default, so the bank can offer lower rates 
to depositors, since they are now exposed to less 
default risk. Alternatively, for a given equity-capi-
tal-to-asset ratio, the lower the asset risk, the lower 
the interest rate the bank should offer. This outcome 
changes with the addition of government-deposit 
insurance, which through the guarantee means that 
depositors should earn a lower (risk-free) interest 
rate, and now the government insurer, and possibly 
the taxpayer, assumes bank-default risk.

Under these conditions, which better character-
ize the current regulatory environment, the capital 
structure should vary with the insurance premium 
paid to the deposit insurer, as is currently practiced. 
For instance, for a given amount of asset risk, the 
higher the equity capital, the lower the likelihood 
of the bank’s default, so the bank pays a lower pre-
mium to the deposit insurer, reflecting the lower 
default risk. Alternatively, for a given equity-capi-
tal-to-asset ratio, the lower the asset risk, the lower 
the premium that the bank pays to the deposit insur-
er. The unregulated and regulated banking scenar-
ios provide useful intuition, but additional issues 
arise with the implementation of regulatory capi-
tal requirements.

TOWARD BANK CAPITAL  
ADEQUACY STANDARDS

Current capital adequacy standards focus atten-
tion on the holding company. Yet, Black, Miller, and 
Posner,10 like Paul Kupiec in Chapter 4 of this book, 
suggest that within the context of the regulation of 
bank holding companies, higher capital require-
ments at the level of a banking subsidiary rather than 
the holding company provide a sound, less-onerous 
framework for regulating banking. Alternatively, 
Black suggests that bank regulation might simply 
entail a “dollar-for-dollar” rule, whereby for every 
dollar of deposits that a bank creates, it must have 
at least an additional dollar of capital, comprised of 
long-term bonds and/or stock measured at market 
value.11

The benefits of this latter proposal lies in the 
fact that measuring capital at market value would 
help foster market discipline. For instance, Mark 

Flannery and Emanuela Giacomini argue12 that 
book measures of equity, which have long been 
embedded in holding company bank regulatory cap-
ital requirements, (1) do not reflect loss-absorbing 
capacity at banks; (2) lag behind market values; and 
(3) can be manipulated by accountants. On the latter 
point, Harry Huizinga and Luc Laeven show13 how 
bank accounting discretion during the recent crisis 
helped banks appear less distressed than they actu-
ally were.

A potential problem with the proposal to measure 
capital-at-market value could be that bank hold-
ing company shares are traded, while bank shares 
often are not.14 Making this work might entail mov-
ing away from using the holding company as a ref-
erence point for regulation and instead focusing on 
banks themselves.

Shifting the focus of bank regulation from hold-
ing companies and toward banks may make sense 
now. As Randall Kroszner and Philip Strahan15 and 
Calomiris and Haber,16 point out, the holding compa-
ny was initially created as a way to facilitate branch-
ing in states where regulations prevented branching, 
although it did not cover interstate banking. Calo-
miris and Haber also observe that the Garn–St. Ger-
main Depository Institutions Act of 198217 allowed 
banks, not just holding companies, to acquire failed 
banks in any state. With that, states began entering 
into regional and national reciprocal arrangements, 
which effectively allowed interstate banking. The 
subsequent Riegle–Neal Interstate Banking and 
Branching Efficiency Act of 199418 facilitated inter-
state banking through the holding company.

The BHC, therefore, may once have served a pur-
pose to lower transaction costs for banks that were 
prohibited from taking advantage of the benefits of 
branching. The growing regulatory burden arising 
from Dodd–Frank means that, ultimately, there 
may be a point where the business and regulation of 
banking can be done more effectively through banks 
rather than holding companies, and where regula-
tion entails simpler, higher capital requirements.

DEFINING SIMPLER, HIGHER  
CAPITAL REQUIREMENTS

Simpler capital requirements imply eliminating 
the so-called risk weighting inherent in Basel cap-
ital adequacy standards, and reverting to simpler 
measures, such as the leverage ratio. Higher capital 
requirements address the problem of bank insolven-
cy risk and potentially bank runs.19
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We offer no single suggestion for how high cap-
ital requirements should be, but Will Gornall and 
Ilya Strebulaev have shown20 that merely doubling 
capital requirements from 8 percent to 16 percent 
might eliminate roughly 90 percent of bank default 
risk, while Anat Admati and Martin Hellwig have 
suggested21 a 20 percent to 30 percent capital buf-
fer, comprised of long-term debt and equity, but 
offer no guidance on that level except that much 
higher capital might be preferred. Alternatively, 
Black suggests a simple “dollar-for-dollar” rule.22 
This proposal would likewise imply eliminating the 
Basel-type risk weights, and would mean that in 
addition to standard deposits, banks would have to 
seek funding from bond and equity markets, where 
capital (comprised of long-term bonds and stock) 
would be measured at market value. Black’s “dol-
lar-for-dollar” proposal therefore shifts the discus-
sion from one where the bank has to raise capital to 
back assets to one where a bank has to raise capi-
tal to back deposits. In any case, the composition of 
capital also matters.

Black, Miller, and Posner23 argue that the appro-
priate composition of capital might depend on the 
aims of the regulation. If the aim is to protect depos-
itors (their preferred aim), the composition of cap-
ital matters little—except to the extent that more 
equity, rather than various forms of debt and their 
associated bankruptcy costs, would mean that there 
is more left for depositors in the event of a bank fail-
ure. However, if the aim is to prevent bank failures, 
a tilting of the composition of capital toward debt 
would not be desirable, since that would increase 
leverage. In contrast, Kupiec suggests raising capital 
in the form of bonds at the banking subsidiary level 
as part of a broader solution to end the “too-big-to-
fail” problem, since shares for banks within holding 
companies may not trade. With these alternatives 
in mind, we now turn to how simpler, higher capital 
requirements obviate the need for much of Title VI.

SIMPLER, HIGHER BANK-CAPITAL 
REQUIREMENTS OBVIATE NEED  
FOR TITLE VI

As observed, Black, Miller, and Posner argue that 
capital requirements offer a lower-cost alternative 
to overseeing holding company activities. Yet, Title 
VI fails to acknowledge that simpler, higher capi-
tal requirements can foster the stability within the 
financial system, at least for depository institutions, 
that many sections of Dodd–Frank seek to address 

by controlling banking activities through more 
onerous bank regulation.

For instance, Section 604, subsection (d) seeks 
to prevent mergers if regulators deem the merg-
er to increase system-wide risk; financial holdings 
companies must also gain permission if they seek to 
acquire a firm with more than $10 billion in assets. 
However, simpler, higher bank, rather than holding 
company, capital requirements, whether to protect 
depositors or prevent bank failures, would mean 
that the banking subsidiary can function even in the 
event of a failed holding company.

Section 605 calls for regulatory oversight of 
non-banking subsidiaries by bank regulators. As 
Hester Peirce points out in Chapter 7 of this book, 
the Federal Reserve has dramatically increased its 
regulatory scope, even as Black, Miller, and Posner 
have observed that supervising non-banking subsid-
iaries would be unappealing. Raising capital require-
ments for the banking subsidiary offers a lower-cost 
alternative to lessen the likelihood of either deposi-
tor losses or bank failures.

Sections 610 and 611 attempt to restrict deriva-
tives activities, while Sections 614 and 615 attempt 
to limit transactions with insiders. Here again, since 
simpler, higher bank, rather than holding company, 
capital requirements lessen the likelihood of either 
depositor losses or bank failures, these sections of 
Title VI seem to be more costly to implement.

The proposal to establish capital requirements 
for the banking subsidiary rather than for the hold-
ing company stands in sharp contrast to the “source-
of-strength” doctrine endorsed by Section 616. Sec-
tion 616 may help preserve the holding company, 
but that does not mean the benefits of a financially 
sound holding company will extend to the bank-
ing subsidiary.

Section 620 calls for the scrutiny of bank invest-
ments. Miller (2015) shows that the de facto lowering 
of regulatory capital requirements for highly rated, 
private-label tranches following the Recourse rule 
may help explain why banks increased their hold-
ings of the very assets that experienced catastroph-
ic losses during the crisis. This explanation should 
speak for simpler and higher capital requirements, 
rather than greater scrutiny of bank investments.

Section 622 calls for limiting any financial 
institution from having liabilities that exceed 10 
percent of the entire financial system’s liabilities. 
This section suggests a size threshold exists, 
beyond which banks suddenly become riskier. 
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However, Miller shows24 that while bank holdings 
of private-label structured-product tranches might 
explain which banks were closer to default, official 
measures of bank complexity and thresholds for 
bank size did not.

In the context of interstate mergers, Section 
623 places a limit on banks such that they may not 
exceed 10 percent of the entire banking system’s 
deposits. Since bank size alone does not explain the 
crisis, the focus on placing limits on bank size is at 
best arbitrary.

THE VOLCKER RULE VS. SIMPLER, 
HIGHER CAPITAL REQUIREMENTS

Section 619 of the Dodd–Frank Act, termed the 
“Volcker Rule,” as it was adopted at the suggestion 
of former Federal Reserve Chairman Paul Volck-
er, restricts banks or their affiliates from spon-
soring or investing in hedge funds or private-eq-
uity funds, and prohibits banks from engaging in 
so-called proprietary trades (for instance, short-
term trades intended to profit from the differ-
ence in the purchase and the sale price). There are 
a number of exemptions adopted by the statute 
and defined by way of an extensive rulemaking, 
including exemptions for market making and for 
hedging activities.

Market making helps to alleviate market panics 
and provides liquidity to markets that are otherwise 
infrequently traded. A market maker can also assist 
with execution of large block trades off exchange and 
thereby minimize the price impact of the large trade. 
Market makers are responsible for most trading in 
government and corporate bonds.

An Oliver Wyman study found25 that there were 
37,000 unique corporate bonds outstanding in the 
U.S. market with a value of $7 trillion. The extent 
to which corporate bonds are issued in individual 
tranches with a wide diversity of terms and maturi-
ty dates results in a market that is quite fragmented, 
and thus means it is far less regularly traded than 
the typical company’s equity securities. Due to the 
low average trading volume for corporate bonds, 
market makers who stand ready to facilitate trades 
play a vitally important role. Market makers provide 
liquidity, which effectively means that they stand 
willing to buy or sell securities even during crisis 
conditions. The presence of market makers in the 
corporate bond market helps to reduce the cost of 
issuing securities and provides benefits to both issu-
ers of, and investors in, corporate bonds.

Yet Darrell Duffie suggests that, as unintended 
consequences of the Volcker rule:

investors would experience higher market 
execution costs and delays. Prices would be 
more volatile in the face of supply and demand 
shocks. This loss of market liquidity would 
also entail a loss of price discovery and higher 
costs of financing for homeowners, municipal-
ities, and businesses….

The financial industry would eventually adjust 
through a significant migration of market 
making to the outside of the regulated bank 
sector. This would have unpredictable and 
potentially important adverse consequences 
for financial stability.26

The findings of Tobias Adrian and his co-authors 
suggest27 that Duffie’s first unintended consequence 
has not happened; they do, however, conclude that there 
may have been a shift into the non-banking sector. All 
told, the final impact of the Volcker Rule on the corpo-
rate debt market will take time to manifest and to be 
measured, particularly given that the final rule was 
only recently adopted and that the rule has a multi-
year implementation schedule going forward. However, 
the fact that much activity has migrated elsewhere in 
the financial system suggests that the Volcker Rule has 
imposed costs in a way that has significantly altered 
this segment of the financial system.

As is true for many other sections of Title VI, an 
alternative to the onerous Volcker Rule would be 
simpler and higher capital requirements applied 
to banking subsidiaries, rather than at the holding 
company, to lessen the likelihood of either deposi-
tor losses or bank failures. A first best solution might 
even entail a repeal of the Volcker Rule.

Alternatively, the Volcker Rule might also be 
amended to more closely adhere to congressional 
intent in originally requiring exemptions for market 
making and hedging. The draconian holding-period 
presumptions and the byzantine hedging metrics 
might be reconsidered in favor of a clearer approach 
to defining the reach of the exemption. One potential 
formulation could be a limitation on the percentage of 
an entity’s revenue that trading under the exemption 
can represent. That was the same approach that bank-
ing regulators adopted in allowing bank affiliates to 
increasingly trade in certain securities in the lead-up 
to the Financial Services Modernization Act of 1999.28
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Other exemptions contained in the Volcker Rule 
that permit banks to obtain some limited streams 
of healthy, diversified non-loan revenue, such as an 
exemption for securitization vehicles and for joint 
ventures, might also be expanded. Claire Hill and 
Richard Painter argue29 that when investment banks 
were still organized as partnerships, the general lia-
bility of the individual partners served to reduce 
agency costs at the firms and discourage excessive 
risk taking. An additional exemption may there-
fore be considered for hedge funds or private-equi-
ty funds, to allow them to be owned and sponsored 
by bank affiliates, for funds in which the executive 
members of the Board of Directors of the bank affil-
iate or the financial holding company also serve as 
general partners of the fund.

CONCLUSION
U.S. banking historians have identified laws and 

regulations as the key culprit behind the excessive 
number of banking crises observed throughout U.S. 
history. While the laws and regulations that explain 
crises prior to 2007 may have been eroded through 
the changing political landscape and subsequent 
legislation, legislators and regulators have tended 
to take a “let’s fix the last crisis” approach to finan-
cial regulation. Instead of enacting new laws and 
finalizing new regulations to handle the last crisis, 
which may have the potential to create unpredict-
able instability elsewhere in the financial system, a 
better approach may involve using market discipline 
to regulate banks. In a banking system with deposit 
insurance, simpler and higher capital requirements 
at the level of a bank, rather than at the holding com-
pany level, can serve as a cost-effective foundation 
for a sound financial system.

Any views expressed here are those of the authors, 
not necessarily of The Heritage Foundation.
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“[I]n the popular press and to the 
average citizen, ‘derivatives,’ much like 
speculation, has become a dirty word, 
hindering informed discussion.”

—Roberta Romano,  
Maryland Law Review, 1996

The 2010 Dodd–Frank Wall Street Reform and 
Consumer Protection Act was Congress’s response 
to the 2008 financial crisis.1 Titles VII and VIII of 
the act dramatically altered the way certain deriva-
tives markets are regulated. These titles are largely 
based on the faulty premise that the swaps market 
contributed to the 2008 crisis because it was unreg-
ulated. This notion is demonstrably false, because 
federal banking regulators have publicly acknowl-
edged that they regulated the bulk of the swaps mar-
ket before the crisis. Nonetheless, Title VII sets up 
a new framework whereby federal regulators micro-
manage the swaps industry—as if regulators can 
better manage risks than market participants can.

Title VII imposes new clearing, trading, report-
ing, margining, and business conduct requirements 
on swap market participants. All of these require-
ments impose additional costs on swaps users, but 
the Title VII clearing mandate is particularly trou-
bling. This directive, the central component of the 
new regime, threatens nonfinancial businesses’ 
safety by making it more costly to hedge commercial 
business risks. Worse, the clearing mandate is likely 

to undermine financial stability because it gives rise 
to larger, less stable central clearinghouses. In par-
ticular, the clearing requirement concentrates for-
merly decentralized financial risks in a small num-
ber of large clearing firms.

Title VIII of Dodd–Frank magnifies this financial 
stability problem by conferring a special status on 
these clearing companies. These firms, identified as 
financial market utilities (FMUs), are the Title VIII 
counterpart to the so-called systemically important 
financial institutions (SIFIs), which Title I of Dodd–
Frank addresses. Title VIII provides these compa-
nies with direct access to Federal Reserve lending, 
creating more moral hazard and further undermin-
ing financial stability. Title VIII also gives federal 
regulators a little-discussed discretionary authority, 
with practically no standards, that could be used to 
regulate virtually any sector of U.S. financial mar-
kets. Titles VII and VIII are two good examples of 
why the Dodd–Frank Act should be repealed.

OVERVIEW OF DERIVATIVES  
MARKETS AND SWAPS

Derivatives securities are essentially contracts 
between buyers and sellers (commonly referred to as 
counterparties), but there are many different types 
of derivatives. Broadly speaking, these (typically) 
long-lived contracts bind the counterparties to buy 
or sell some asset at a future date at a certain price. 
The value of the contract—the derivative itself—is 
therefore tied to some underlying asset, such as a 

CHAPTER 9  
Fixing the Dodd–Frank 
Derivatives Mess: Repealing  
Titles VII and VIII  
Norbert J. Michel
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corporate bond. In general, the counterparties buy 
and sell these contracts so that they can lower their 
exposure to uncertain future price movements.2 
Speculation aside, that is, the primary use of deriv-
atives is to reduce financial risk.

Three of the more common types of deriva-
tives are futures, forwards, and swaps. Futures 
are derivatives contracts used so commonly that 
they are standardized financial instruments, a fea-
ture that allows them to trade on exchanges, much 
like stocks.3 The Chicago Mercantile Exchange, for 
instance, provides a market where counterparties 
can buy and sell standardized futures contracts on 
commodities, such as butter, lumber, cattle, foreign 
currencies, and even stock market indexes. For-
wards, on the other hand, are most often specialized 
contracts between two financial firms or between 
a financial firm and its customer. International-
ly active corporations regularly enter into forward 
contracts to hedge against losing money on future 
changes in exchange rates.4

Whereas futures contracts typically do not 
require the physical delivery of an asset at maturi-
ty, forward contracts normally do require delivery. 
Swaps are similar to forward contracts, but they 
require counterparties to make a series of future 
payments, whereas forward contracts require only 
one future payment. Swap contracts can, therefore, 
be viewed as a series of forward contracts. The most 
commonly used swaps are those that hedge against 
interest rate risk, but market participants use many 
different types of swap contracts.5 Historically, most 
swaps have been negotiated directly (bilaterally) 
between large banks and other institutional inves-
tors—such as insurance companies, pension funds, 
and mutual funds—on the over-the-counter (OTC) 
market rather than purchased on exchanges.6

Exchanges Versus OTC Markets. Stan-
dardized financial instruments typically trade on 
exchanges, whereas nonstandard financial prod-
ucts, such as highly customized credit default swaps 
(CDSs), tend to trade in OTC markets. In general, 
the idiosyncratic nature of customized financial 
products reduces the number of interested buy-
ers and sellers, thus making the instruments poor 
candidates for trading on an exchange. Many OTC 
derivatives are tailored for specific firms’ hedging 
strategies, so relatively few parties are interested in 
buying such instruments. Buyers and sellers of stan-
dardized exchange-traded derivatives, on the other 
hand, generally have no trouble finding many others 

with whom they can execute trades. Furthermore, 
all market participants can easily identify the prices 
at which exchange-traded securities are being sold, 
and use that information to determine whether they 
feel the price is too high or, alternatively, represents 
a bargain.7

This price transparency exists before and after 
all trades, and prices can reflect all sorts of informa-
tion available to market participants—even infor-
mation that turns out to be incorrect. On the other 
hand, many highly customized OTC derivatives 
will always be unlikely to trade in great volumes 
and, therefore, will not be priced as transparent-
ly as many exchange-traded products. The trading 
venue would not, however, preclude regulators from 
requiring any needed information about the under-
lying contracts. Historically, as particular financial 
products become more widespread, they become 
more standardized and their trading migrates to 
exchanges.8 This natural process may or may not 
develop for certain products, but whether a deriv-
ative trades on an exchange or in the OTC market 
by itself says very little about the risks the contract 
poses to counterparties.

Risk and the OTC Derivatives Market. Many 
commentators have pointed to the enormous notion-
al size of the OTC derivatives markets—approxi-
mately $700 trillion—as an ominous indicator of the 
systemic risk that derivatives create.9 This statis-
tic is misleading for several reasons. To begin, the 
notional size of the market obscures the fact that 
derivatives, such as CDSs, improve firms’ ability to 
diversify and reduce their risks.10 In fact, derivatives 
securities, such as OTC market CDSs, do not create 
any new risk. Instead, a CDS merely provides protec-
tion to end users by shifting existing risks to other 
firms that are more willing and able to risk their cap-
ital. The notional amount of a derivatives contract 
does not accurately reflect even the amount of cap-
ital at risk.

The notional size of an OTC contract merely 
represents the maximum amount to which a coun-
terparty could be exposed.11 For example, JP Mor-
gan could sell a CDS contract, based on a notional 
value of $10 million, to a jet fuel supplier that wants 
to protect itself should United Airlines be unable 
to pay its monthly fuel bills.12 The fuel company 
would then pay a periodic fee—a percentage of the 
notional amount—to JP Morgan for the length of the 
CDS contract. The contract would spell out various 
default scenarios and obligations, and JP Morgan 
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DERIVATIVES: REGULATED BEFORE DODD–FRANK
Media accounts have repeatedly claimed—inaccurately—that the derivative known as a swap was an unregulated 

financial product prior to Dodd–Frank.1 While it is true that OTC swaps were not regulated by either the CFTC or the 
SEC, the overwhelming majority of these swaps were regulated by state and federal banking regulators. Historically, 
large banks have always been the heaviest users of interest rate swaps, the type of swap that accounts for more than 
80 percent of the OTC derivatives market.2

Federal banking regulators, including the Federal Reserve and the Office of the Comptroller of the Currency (OCC), 
constantly monitor banks’ financial condition, especially the banks’ swaps exposure.3 Even the very first iteration of the 
Basel capital requirements, implemented in the late 1980s, required banks to account for their swaps when calculating 
regulatory capital ratios. In particular, capital had to be held against the credit-risk equivalent to the swaps, essentially 
treating them as other loans in their risk-adjusted assets.4

Simply put, none of these transactions took place outside of bank regulators’ purview, and there is no shortage 
of public acknowledgements attesting to this fact. For instance, a 1993 Boston Federal Reserve paper notes that “[b]
ank regulators have recognized the credit risk of swaps and instituted capital requirements for them and for other off-
balance-sheet activities, as part of the new risk-based capital requirements for banks.”5 Similarly, a 1996 OCC guidance 
bulletin notes that:

Bank management must ensure that credit derivatives are incorporated into their risk-based capital (RBC) com-
putation. Over the near-term, the RBC treatment of a credit derivative will be determined on a case-by-case basis 
through a review of the specific characteristics of the transaction. For example, banks should note that some forms 
of credit derivatives are functionally equivalent to standby letters of credit or similar types of financial enhance-
ments. However, other forms might be treated like interest rate, equity, or other commodity derivatives, which 
have a different RBC requirement.6

Just before the recent crisis, a 2006 OCC report stated:

As a result, derivatives activity is appropriately concentrated in those few institutions that have made the resource 
commitment to operate the business in a safe and sound manner. Further, the OCC has examiners on site in these 
large banks to evaluate the credit, market, operational, reputation and compliance risks in the derivatives portfolio 

on an ongoing basis.7

Even the controversial credit default swap used by the failed company AIG took place under the watchful eye of the 
Office of Thrift Supervision (OTS), a federal banking regulator. The notion that these swaps transactions took place in 
some shadowy, hidden room of finance, where regulators had no clue what was going on, is absolutely false. Under the 
new Basel III requirements, banking regulators remain responsible for certifying that banks are meeting their regulato-
ry capital ratios, even when they use swaps. Nonetheless, Title VII of Dodd–Frank gives the CFTC and the SEC explicit 
authority to regulate the OTC swaps markets and market participants.8

1. Matthew Philips, “Traders Take Their Swaps Deals to Futures Exchanges,” Bloomberg Business, January 24, 2013,  
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would be obligated to pay some amount to the fuel 
supplier if United could not pay its bills. Depending 
on the nature of the default conditions in the 
contract, JP Morgan would most likely have to pay 
less than the $10 million notional amount on which 
the CDS is based.

Moreover, firms that sell CDS contracts typical-
ly protect their own financial exposure by purchas-
ing separate CDS contracts. JP Morgan, for instance, 
can buy a CDS contract to protect itself against hav-
ing to pay the jet fuel supplier, as can the firm that 
sells this new CDS to JP Morgan, and so on. But the 
real risk remains whether United can pay its bills. 
The CDS merely transfers the risk from the jet-fuel 
supplier to firms willing to risk their capital. In this 
sense, CDS could not have caused the 2008 financial 
crisis—only the underlying risk to which the CDS 
was tied could have caused the crisis. While instruc-
tive at some level, the notional amount does not accu-
rately reflect this underlying risk nor the amount of 
that risk to which the counterparties are exposed.

A better measure of the risk that OTC-deriva-
tive counterparties take on is the amount of credit 
risk they face. Credit risk, in turn, is the risk that a 
counterparty may be unable to make the payments 
it agreed to in the original contract. The Bank for 
International Settlements (BIS) estimates total 
credit risk in the OTC derivatives market with a 
measure called gross market value. In 2011 the BIS 
reported a gross market value of $19 trillion based 
on a notional amount of more than $700 trillion.13 
Even this measure, however, fails to account for net-
ting among counterparties as well as collateral, both 
of which further reduce counterparties’ exposure 
on derivatives contracts.

The process of netting essentially offsets a coun-
terparty’s gains and losses so that OTC counterpar-
ties cannot simultaneously default on one contract 
while accepting payment on another—the net differ-
ence has to be paid (or received).14 This practice is 
standard in the International Swaps and Derivatives 
Association (ISDA) Master Agreement, and it binds 
a defaulting counterparty to offset defaulting (neg-
atively valued) contracts with non-defaulting (pos-
itively valued) contracts.15 Many of the large insti-
tutional investors in the OTC derivatives market 
have multiple contracts with each other, so applying 
netting to the gross market value in the OTC market 
reduces aggregate credit exposure even further.

In 2013, the ISDA estimated that netting reduced 
credit exposure in OTC derivatives to less than $4 

trillion, a large amount, but far less than $700 tril-
lion.16 Similarly, the Office of the Comptroller of the 
Currency estimates that U.S. commercial banks and 
savings associations netted more than 90 percent 
of their derivatives exposure between 2009 and 
2012.17 Credit risk on OTC derivatives is even further 
reduced by the collateral (margin) requirements 
commonly negotiated between the counterparties.

As of June 2013, the ISDA estimated that account-
ing for both netting and collateral reduced the cred-
it exposure in OTC derivatives to $1 trillion.18 This 
lower amount represents less than 0.5 percent of 
the notional amount outstanding, and the exposure 
is roughly consistent with data from both 2011 and 
2012 as well. It is also true that some of these indi-
vidual measures, even after accounting for netting 
and collateral, can fail to provide a complete picture 
of system-wide risk because some OTC derivatives 
participants rely on a process called clearing.

Clearing and Central Counter Parties in the 
OTC Market. Prior to the 2010 Dodd–Frank Act, a 
relatively small portion of OTC derivatives market 
participants relied on central counterparties (CCPs) 
to reduce their credit risk through a process called 
central clearing.19 Compared to separately (bilater-
ally) negotiated contracts, the CCP clearing process 
tends to provide more uniform collateral and netting 
rules, as well as additional protections for the origi-
nal counterparties. Through this clearing process, 
CCPs assume the risks of counterparties to deriv-
atives contracts. As a result, the original buyer of a 
derivatives contract can ignore whether the original 
seller will uphold its end of the contract.

In return, the CCP requires both parties to post 
collateral (margin) when they submit a contract for 
clearing, as well as to provide additional collater-
al (variation margin) as market conditions change. 
Typically, a CCP also requires its members to con-
tribute to a guarantee fund to cover losses that 
exceed the collateral (and other assets), thus mutu-
alizing CCP members’ default losses.20 Because all 
original counterparties to derivatives contracts 
end up with the same counterparty—the CCP that 
clears their original contract—the underlying risks 
of cleared derivatives end up with the CCP.

Some derivatives, such as futures contracts, are 
more readily amenable to clearing because their 
standardization enhances transparency and liquid-
ity. These factors contribute to a robust secondary 
market on futures exchanges where market partic-
ipants regularly offset their risks through various 
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hedging strategies with widely available standard-
ized contracts. More complex, customized swaps, 
however, typically have not been centrally cleared 
because they do not offer the same advantages. Many 
of the derivatives used by the failed American Inter-
national Group (AIG), for example, were too special-
ized for clearing.21

Still, even without central clearing, bilateral 
agreements offer counterparties their own advan-
tages, such as the ability to better tailor contracts 
to specific risks. Furthermore, these counterpar-
ties have regularly managed their risk exposure by 
bilaterally negotiating their own netting, collateral, 
and other credit enhancement agreements.22 Even 
though central clearing is not appropriate for all 
derivatives, a clearing mandate for swaps is a cen-
tral component of the new regulatory framework in 
Dodd–Frank Title VII.

DODD–FRANK TITLE VII
Title VII of Dodd–Frank creates a far-reaching new 

regulatory framework for the OTC swaps market, prin-
cipally through amending the Commodity Exchange 
Act and the Securities Exchange Act of 1934.23 The stat-
ed main goals of Title VII are to “reduce risk, increase 
transparency, and promote market integrity within 
the financial system.”24 It fails to achieve these goals 
largely because it is based on the demonstrably false 
notion that the swaps market contributed to the 2008 
crisis because it was unregulated. (See Appendix A.) 
Furthermore, Title VII incorrectly assumes that regu-
lators can better manage risks in derivatives markets, 
and more accurately price risks, than market partic-
ipants themselves.

Title VII splits oversight in the OTC swaps mar-
kets between the Commodity Futures Trading Com-
mission (CFTC) and the Securities and Exchange 
Commission (SEC), such that the CFTC regulates 
swaps, while the SEC regulates securities-based 
swaps.25 Although there are many distinct details 
across the two regulatory agencies’ implementation 
of Title VII, the general principles are the same, and 
the bulk of swap market regulations fall under the 
CFTC’s jurisdiction. Title VII left many key issues 
to be settled during the regulatory rule-making pro-
cess, so it has given regulatory agencies considerable 
new discretionary authority. Thus far, the CFTC and 
the SEC have issued thousands of pages of rules and 
regulations, with many more regulations to come.26

The Title VII framework is centered on a coun-
terproductive clearing mandate. This directive 

requires swaps to be cleared through a registered 
derivatives-clearing organization (DCO) if the 
CFTC determines the swap has to be cleared. The 
new regulatory regime also requires cleared swaps 
to be executed on a designated contract market 
(DCM) or a newly created entity known as a swap 
execution facility (SEF), unless no DCM or SEF has 
made the particular swap in question available for 
trade. Additionally, swap agreements must now be 
reported to either a swap data repository (SDR) or 
the CFTC, a feature that requires a great deal of addi-
tional record keeping and compliance. The Title VII 
framework also includes extensive new margin and 
position limit (the maximum number of contracts 
allowed on one underlying security) requirements.

Collectively, these changes have ensnared com-
mercial end users in a mass of regulatory compli-
ance even though their use of swaps had nothing to 
do with the 2008 financial crisis. End users include 
farmers and agricultural businesses, as well as other 
participants in physical commodities markets. The 
main characteristic of an end user is someone who 
produces, processes, and sells physical products and 
also uses swaps to hedge commercial risk. Aside 
from any specific requirements in Title VII that 
raise end users’ cost of doing business, it is likely 
that regulators’ newfound discretion will restrict 
end users’ ability to hedge commercial risk in the 
future.27 Title VII wrongly assumes that regulators 
can design the perfect OTC market and then micro-
manage it to eliminate systemic risk.

Swap Dealers, Major Swap Participants, and 
Eligible Contract Participants. Title VII tries to 
specify exactly to whom the new regulatory frame-
work will apply. The general idea is to require firms 
with relatively large swaps positions—other than 
end users—to adhere to the new regulations. The 
main entities directly subject to Title VII’s new 
regulatory framework are known as swap dealers, 
major swap participants, and eligible contract par-
ticipants.28 Title VII also stipulates that depository 
institutions are not to be considered swap dealers 
simply for engaging in the practice of offering swaps 
to their customers in connection with a loan they 
have made.29 Title VII defines a swap dealer as any 
entity that:

(i) holds itself out as a dealer in swaps;
(ii) makes a market in swaps;
(iii) regularly enters into swaps with counter-

parties as an ordinary course of business for its own 
account; or
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(iv) engages in any activity causing the person to 
be commonly known in the trade as a dealer or mar-
ket maker in swaps.

The swap dealer definition also excludes entities that 
enter into a swap agreement on their own account but 
not as part of their regular business, as well as deal-
ers that engage in a de minimis (minimal) amount of 
swap dealing. The de minimis is currently capped at $8 
billion of swaps activity over the previous 12 months. 
However, at the end of a (yet to be determined) phase-
in period, the cap is set to decrease to $3 billion, and 
the CFTC can change this amount.30 Commodities 
end users have testified to Congress that these arbi-
trary amounts will eventually result in end users being 
defined and regulated as swap dealers.31

Dodd–Frank introduced the term major swap 
participant as a way to regulate non-dealers who 
use large amounts of swap contracts. The definition 
is designed to include anyone whose outstanding 
swaps could have “serious adverse effects” on U.S. 
financial stability.32 Title VII defines a major swap 
participant as any entity that is not a swap deal-
er but “maintains a substantial position in swaps 
for any of the major swap categories as determined 
by the Commission.” Regulators issued a joint rule 
which states that an entity is deemed to have a sub-
stantial position in a major swap category if it has a 
daily average current uncollateralized exposure in 
a calendar quarter of at least $1 billion ($3 billion in 
the case of rate swaps).33

Title VII amends the definition of eligible contract 
participant (ECP) to include the terms swap dealers 
and major swap participants, as well as their securi-
ties-based counterparts, because these entities “are 
likely to be among the most active and largest users 
of swaps and security-based swaps.”34 While there 
are many details unique to each category, swap deal-
ers, major swap participants, and eligible contract 
participants are all now subject to the same new 
regulatory framework. Under the new regime, swap 
dealers have the highest level of obligation, followed 
by major swap participants and ECPs, respectively.

Implementation of these rules has caused a great 
deal of confusion, particularly for end users who 
fear costly new regulations. Rather than use swaps 
to hedge their risks and deal with increased regula-
tory costs, end users will ultimately have to choose 
between using futures markets and forgoing the 
underlying economic activity they normally under-
take. That is, rather than engaging in a customized 
contract to hedge their risk, end users could simply 

decide to forgo the underlying activity that gener-
ates their business risk.

Trading Venue Requirement. Certain swap 
market participants are now subject to, among other 
things, trading venue requirements. For instance, 
Title VII generally requires cleared swaps to be exe-
cuted on an exchange or an SEF, an exchange-like 
facility created by Dodd–Frank.35 Title VII also 
makes it illegal for any person other than an ECP to 
enter into a swap unless that swap is “on, or subject to 
the rules of, a board of trade designated as a contract 
market” under section 5 of the Commodity Exchange 
Act (CEA), the law that codifies the CFTC’s jurisdic-
tion.36 A board of trade designated as a contract mar-
ket, also known as a designated contract market, is an 
exchange that the CFTC has designated for trading 
futures or options under the CEA.37

Thus, Title VII tries to speed up the natural 
migration of customized financial products onto 
exchanges. This requirement is based on the prem-
ise that exchanges provide more liquid and trans-
parent markets, but that premise is a post hoc falla-
cy: Exchange trades are more liquid and transparent 
than OTC trades, but not because they are taking 
place on exchanges. Many OTC swaps are thinly 
traded precisely because they are uniquely tailored 
to specific users’ needs. Forcing these swaps to trade 
on an exchange is unlikely to produce the “better” 
pricing that regulators (and apparently some insti-
tutional investors) seek.

Any thinly traded financial instrument is suscep-
tible to greater price volatility from any given trade. 
The pre-trade transparency that exchange trades 
require makes it easy for other traders to “see” how 
the market is unfolding and make their own trades 
in ways that greatly impact the price of thinly traded 
instruments. Knowing this problem exists, anyone 
contemplating offering a swap for sale would either 
avoid the contract altogether or raise the price to 
compensate for the additional price risk. In any case, 
forcing the trade onto an exchange by itself does 
nothing to lower systemic risk, or to increase the 
kind of transparency that regulators could use to 
understand the details of OTC swaps contracts.

Title VII Clearing Mandate. The clearing man-
date is the main element of the Title VII regulatory 
framework. In general, swaps must now be cleared 
through a registered clearinghouse that serves as 
a central counterparty (CCP). Central clearing is a 
major change in the swaps market because prior to 
the 2010 Dodd–Frank Act, only a small portion of 
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swaps were centrally cleared.38 Title VII provides 
several exceptions to the clearing mandate, and also 
gives regulators a great deal of discretion to decide 
(on an ongoing basis) which swaps will be cleared.39

In one sense this type of rule is worse than a blan-
ket mandate because the process is more susceptible 
to regulatory capture and failure, and also creates 
additional uncertainty among market participants. 
Regardless, the clearing mandate is misguided and 
likely to undermine financial stability. The Title VII 
clearing requirement states that:

It shall be unlawful for any person to engage in 
a swap unless that person submits such swap 
for clearing to a derivatives clearing organiza-
tion that is registered under this Act or a deriv-
atives clearing organization that is exempt 
from registration under this Act if the swap is 
required to be cleared.40 (Emphasis added.)

Title VII allows the CFTC to initiate a review 
of whether a swap should be cleared, and it allows 
the CFTC to rely on industry practice to deter-
mine whether a swap should be cleared.41 Title VII 
states that:

A derivatives clearing organization shall sub-
mit to the Commission each swap, or any group, 
category, type, or class of swaps that it plans to 
accept for clearing.42 (Emphasis added.)

Title VII also provides several exceptions to the 
clearing requirement, including what is commonly 
referred to as the end-user exception.43

The end-user exception applies if one of the swap 
counterparties (1) is not a financial entity; (2) uses 
swaps to hedge commercial risk; and (3) notifies the 
CFTC how it generally meets its financial obligations 
associated with entering into non-cleared swaps.44 
The CFTC (using its Title VII authority) also pro-
mulgated rules that exempted certain small banks, 
saving associations, farm credit system institutions, 
and credit unions from the definition of financial 
entity, and that provided a clearing exemption for 
swaps between certain affiliated entities.45 On an 
ongoing basis, Title VII adds regulatory uncertain-
ty to a highly dynamic market because it provides 
regulators with so much discretion for determining 
which swaps must be cleared.

Title VII requires the CFTC to consider five 
subjective factors when determining whether 

previously uncleared swaps will have to be cleared. 
These factors include the impact that clearing will 
have on systemic risk, as well as “the existence of 
significant outstanding notional exposures, trading 
liquidity, and adequate pricing data.”46 As previous-
ly discussed, notional exposures do not provide a 
complete picture of swaps’ risk, and trading illiquid-
ity and lack of robust pricing data are inherent fea-
tures of customized OTC financial products. These 
factors should make highly specialized swaps likely 
to remain uncleared, but there is no reason to have 
these rules unless the intent is for regulators to force 
more swaps into CCPs.47

In much the same way that the trading require-
ment is misguided, the drafters of Dodd–Frank 
assumed that the effective central clearing that 
already existed in derivatives markets could be 
extended via legislation. As discussed previously, 
while it is true that central clearing has previously 
been beneficial for some derivatives users, it does 
not follow that all swaps should be centrally cleared. 
In fact, forcing too many customized swaps into 
CCPs—the most likely result of the clearing man-
date—unambiguously concentrates financial risk in 
a small number of large clearing firms.48

This increased concentration compounds the 
fact that central clearing can increase systemic risk 
in a number of ways. For example, concerns over a 
CCP’s solvency could lead market participants to 

“run” from their CCP in an attempt to save their col-
lateral.49 The resulting run on the CCP could cause 
a liquidity shock in much the same way a bank run 
could prevent a bank from meeting its obligations to 
depositors.50 The following list summarizes some of 
the ways that clearing at CCPs can increase systemic 
risk.51

●● Increased moral hazard. CCPs mutualize 
losses, thus providing an incentive for indi-
vidual members to take greater risks. In other 
words, all else being equal, CCP members would 
be more likely to clear riskier derivatives with a 
CCP than to retain the original counterparty to 
such a contract.

●● Increased interconnections. CCPs are large, 
interconnected firms that are integral to the 
operation of financial markets. One expert 
referred to clearing as the “mother of all inter-
connections” because virtually all large finan-
cial institutions funnel the bulk of their deriv-
atives trading through the same few CCPs, and 
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virtually all CCPs have many of the same mem-
bers. Thus CCPs provide one of the few examples 
of how large financial firms are directly inter-
connected, and how the failure of one clearing 
member can transmit financial stress to other 
clearing members.

●● Exacerbate liquidity problems. Most large 
financial institutions funnel their derivatives 
trading through the same few CCPs, and virtu-
ally all CCPs have many of the same members. 
Because CCPs are so interconnected, liquidity 
problems at any one CCP are likely to transmit 
to other CCPs. Additionally, any system-wide 
crisis that impacts a large group of firms is like-
ly to spread to multiple CCPs. Regardless of the 
source of the financial stress, if a CCP faces 
liquidity strains, its members can face liquid-
ity shortfalls that trigger a cascade of failures 
beyond the CCP, transmitting liquidity risk 
more broadly to a wider set of (interconnected) 
market participants.

●● Deny resources to other creditors. CCPs require 
margin and collateral which, by definition, rep-
resent financial resources that can no longer 
be used by other financial firms. Furthermore, 
CCPs might protect their own solvency and 
liquidity with margin calls, thus requiring mem-
bers to provide additional cash or securities to 
the CCP. These CCP margin calls could wors-
en—or even trigger—a liquidity crisis by drain-
ing liquid assets from other sectors of the finan-
cial industry.

At the very least, the clearing mandate will 
heighten the financial system’s exposure to more 
adverse liquidity shocks as more liquid assets are 
obligated to CCPs for margin requirements. Title 
VII further compounds this problem because it 
also requires regulators to set capital and margin 
requirements in connection with uncleared swaps.52 
Rather than trust counterparties to carefully nego-
tiate OTC swaps with each other (bilaterally), thus 
keeping risks decentralized throughout financial 
markets, the Title VII clearing mandate will concen-
trate these risks in a small number of CCPs.

Registration and Other Requirements. One 
major consequence of being labeled a swap dealer or 
a major swap participant is the possibility of higher 
capital and margin requirements. Commercial end 
users, for example, fear both having higher regula-
tory costs passed on to them by existing dealers, as 

well as being labeled a swap dealer or a major swap 
participant. Some swaps users have simply left the 
market and, instead, began using futures to avoid 
these problems. For instance, end users in the ener-
gy industry stopped using nearly 1,000 swaps con-
tracts and instead began using futures contracts 
on the electronic platform run by Intercontinent-
alExchange (ICE).53 Given the relative complexity 
of the new framework compared to the regulations 
for futures markets, it seems likely that other swap 
users will also choose alternative derivatives as a 
way to hedge their risk.54

Title VII also requires swap dealers, major swap 
participants, and eligible contract participants to 
register with the CFTC, a requirement that includes 
many detailed obligations.55 Using the authority 
granted in Title VII, the CFTC paired this registra-
tion requirement with the duty to become a mem-
ber of a registered futures association (RFA). The 
CFTC also delegated the registration process to the 
National Futures Association (NFA), currently the 
only RFA in the U.S.56 The NFA’s existing member 
registration process will now be forced—at a sub-
stantial cost—on all those who apply.57

Separately, Title VII requires the commission to 
regulate swap dealers and major swap participants 
with regard to items such as reporting and record-
keeping, documentation requirements, and general 
business conduct standards.58 The CFTC has decid-
ed to issue separate rules for each of these Title VII 
items, and as of this writing they have not been final-
ized.59 However, these types of rules do tend to pro-
tect existing firms from potential competitors, so 
it is likely that they will eventually serve as barri-
ers to competition. Regardless, the clearest danger 
is that Title VII will undermine financial stabili-
ty as the clearing mandate causes more derivatives 
to be cleared with CCPs. Title VIII of Dodd–Frank 
addresses this problem with a new regulatory frame-
work for (among others) firms that clear derivatives.

TITLE VIII: PAYMENT, CLEARING,  
AND SETTLEMENT

Title I of Dodd–Frank created the Financial 
Stability Oversight Council (FSOC) and gave it the 
power to designate certain financial companies 
and activities for special regulatory oversight.60 
These firms are commonly referred to as systemi-
cally important financial institutions. Title VIII of 
Dodd–Frank, also known as the Payment, Clearing, 
and Settlement Supervision Act of 2010, is similar 
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to Title I in that it authorizes the FSOC to single out 
certain financial companies and activities for special 
regulatory oversight. Nominally, a key difference is 
that Title VIII focuses on PCS firms and activities 
that could threaten the stability of the financial sys-
tem.61 The PCS sector includes the CCPs that clear 
derivatives centrally.

Title VIII formally charges the FSOC with deter-
mining “whether a financial market utility or pay-
ment, clearing, or settlement activity is, or is likely 
to become, systemically important.”62 Title VIII is 
essentially the Federal Reserve’s response to the 
Title VII clearing mandate. Since the 1990s, the Fed 
has expressed concern that financial difficulties at 
CCPs could cause (or worsen) a broader financial cri-
sis, and the Title VII clearing mandate only magni-
fied the risk of such a CCP-induced crisis.63 Title VIII 
gives designated CCPs explicit access to the Fed’s 
deposit and payment services, as well as to the Fed’s 
so-called emergency lending.64

Financial Market Utilities (FMUs). Title VIII 
authorizes the FSOC to identify a new class of finan-
cial companies that regulators view as too big to fail.65 
Specifically, Title VIII authorizes the FSOC to “desig-
nate those financial market utilities…that the Council 
determines are, or are likely to become, systemically 
important.”66 Ostensibly, the term financial market 
utility refers to the largest clearinghouses and other 
PCS firms, such as those that serve as CCPs.67 Thus, 
the term “systemically important FMU” refers to a 
specially designated firm under Title VIII.

The Federal Reserve will now be the primary reg-
ulator of any designated FMU that was not previous-
ly regulated by either the SEC or the CFTC. Addi-
tionally, all designated FMUs will have deposit and 
payment services with a district Federal Reserve 
bank—privileges previously reserved for deposito-
ry institutions.68 This change alters the structure of 
the PCS sector because it allows designated FMUs 
to transfer large dollar payments directly instead of 
relying on private commercial banks.69

Title VIII also grants these systemically import-
ant FMUs direct access to the Federal Reserve’s 
discount window. In particular, the Fed can now 
provide discount window loans—direct (typically 
short-term) loans from the central bank—to desig-
nated FMUs in “unusual or exigent circumstanc-
es.”70 This access increases moral hazard because 
it lowers CCPs’ incentive to accept only the safest 
clearing members. Furthermore, the recognition 
that CCPs are federally backed lowers the incentive 

for clearing members to choose a CCP based on 
financial strength. In other words, CCPs have a 
reduced incentive to compete based on their own 
financial strength because they are now federal-
ly backed. The fact that designated CCPs are now 
backed by the Federal Reserve magnifies the threats 
to financial stability caused by Title VII.

At a minimum, these changes provide a competi-
tive advantage to specially designated firms; at worst 
they invite future taxpayer bailouts. Sheila Bair, for-
mer chairman of the Federal Deposit Insurance 
Corporation, testified to Congress that granting 
FMUs access to the discount window “not only gives 
these firms a real advantage over other ‘non’ system-
ic competitors, it opens up taxpayers to potential 
losses and creates moral hazard.” Bair also testified 
that “Title VIII FMUs will very likely become the 
new GSEs [government-sponsored enterprises] and 
a new source of system instability,” and recommend-
ed that this “unwarranted expansion of the govern-
ment safety net” be repealed.71

Title VIII all but ensures that the Federal 
Reserve—and therefore the federal government—
will be viewed as part of even the nonbank financial 
sector’s PCS system. Indeed, the term FMU, a vari-
ation of public utility, is anticompetitive and shows 
that federal regulators believe that the financial 
industry cannot function unless it is highly regu-
lated and largely devoid of competition. The public 
utility arrangement has effectively created the only 
lasting class of monopolies that exists in the U.S., 
and there is a real danger that Title VIII will broadly 
extend this anticompetitive arrangement to finan-
cial firms. (See Appendix B.) Several other Title VIII 
details pose a direct threat to the ability of competi-
tive financial markets to function properly.

TITLE VIII: OVERLY BROAD  
REGULATORY AUTHORITY

On the surface, Title VIII deals only with regu-
lators’ ability to regulate the largest clearinghous-
es, such as the specially designated FMUs. However, 
Title VIII actually gives regulators an overly broad 
authority that could allow them to impose rules and 
regulations on financial firms beyond the PCS sec-
tor.72 One potential source of this broad authority 
lies in the formal definition of FMU. Section 803(6) 
defines the term FMU as “any person that manages 
or operates a multilateral system for the purpose of 
transferring, clearing, or settling payments, securi-
ties, or other financial transactions among financial 
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PCS FIRMS AND UTILITIES: A POOR ANALOGY
Private clearinghouses in the banking industry have existed in the U.S. since at least the 1830s, and there are virtu-

ally no historical references to these firms as utilities.1 More specialized payment, clearing, and settlement (PCS) firms, 
such as those that clear derivatives contracts, have also operated in the U.S. since the 1800s, but few—if any—modern 
derivatives textbooks refer to these firms as public utilities.2 One of the earliest examples of policymakers comparing 
PCS firms’ operations to those of a public utility dates to the 1970s and serves as a prime case against applying the 
concept to these companies.3

A large spike in trading volume in the 1960s spurred Congress, the SEC, as well as the New York Stock Exchange 
(NYSE) and the American Stock Exchange (AMEX), to push for a national clearing system. There was clearly no mo-
nopoly in the industry, but the dominant firms—the NYSE and AMEX—worked with Congress to help design this nation-
al system.4 Ultimately, Congress passed the Securities Act Amendments of 1975, legislation that marked a major shift 
in the way the SEC regulated the securities industry.

These amendments required, among other things, clearing firms to register with the SEC, thus subjecting them to 
extensive regulation. Smaller regional exchanges opposed this effort on the grounds that it would remove competition 
from the clearing market, but Congress chose to establish a national market despite any anticompetitive effects.5 One 
former SEC commissioner involved in the process noted that the “law was an attempted political compromise of deep 
economic divisions within the financial community, about the extent to which brokers, dealers, banks, and other finan-
cial institutions should be permitted to freely compete with one another.”6

Regardless of which groups benefited the most, there is no doubt that the 1975 amendments greatly influenced 
the structure of the financial industry. After the amendments passed, the NYSE, AMEX, and the National Association 
of Securities Dealers merged their respective clearing firms into a single entity named the National Securities Clearing 
Corporation (NSCC). When the new firm registered with the SEC, the Bradford National Clearing Corporation filed suit 
claiming (among other things) that the “anticompetitive impact of NSCC’s operation outweighs the beneficial effects 
thereof.”7 Eventually, a U.S. appeals court sided with the NSCC, and its decision refers to one aspect of clearing as a 
public utility. The appeals court noted that

for purposes of comparing NYSE and AMEX transactions, NSCC is essentially a public utility that is afforded a mo-
nopoly but must offer its services to all qualified customers (its own participants or other clearing agencies)  
at cost.8 (Emphasis added.)

Aside from whether it did so correctly, the court applied the public utility concept to one narrow aspect of the 
NSCC’s operations based on the finding that certain customers would have no choice but to use some NSCC services. 
In hindsight, the decision was premature because future technological changes soon radically altered even this narrow 
aspect of the NSCC’s operations.  The court did not envision, for instance, millions of consumers with instant access to 
stock transactions via the Internet and their home computers. Regardless, the court did not refer to the NSCC’s overall 
operation as a public utility, even though it acknowledged that the company effectively had a clearing monopoly in 
New York. This monopoly, of course, was a direct result of the 1975 amendments.

1. The regulated firms that provided electricity and water were undoubtedly referred to as public utilities long before the Fed was created in 1913, 
but official documents during this era did not refer to clearinghouses as utilities. See, for instance, J. G. Cannon, “Clearing-House Methods and 
Practices,” in Publications of National Monetary Commission, Vol. 6 (1911), https://fraser.stlouisfed.org/docs/historical/nmc/nmc_491_1910.pdf 
(accessed February 9, 2015).

2. See, for instance, John C. Hull, Options, Futures, and Other Derivatives (Upper Saddle River, NJ: Pearson Education, 1997).

3. Neal Wolkoff and Jason Werner, “The History of Regulation of Clearing in the Securities and Futures Markets, and Its Impact on Competition,” 
Review of Banking & Financial Law, Vol. 30 (2010), pp. 313–381.

4. As of 1975, the NYSE and AMEX (combined) cleared more than 70 percent of all shares traded in the U.S. See ibid., p. 314.

5. The SEC also sought to increase competitive forces by abolishing rules that tied regional clearinghouses to their respective exchanges.  
See ibid., p. 336.

6. Roberta Karmel, Regulation by Prosecution: The Securities & Exchange Commission Vs. Corporate America (New York: Simon and Schuster, 
1982), p. 114.

7. Open Jurist, Bradford National Clearing Corporation v. Securities and Exchange, 590 F. 2d 1085,  
http://openjurist.org/590/f2d/1085/bradford-national-clearing-corporation-v-securities-and-exchange-commission-  
(accessed January 26, 2015).

8. Ibid.



THE HERITAGE FOUNDATION  •  141

 
NORBERT J. MICHEL

institutions or between financial institutions and 
the person.”

Title VIII excludes “national securities exchang-
es, national securities associations, alternative trad-
ing systems,” and various other institutions from 
the FMU definition.73 The exclusion is ambiguous, 
though, because it also says that these institutions 
are not FMUs

solely by reason of their providing facilities 
for comparison of data respecting the terms 
of settlement of securities or futures transac-
tions effected on such exchange or by means of 
any electronic system operated or controlled 
by such entities, provided that the exclusions 
in this clause apply only with respect to the 
activities that require the entity to be so regis-
tered.74 (Emphasis added).

Presumably, these firms could still be identified as 
an FMU for another reason.

Similarly, the Title VIII definition of an FMU 
excludes brokers, dealers, transfer agents, and 
investment companies “solely by reason of functions 
performed by such institution[s] as part of broker-
age, dealing, transfer agency, or investment compa-
ny activities.”75 The exclusion also states that these 
firms will not be deemed FMUs “solely by reason of 
acting on behalf of a financial market utility…pro-
vided that services performed by such institution do 
not constitute critical risk management or process-
ing functions of the financial market utility.”76 The 
efficacy of the exclusion thus depends partly on how 
narrowly the FSOC interprets, for example, critical 
risk-management functions, a term that Dodd–Frank 
does not define. Indeed, much of Dodd–Frank is 
written to give regulators flexibility under a man-
date of maintaining financial stability.

Other Title VIII definitions provide a similar 
cause for concern. For instance, Title VIII is ostensi-
bly only concerned with payment, clearing, and set-
tlement activities. However, Section 803(7) defines a 

“payment, clearing, or settlement activity” to mean 
“an activity carried out by 1 or more financial institu-
tions to facilitate the completion of financial trans-
actions, but shall not include any offer or sale of a 
security under the Securities Act of 1933 (15 U.S.C. 
77a et seq.), or any quotation, order entry, negotia-
tion, or other pre-trade activity or execution activi-
ty.”77 Title VIII does not define the term to facilitate, 
but does define financial transactions very broadly, 

so that it includes funds transfers, repurchase agree-
ments, financial derivatives contracts, and “any sim-
ilar transaction that the Council determines to be a 
financial transaction for purposes of this title.”78

It is also noteworthy that the Title VIII defini-
tion of FMU does not explicitly use the words “pay-
ment, clearing, or settlement activity.” Instead, the 
FMU definition identifies firms that operate a mul-
tilateral system “for the purpose of transferring, 
clearing, or settling payments, securities or other 
financial transactions.” That is, Title VIII does not 
simply define an FMU as a company that operates 
a multilateral system “for the purpose of undertak-
ing payment, clearing, or settlement activities,” even 
though it does define that term. Worse, the term is 
defined broadly enough that regulators could possi-
bly reach beyond the traditional PCS sector.

Systemically Important FMUs and Activ-
ities. Title VIII states that “the Board of Gover-
nors, by rule or order, and in consultation with the 
Council and the Supervisory Agencies, shall pre-
scribe risk management standards…governing (A) 
the operations related to the payment, clearing, and 
settlement activities of designated financial market 
utilities; and (B) the conduct of designated activities 
by financial institutions.”79 As noted, several terms 
in the Title VIII definition suggest that regulators 
could broaden the FMU concept beyond what is tra-
ditionally viewed as the PCS sector. The activities 
designation, however, appears to leave regulators 
with even more leeway.

Title VIII defines designated activities to include 
those “payment, clearing, or settlement” activities 
that the FSOC designates as systemically import-
ant,80 and it defines payment, clearing, or settlement 
activities as an “activity carried out by 1 or more 
financial institutions to facilitate the completion 
of financial transactions.”81 Title VIII also defines 
financial institutions very broadly, including deposi-
tory institutions, broker dealers, investment compa-
nies and advisers, as well as “any company engaged 
in activities that are financial in nature or incidental 
to a financial activity.”82 These terms are defined so 
broadly that Title VIII gives federal regulators dis-
cretionary authority, with essentially no standards, 
to potentially regulate practically any financial firm 
in the securities or capital markets segments.83

After the FSOC makes a systemic designation of 
an FMU or a financial institution’s activities, Title 
VIII even gives the Federal Reserve the authority 
to overrule a firm’s primary regulator. While the 
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SEC and the CFTC—primary regulators of some 
PCS firms prior to Dodd–Frank—are still allowed to 
prescribe risk-management standards for the desig-
nated firms they supervise, they now must do so in 
consultation with the Fed Board of Governors and 
the FSOC.84 Ultimately, the Fed can decide wheth-
er these regulations “are insufficient to prevent or 
mitigate significant liquidity, credit, operational, or 
other risks to the financial markets or to the finan-
cial stability of the United States.”85 Should the SEC 
or the CFTC object to the Fed’s proposed standards, 
a two-thirds vote by the FSOC resolves the dispute.86

It would be a mistake to view the Title VIII des-
ignation narrowly because it specifically gives the 
Fed the authority to “prescribe risk management 
standards.” Title VIII unquestionably allows the 
Fed to regulate a key aspect of financial firms’ activ-
ities in the name of maintaining financial stability. 
Furthermore, the broad definitions of key Title VIII 
terms—such as financial transactions and financial 
institutions—suggest that regulators can use Title 
VIII to reach well beyond the PCS sector.87 Com-
bined, Titles I and VIII of Dodd–Frank give the 
FSOC—and the Fed—the authority to regulate virtu-
ally any aspect of U.S. financial markets on an ongo-
ing basis with an enormous amount of discretion. It 
is difficult to justify giving such broad power to any 
federal regulator.

CONCLUSION
The 2010 Dodd–Frank Act was Congress’s 

response to the 2008 financial crisis, and two of 
its titles—VII and VIII—have dramatically altered 
the way certain derivatives markets are regulated. 
These titles are largely based on the faulty premise 
that the swaps market contributed to the 2008 crisis 
because it was unregulated—a demonstrably false 
notion. Title VII created a new framework whereby 

federal regulators micromanage the swaps industry 
as if regulators can better manage (and accurately 
price) risks than market participants themselves.

Title VII imposes new clearing, trading, report-
ing, margining, and business conduct require-
ments on swap market participants. While all these 
requirements impose additional costs on swaps 
users, the Title VII clearing mandate is particular-
ly dangerous. This mandate, the main component of 
the new regulatory framework, makes it more costly 
to hedge commercial business risks and also under-
mines financial stability. The clearing requirement 
undermines financial stability because it creates 
moral hazard and concentrates formerly decentral-
ized financial risks in a small number of large clear-
ing firms. Title VIII magnifies these problems by 
conferring a special status on so-called systemically 
important central clearing companies.

These firms, identified as designated financial 
market utilities (FMUs), are the Title VIII counter-
part to the so-called SIFIs that Title I of Dodd–Frank 
addresses. Title VIII provides these companies with 
direct access to Federal Reserve lending, creating 
more moral hazard and further undermining finan-
cial stability. Title VIII also gives federal regulators 
a very broad discretionary authority that could ulti-
mately be used to regulate firms in nearly any sector 
of U.S. financial markets. Together, Titles VII and 
VIII ensure further consolidation in financial mar-
kets, create moral hazard, undermine financial sta-
bility, and add to the number of too-big-to-fail insti-
tutions. These two titles provide excellent examples 
of why the Dodd–Frank Act should be repealed.

This chapter was originally published as a 
Heritage Foundation Backgrounder—“Fixing the 
Dodd–Frank Derivatives Mess: Repeal Titles VII and 
VIII”—on November 16, 2015.
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SUBTITLE C: REGULATION OF CREDIT-RATING AGENCIES

While each financial crisis seems to have a cycle of complaints about failures among the rating agencies, previous 
legislative responses, such as the Sarbanes–Oxley Act, have relied mostly on further study rather than wholesale 

reform of the ratings process. The Dodd–Frank Act attempts to address the quality of ratings via a variety of mechanisms, 
the most extensive of which are found in Section 932.

The primary focus of the Dodd–Frank changes 
to the regulation of rating agencies is an attempt to 

“insulate” the agencies from various perceived con-
flicts of interest. For instance, Dodd–Frank requires 
improved “internal controls” for the ratings process; 
separating the sales and marketing functions of the 
agencies from the ratings process; increasing the 
number of independent directors on the agencies’ 
boards; as well as increasing the responsibilities of 
the ratings agencies’ boards of directors. Many of 
these features mirror the expanded corporate gov-
ernance requirements for auditors imposed by the 
Sarbanes–Oxley Act. There is little expectation 
that such provisions will work any better in improv-
ing credit ratings than they did—or failed to do—in 
improving the quality of financial audits.1

The quest for board independence is a repeated 
theme in corporate governance reforms. As men-
tioned, increasing the number of independent board 
members was included for auditors under Sarbanes–
Oxley, with similar provisions covering rating agen-
cies in Dodd–Frank. These repeated attempts at 
independence, however, find little support in the 
academic literature. Some researchers, in the case 
of banks during the financial crisis, find that greater 

board independence is associated with worse out-
comes. Dodd–Frank further muddies the waters by 
allowing some of the “independent” board mem-
bers to be users of ratings. This ignores the fact that 
investors in rated securities have their own incen-
tives to avoid downgrades. Instead of reducing con-
flicts of interests, Dodd–Frank may very well simply 
be substituting one conflict of interest for another.

One of the Dodd–Frank rating-agency reforms 
has already had tremendous negative impact on U.S. 
capital markets, so much so that the Securities and 
Exchange Commission (SEC) has effectively void-
ed the provision. This Section, 939G, repeals SEC 
rule 436(g), which had exempted nationally rec-
ognized statistical rating organizations (NRSROs) 
from being deemed part of a security’s registration 
statement. Rule 436(g) had protected NRSROs from 
liability under Section 11 of the 1933 Securities Act. 
This protection actually increased the flow and qual-
ity of information received by investors by encour-
aging the use of ratings in offering statements. Dodd–
Frank’s repeal of rule 436(g) effectively shut down 
the new offerings market for asset-backed securi-
ties and corporate debt. It was only the issuance 
of a “no-action” letter from the SEC to Ford Motor 
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Credit Company that allowed this market to func-
tion. However this no-action letter is only in effect 
temporarily, leaving considerable uncertainty about 
how the debt markets will function in the absence of 
rule 436(g), at least until such time that the markets 
evolve beyond the regular use of credit ratings.

The Dodd–Frank Act, like the Sarbanes–Oxley 
Act before it, attempts to remedy regulatory fail-
ures with the increased use of private litigation. 
Section 933 expands the potential legal liability of 
rating agencies in three ways.2 First, an established 
private right of action under Section 18 of the 1934 
Securities Act for any material misstatements con-
tained in reports to the SEC. Second, an established 
liability for errors in factual assumptions used in a 
ratings methodology. An example of such would be 
the range of forecasted house prices over the life of 
a mortgage-backed security. Third, an established 
legal liability under Section 21(e) of the 1934 Secu-
rities Act for misstatements in any forward-looking 
statements made by the rating agencies.

Of course, one defense to these charges would be 
to adopt a “reasonable standard” approach to rat-
ings methodology and predictions. Basing ratings 
on consensus or even government forecasts of key 
economic variables would likely provide some shield 
to liability. Providing a consensus viewpoint could, 
however, greatly reduce the informational value 
provided by ratings. Increased liability could easily 
make rating agencies risk-averse and less likely to 
offer unconventional points of view. Agencies could 
also be subject to suit by investors “harmed” by the 
downgrade of assets which they hold. Until these 
provisions are tested in the courts, their ultimate 
impact on ratings’ quality will remain unknown. It 
is likely, however, that the increased incentives for 
risk averseness will greatly reduce the value of rat-
ings to the capital markets with potential harm to 
both price discovery and liquidity. The liability pro-
visions of Section 933 apply to all rating agencies, 
not just those recognized by the SEC as NRSROs.

Other provisions of Dodd–Frank are also likely to 
reduce the utility of rating agencies, with detrimen-
tal impacts on capital markets. For instance, Section 
939(b) eliminates the rating agencies exemption 
from Regulation FD, covering the “fair disclosure” 
of information. Regulation FD prohibits senior exec-
utives of public companies, who regularly communi-
cate with the public, from making selective disclo-
sure of nonpublic informational material to select 
persons. Prior to Dodd–Frank, the rating agencies 

were exempted, with the understanding that the rat-
ings process would be better informed if the rating 
agencies had occasional access to nonpublic infor-
mation. Section 939(b) has the potential to reduce 
the flow of information between public companies 
and the rating agencies, with the result that ratings 
become less “informed.”

Not all of the credit-rating provisions of Dodd–
Frank are harmful or misguided. In fact, the law 
takes a serious step toward reducing the regulato-
ry reliance on the rating agencies. Section 939(a) of 
Dodd–Frank requires all federal agencies to review 
their existing regulations and to provide alternative 
standards of credit risk. Although the federal bank 
regulators have requested public comments as to 
possible alternatives, these same regulators have 
moved slowly on Section 939(a), and have shown a 
general resistance to abandoning their reliance on 
the rating agencies. While Section 939(a) has the 
potential to address some of the central flaws dis-
cussed in this chapter, it also leaves considerable 
discretion to the very same regulators who institut-
ed those flaws. The history of regulatory reliance 
on rating agencies is one more of the failings and 
short-sightedness on the part of regulators than on 
the usual failings of Congress. For Section 939(a) to 
have real impact, however, it may well take the con-
tinued involvement of Congress. There is, of course, 
some risk that, were regulators to reduce their reli-
ance on rating agencies, a system of government-cre-
ated ratings would be used as a substitute. Given the 
history of favorable treatment by regulators of the 
debt of entities such as Fannie Mae and countries 
such as Greece, replacing the use of private rat-
ings in regulation with government-created ratings 
could be worse than the current situation. One need 
only examine the history of risk weights under the 
Basel Capital Accords to see such in practice.

Overall, the Dodd–Frank Act is at best a mixed 
bag when it comes to the credit-rating agencies.3 
Some provisions have a real potential for reform, but 
also have their success contingent on the same reg-
ulatory process that created the problems. Unfor-
tunately, other, more concrete provisions of Dodd–
Frank have already had a significant negative impact 
on U.S. capital markets. A repeal of these later pro-
visions, particularly Sections 932, 933, 939(b), and 
939(g), would protect the positive capital-market 
functions of the rating agencies. Section 939(a), 
which attempts to reduce regulatory reliance on 
the rating agencies, may be retained, but may be in 
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need of strengthening.4 Perhaps most troubling is 
that by creating a new regulatory framework for 
NRSROs, Dodd–Frank doubles down on the notion 
that NRSROs enjoy a government seal of approval. 
Thus, there is a very real possibility of reducing the 
due diligence of market participants and, accord-
ingly, reducing the overall level of monitoring in U.S. 
financial markets. The objective of reform should 
be to increase market discipline, which requires 
increased due diligence by market participants. 
Dodd–Frank in its regulation of NRSROs, as in many 
other areas, goes in the wrong direction, further 
insulating firms from market discipline.

While theory can be a useful guide, empirical 
research can help distinguish between competing 
hypotheses. Dodd–Frank’s rating reforms are based 
on the premise that fraud and conflicts of interest 
among rating agencies contributed to the crisis. If 
such were the primary driver, then Dodd–Frank’s 
reforms might prove useful. If, however, a lack of 
competition was the primary flaw in rating-agen-
cy behavior, Dodd–Frank could make it worse with 
its additional barriers to entry. At least one study 
has attempted to empirically measure the impact of 
Dodd–Frank’s rating reforms. Its results find “fol-
lowing Dodd–Frank, CRAs [credit-rating agencies] 
issue lower ratings, give more false warnings, and 
issue downgrades that are less informative” than 
before Dodd–Frank, and concludes that “increasing 
the legal and regulatory costs to CRAs might have an 
adverse effect on the quality of credit ratings.”5

Proposal for Reform. The ultimate goal should 
be a market for credit ratings that is competitive, 
where users can choose to rely on ratings or not, and 
one where ratings are treated as one among many 
inputs into the credit decision.6 This would calibrate 
incentives in such a way that issuers, investors, and 
credit-rating agencies have an incentive to promote 
the public good while seeking their own self-inter-
est. The benefits likely achieved in a competitive, 
open-market regime include higher-quality invest-
ment instruments, higher-quality ratings, increased 
methodological innovation, and investor focus on 
informational value rather than regulatory privilege.

To achieve such requires ending regulatory reli-
ance on credit-rating agencies and repealing NRSRO 
designation, and allowing competition in the mar-
ketplace of credit-rating firms. Market participants 
may still use credit ratings to evaluate credit risk, 
but are also free to incorporate new innovations 
into their credit-risk evaluations. Ultimately, these 

reforms will help reduce government-created entry 
barriers and reduce artificial demand for cred-
it ratings.

SUBTITLE E: ACCOUNTABILITY  
AND EXECUTIVE COMPENSATION

It has been an ongoing feature of the financial 
crisis narrative that the crisis was caused by “greed” 
and “excessive risk-taking.” It is therefore not sur-
prising that Dodd–Frank includes a number of 
provisions aimed at reining in “out of control” cor-
porate boards and their “greedy” executives. Philo-
sophical questions about the value of greed aside, it 
is to everyone’s benefit if executives are appropriate-
ly compensated for their work. In many cases this 
means ensuring that their compensation includes 
incentives to develop and expand the business and, 
where regulation exists, to protect the company from 
unnecessary entanglements with regulators or the 
courts. This is not, of course, the same as saying that 
any amount of compensation, no matter how gen-
erous, is appropriate. There are undoubtedly over-
compensated executives in the workforce—there are 
overcompensated and undercompensated workers 
at every level because it is hard to judge exactly the 
right level of compensation. But the evidence does 
not suggest that overcompensation caused the crisis.

Additionally, to the extent that overcompensation 
is a problem (and it is not clear that it is), it is unlikely 
that regulation will produce more appropriate com-
pensation than existing practices. Indeed, given the 
need for appropriate compensation—compensation 
carefully calibrated to provide the right incentives 
to the right executives in light of each company’s 
and industry’s particular needs and challenges—a 
regulatory one-size-fits-all approach is almost sure 
to backfire.

The new requirements under Title IX, subtitle 
E, of Dodd–Frank follow two troubling trends in 
corporate regulation: (1) a trend toward increased 
regulatory incursion into matters of corporate gov-
ernance and (2) a trend toward using the SEC’s reg-
ulatory disclosure regime for purposes unrelated to 
securities regulation. Both trends are troubling, for 
reasons discussed in greater detail below. Given the 
widespread animosity toward both highly compen-
sated executives and the securities industry in the 
wake of the financial crisis, it is especially troubling 
(although not at all surprising) that these trends 
have surfaced in the section of Dodd–Frank relat-
ed to executive compensation. The ideal solution 



152  •  THE CASE AGAINST DODD–FRANK: HOW THE “CONSUMER PROTECTION” LAW ENDANGERS AMERICANS 

 
REVISITING TITLE IX: CREDIT-RATING AGENCIESAND EXECUTIVE COMPENSATION

would be to repeal the entire subtitle, as its existence 
risks legitimizing the substitution of government 
oversight for governance by corporate boards. The 
second-best solution would be to retain Sections 
951, 952, and 955; revise Section 953 to render the 
pay-ratio number more accurate; revise Section 954 
to ensure it is not applied unjustly and to improve 
efficiency; and repeal Section 956.

Section 951 includes the “say on pay” provision, 
which requires public companies to hold a non-bind-
ing shareholder vote at least once every three years 
to approve executive compensation.7 This provi-
sion is puzzling at best. Under existing regulations,8 
public companies must disclose the compensation 
of the executives whose compensation will form 
the subject of the vote. Presumably, any sharehold-
er dissatisfied with the compensation package can 
either communicate that dissatisfaction directly to 
the board of directors, or can take action by simply 
selling the company’s stock. It is not clear how a 
non-binding vote is likely to have more effect than a 
very binding sale of stock. And, in practice, it seems 
that the new rule has had very little effect. Since it 
became effective in 2011, only about 2 percent of 
executive-compensation votes have failed, and most 
receive 90 percent shareholder support.9

It is, of course, possible that the low failure rate 
simply reflects changes in pay structure aimed at 
securing a favorable vote; that boards have identi-
fied the “lightning rods”10 likely to ignite sharehold-
er ire and are therefore avoiding them. If that is true, 
is “say on pay” working and improving corporate 
compensation practices? Not necessarily. Avoiding 
lightning rods is not the same as making sound busi-
ness decisions. Ultimately, while this provision adds 
unnecessary complexity to a company’s compliance 
process and may nudge the company toward popular 
(but not necessarily ideal) compensation structures, 
its harm is minimal compared with other sections in 
this subtitle.

Section 952 attempts to address the heart of the 
perceived problem by increasing independence of 
boards’ compensation committee members. There 
is something inherently appealing about this 
approach. It seems that if a board is too close to man-
agement, especially to the CEO, its members may be 
less willing to push back on out-sized pay packages 
and may even proactively dole out benefits to their 
friends. But the research does not support this the-
ory. In fact, board independence has been found to 
have no statistically significant effect on executive 

compensation or on firm performance.11 Indeed, cor-
porations may benefit from having a number of insid-
ers on the board to ensure that directors remain suf-
ficiently plugged in and responsive to day-to-day life 
at the company. The evidence does not suggest that 
mandating independence for compensation com-
mittee members is likely to improve the commit-
tee’s ability to calibrate executive compensation and 
may impair its ability to staff the committee with 
the most competent members. However, once again, 
while there is little to suggest that this provision will 
provide much benefit, ultimately it will be more of 
an inconvenience than a serious hindrance.

Section 953 requires companies to disclose the 
ratio of CEO pay to the average company employee’s 
pay. This provision is a naked attempt to address per-
ceived wealth disparities and is unrelated to secu-
rities regulation. To the extent that public compa-
nies are subject to mandated disclosures to the SEC, 
these disclosures should be limited to information 
that is material to the average investor.12 There is no 
reason to think that this pay ratio would be material, 
especially since reporting companies must already 
disclose top management’s compensation, including 
CEO compensation.

Although proponents of the rule may argue that it 
provides insight into how a company treats its work-
ers, this argument misunderstands how companies 
determine pay. Consider, for example, a company 
that needs to hire a new receptionist. It will go into 
the market and hire someone, paying a salary in a 
range set by the market. It might pay a higher salary 
to obtain a better-quality receptionist, or might pay 
a lower salary if it offers other enticements (such as 
a pleasant work environment and favorable hours) 
but it will likely pay something similar to what sim-
ilar employers pay. When the company needs other 
things—office space, paper, Internet service—it sim-
ilarly goes into the market and obtains the things it 
needs at the prices set by the market. If it lowered its 
CEO pay, there is no reason to think that the funds 
that had previously been spent on the CEO would go 
into the pockets of the company’s other employees. 
If a company is not willing to pay extra rent to the 
owner of its office space, or to pay more to its paper 
supplier, why would it pay more to its receptionist? 
Compensation is not a pot of money to be distribut-
ed among the company’s employees; it is a price paid 
to obtain a service. If anything, the need to disclose 
this ratio may drive employers to hire fewer low-
wage workers, use more contractors, replace workers 
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with automation, or take other measures to improve 
the ratio in ways that are unfavorable to workers.

In addition to being useless to investors, the 
pay-ratio disclosure is also likely to be misleading. 
The calculation does not take into account the com-
pany’s industry, business model, location (including 
differentials in cost of living between areas within 
the U.S. and between U.S. and foreign operations), 
or use of part-time or contract employees. To the 
extent that Dodd–Frank addresses the behaviors 
of companies closely involved in the crisis, this rule 
will, ironically, favor those companies. A financial 
institution whose employees are overwhelmingly 
highly paid professionals will have a much smaller 
gap between CEO and average employee pay than, 
for example, a large national retailer. Aside from 
the fact that the disclosure is likely to be both use-
less and misleading, the rule continues a distressing 
trend of, as former SEC Commissioner Daniel Galla-
gher put it, “hijacking” the SEC’s disclosure regime 
for political purposes. The SEC’s mission is to pro-
tect investors, maintain fair, orderly, and efficient 
markets, and facilitate capital formation. This dis-
closure fits nowhere in that list.

Even if the pay-ratio disclosure is an inappropri-
ate use of the SEC’s disclosure regime, it could at 
least be made somewhat more accurate. Current-
ly, part-time employees and employees based over-
seas are included in the ratio. At the very least, these 
employees should be excluded from the calcula-
tion. There are other tweaks that could improve the 
number’s ability to reflect, for example, the differ-
ence between a company that employs mainly low-
skilled or mid-skilled workers, and one that employs 
almost exclusively highly skilled professional staff 
(for example, a large manufacturing company versus 
a smaller professional services firm), but the risk in 
making these distinctions is complicating the cal-
culation to the point that the burden on reporting 
companies is even greater. The pay-ratio disclosure, 
whatever adjustments may be made to it, will be a 
useless figure. The best option is to minimize the 
burden required to produce it.

Section 954 creates a claw-back requirement, 
whereby exchanges must require listed companies 
to undergo a mandatory restatement recovery from 
executives’ incentive-based pay from the previous 
three years that was paid in excess of what the exec-
utive would have received had the financial informa-
tion been correctly reported. The provision applies 
explicitly to current as well as to former executives. 

Additionally, its implementing regulation requires 
no culpability or knowledge on the part of the execu-
tive, nor does it include any de minimis exemption. In 
general, there is a certain logic to having an executive 
pay back what was essentially unearned compensa-
tion. If the compensation is intended to function as 
an incentive to improve company performance, the 
executive should not receive pay based on erroneous 
financial results. However, aside from the basic flaw 
that plagues the entire subtitle (that is, the incursion 
into the board’s prerogative to establish corporate 
policy, including compensation), this provision will 
also result in injustice and inefficiency.

Of all the company’s employees, the most senior 
executives are typically the best-placed to ensure 
that financial information is properly reported and 
hence there is merit in the notion of holding them 
accountable if a restatement is necessary. However, 
to the extent that an executive has no control over the 
company’s financial reporting—because she is the 
head of a business line whose financials were prop-
erly reported, or she oversees a support department 
such as human resources13—holding her “account-
able” will not result in any improvement in reporting. 
Additionally, recovering compensation from execu-
tives that was paid three years ago could be difficult 
since most executives will have already used the 
money for living expenses, or will have invested it in 
illiquid assets, such as retirement accounts. To avoid 
the risk of having to repay funds long since spent, 
including funds received from a previous employ-
er (since the provision includes former executives), 
most executives will negotiate for guaranteed pay 
instead of incentive pay, or will purchase insurance 
that will pay any recovered amounts in the event of 
a restatement.14 Either option will nullify the initial 
purpose of the rule while injecting unnecessary cost. 
Additionally, to the extent that incentive-based pay 
is a useful tool in securing high performance from 
executives, that tool’s utility will be reduced.

The provision will also result in inefficiency for 
the company. Although the rules permit a compa-
ny to determine that it is not worthwhile to pursue 
recovery of funds, there is no de minimis exemption. 
This means that a board must go through the entire 
process of evaluating whether recovery is worth-
while even if the amount of money at issue is van-
ishingly small. In many cases, simply calculating the 
amount of compensation to recover will be a compli-
cated undertaking. While there may be instances in 
which it is fairly straightforward to determine what 
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the executive’s compensation would have been under 
the restated financials, in many instances, including 
any involving stock options, it will require conjec-
ture to estimate what the price of the stock would 
have been at the time the compensation was award-
ed and, in subsequent years, if the information had 
been accurately reported. In some cases, this calcu-
lation may be no better than guesswork.

This provision should be revised to ensure that it 
is not applied unjustly, and to prevent wasteful ineffi-
ciency. There should be no requirement that the claw-
back apply to executives who had no control over the 
reporting of the relevant financials. Additionally, there 
should be a de minimis exemption that would require 
no board action regarding recovery of compensation 
in the event of a restatement. This exemption should 
apply both to the overall decision whether to recover 
compensation from any executives at all, and to the 
decision whether to recover compensation from specif-
ic executives. Finally, there should be a non-exclusive 
safe harbor that would enable a company to quickly 
and efficiently calculate the amount to be recovered 
based on certain approved assumptions.

Section 955 requires issuers to disclose whether 
employees or directors are permitted to purchase 
securities designed to hedge a decrease in the value 
of equity securities either issued as part of compen-
sation or held by the employee or director. On the 
one hand, it is easy to see how it might be appealing 
to know whether those in charge of running and sup-
porting the company are able to nullify the impact of 
stock price fluctuations on any incentive-based com-
pensation.15 On the other hand, disclosing whether 
such a policy exists tells investors very little. With-
out information about the compensation received 
by each director and every employee, including 
how much compensation is in the form of equity, 
and about the equity holdings of all directors and 
employees, the fact that the directors and employ-
ees are permitted to buy hedging instruments pro-
vides little insight. Issuers may, however, fear that 
lack of a non-hedging policy would signal to inves-
tors that employees and directors are completely 
hedged, and that issuers, fearing a negative response, 
would implement a policy whether it was in the com-
pany’s best interest or not. It is likely, however, that 
companies that might otherwise not implement an 
anti-hedging policy, but which are able to retain rea-
sonably skilled counsel, will be able to craft policies 
that prohibit hedging without imposing undue bur-
dens on either employees or directors.

Section 956 is one of the more troubling sections 
of this subtitle. Covered financial institutions—
including investment advisers, broker-dealers, 
depository institutions, credit unions, the Feder-
al National Mortgage Association, and the Federal 
Home Loan Mortgage Corporation—with assets of 
more than $1 billion must disclose to their relevant 
regulator16 the structure of all incentive-based com-
pensation sufficient for the regulator to determine 
whether the compensation structure “provides an 
executive officer, employee, director, or principal 
shareholder…with excessive compensation, fees, or 
benefits…” Further, the relevant regulators must 
jointly implement regulation to:

prohibit any types of incentive-based payment 
arrangement…that the regulators determine 
encourages inappropriate risks by covered 
financial institutions by providing an exec-
utive officer, employee, director, or principal 
shareholder…with excessive compensation…or 
that could lead to material financial loss to the 
covered financial institution.

This provision is drawn almost verbatim from 
section 39(c) of the Federal Deposit Insurance Act 
(FDIA), which provides that federal banking agen-
cies must prescribe:

standards prohibiting as unsafe or unsound 
practice any employment contract, compen-
sation or benefit agreement, fee arrangement, 
perquisite, stock option plan, postemploy-
ment benefit, or other compensatory arrange-
ment that would provide any executive officer, 
employee, director, or principal shareholder 
of the institution with excessive compensa-
tion, fees or benefits; or could lead to material 
financial loss to the institution.

Whether or not this requirement is appropriate 
for depository institutions, it can at least be argued 
that they have the backing of the Federal Deposit 
Insurance Corporation (FDIC), and that therefore 
the FDIC has an interest in preserving their safe-
ty and soundness. Preserving the stability of bro-
ker-dealers or of investment advisers, however, has 
never been the duty of the SEC. Placing the named 
regulators in the role of determining what consti-
tutes “excessive” compensation or risk-taking puts 
them in an entirely inappropriate position vis-à-vis 
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the regulated entities. It is not for the regulators to 
substitute their judgment for that of the boards of 
the companies they regulate. More than any other 
section in this subtitle, Section 955 usurps the duty 
and prerogative of the corporate board and places 
the federal government in its stead. Not only is this 
improper, the evidence does not suggest that any 
regulator will be a better judge of what type of com-
pensation structure is in the interest of any covered 
institution than that entity’s own board.

Additionally, by placing these regulators in a role 
similar to that of the FDIC, which explicitly insures 
the depository institutions it regulates, this section 
creates the implication that the regulators (or, at 
least, the federal government) may similarly back-
stop the covered institutions under their purview, 
entrenching the concept of “too big to fail.”

Even if there were any basis for implementing 
this kind of oversight, the example of the FDIC sug-
gests it will be ineffective. Almost identical language 
existed in the FDIA pre-crisis, yet banks failed and 
the 2008 crisis happened.

It is difficult to imagine an appropriate revision 
to this provision. It strikes at the heart of corporate 
governance, erodes companies’ ability to self-gov-
ern, and strengthens the notion that certain large 
financial institutions are backstopped by the federal 
government. As demonstrated by the FDIA example, 
it provides no meaningful bulwark against failure. 
The only appropriate solution is repeal.

Proposal for Reform. Assuming that any 
section under this subtitle will reduce the risk of 

another financial crisis is to assume the truth of two 
fallacies: first, that the recent crisis can be attribut-
ed to executive compensation practices; second, that 
federal regulators have better insight into what 
appropriate compensation is than the companies’ 
own boards. The best way to ensure good corporate 
practices in general, including compensation prac-
tices, is to ensure that companies bear the conse-
quences of their own actions. Companies that pay 
too much for any good or service—be it lavish office 
suites or lavish CEO pay—will be weaker than their 
more disciplined peers. Federal regulation risks 
leveling the field and fostering the same practices 
across the board, masking poor corporate judgment 
and propping up weak companies while simultane-
ously acting as dead weight on more adroit competi-
tors. This subtitle perpetuates a harmful mythology 
while usurping the rights of corporate boards, and 
offers nothing of benefit in return.

Nonetheless, the changes to several provisions, 
described above, could at least blunt some of the 
harmful (and unintended) effects of this subtitle. 
Ultimately, attempts to control executive compen-
sation have rarely fared well.17 While the current 
attempt is unlikely to prove the exception, it, like 
its predecessors, runs the risk of exacerbating the 
harms it attempts to prevent.

Any views expressed here are those of the author, 
not necessarily of The Heritage Foundation.
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The Consumer Financial Protection Bureau (CFPB) was established under Title X of Dodd–Frank to “regulate the offer-
ing and provision of consumer financial products or services under the Federal consumer financial laws.”1 Prior to its 

creation, authority for some 50 rules and orders stemming from 18 consumer-protection statutes2 was divided among 
seven agencies.3 But more than simply consolidating regulatory authority, Congress granted the new agency unparalleled 
rulemaking, supervisory, and enforcement powers over virtually every consumer financial product and service. As currently 
structured, the CFPB unduly restricts access to credit without oversight from Congress or the executive branch.

This result is not the unintended consequence of 
a misguided bureaucracy. It is the calculated result 
of a departure from the principles that governed 
consumer protection law for decades.4 By design, 
the CFPB is limiting the availability of credit,5 and 
curtailing Americans’ choices for investment and 
wealth creation.

Until passage of the Dodd–Frank Act in 2010, 
most consumer protection law was designed to equip 
consumers with the information necessary to act 
on their preferences, given market conditions, and 
to punish fraud and other wrongdoing. The role of 
government, at least theoretically, was to facilitate 
choice and competition—an approach reflecting the 
belief that free enterprise, albeit imperfect, yields 
greater benefit than autocratic alternatives.

That deference to consumer autonomy has now 
been supplanted by a regulatory framework that 
treats consumers as fundamentally irrational and 
prone to act against their self-interest. In the words 
of Oren Bar-Gil and Elizabeth Warren, the academ-
ic architects of the bureau, consumers suffer “cogni-
tive limitations” and their “learning is imperfect.”6 

Indeed, the bureau takes the position that “too much 

information” can “detract from consumers’ deci-
sion-making processes.”7 Under this paternalist par-
adigm,8 regulatory intervention is necessary to pro-
tect consumers from themselves by limiting complex 
credit options and standardizing “qualified” loans.

This approach is, of course, inherently contradic-
tory. If consumers suffer cognitive limitations with 
respect to financial matters, would the politicians 
and bureaucrats who dictate the terms and condi-
tions of credit not be afflicted by biases of their own, 
most notably political and institutional incentives? 
As noted by economist Edward Glaeser, “Human 
beings surely make mistakes about their own wel-
fare, but the welfare losses created by these errors 
are surely second order relative to the welfare losses 
created by governments which not only make errors, 
but also pursue objectives far from welfare maximi-
zation.”9 Indeed, the bureau’s very existence is root-
ed in the lapses of seven other regulatory behemoths 
that were supposed to protect the nation from finan-
cial calamity.

In just four years, the bureau has restructured 
the mortgage market by broadening lenders’ fidu-
ciary responsibilities and standardizing home loans. 

CHAPTER 11  
Title X and the Consumer Financial 
Protection Bureau: Limiting 
Americans’ Credit Choices  
Diane Katz
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(CFPB officials also claim to have “streamlined” the 
mortgage process, although the new rules encom-
pass a whopping 1,888 pages.) There are new restric-
tions on credit cards, ATM services, auto lending 
and leasing, electronic funds transfers, and stu-
dent loans. More rules are in the pipeline for credit 
reporting, overdraft coverage, arbitration, debt col-
lection, and general-purpose reloadable cards.

The CFPB is also amassing the largest govern-
ment database of consumer data ever compiled to 
monitor virtually every credit card transaction.10 
And, it is aggressively soliciting unverified com-
plaints from consumers with which to impugn the 
reputations of lenders and creditors.11

Prior to the 2008 financial crisis, there certainly 
was a need to modernize the federal consumer pro-
tection regime. But a lack of consumer protection 
was not a major factor in the 2008 financial crisis.12 
Now, however, the structural flaws of the CFPB are 
contributing to a different crisis: an ever-expanding 
administrative state that is suffocating free enter-
prise and individual liberty.

THE BEGINNINGS
As with much of Dodd–Frank, Congress created 

the CFPB without a thorough understanding of the 
housing market collapse, the subsequent failure of 
major financial firms, or the resulting shock to the 
economy. However, the crisis provided an opportu-
nity for the Obama Administration and Congress to 
fulfill a regulatory wish list consistent with the Pro-
gressive agenda.

The bureau was designed to evade the checks 
and balances that apply to most other regulatory 
agencies. Although established within the Federal 
Reserve System, the bureau operates independent-
ly, with virtually no oversight. CFPB funding is set 
by law at a fixed percentage of the Federal Reserve’s 
operating budget.13 This budget independence limits 
congressional oversight of the agency, and its status 
within the Fed also precludes presidential oversight. 
Even the Federal Reserve is statutorily prohibited 
from “intervening” in bureau affairs.

Bureau proponents deny any lack of account-
ability, claiming that the CFPB can be overruled by 
the Financial Stability Oversight Council (FSOC), 
which is composed of representatives from eight 
other financial regulatory agencies.14 However, the 
council’s oversight authority is narrow, confined by 
statute to cases in which CFPB actions would endan-
ger the “safety and soundness of the United States 

banking system or the stability of the financial sys-
tem of the United States.” Any veto of bureau action 
requires the approval of two-thirds of the FSOC’s 
10-member board.

The CFPB became operational on July 21, 2011, 
but was limited by statute to enforcing existing rules 
for banks and credit unions (with more than $10 
billion in assets) until a director was confirmed by 
the Senate. To launch the bureau, President Obama 
appointed Elizabeth Warren as a “special advisor.”15

The President subsequently dispensed with 
the confirmation process required by statute and 
appointed former Ohio attorney general Richard 
Cordray as CFPB director, claiming the action was 
a “recess appointment”—though the Senate was not 
in recess.16

Ultimately, the U.S. Supreme Court invalidated 
three other appointments of the same type,17 which 
cast doubt on the validity of bureau actions under 
Cordray’s (unconfirmed) tenure. Upon his subse-
quent confirmation, however, Cordray reaffirmed 
his earlier actions to thwart a legal challenge.

Once Cordray was confirmed, the bureau com-
menced its supervision of so-called nonbank firms 
as called for under Title X, including mortgage orig-
inators, brokers, and servicers, as well as payday 
lenders and private education loans. The bureau 
also has authority to designate additional “larger 
participants” in nonbank services, which currently 
include debt collection, credit reporting, auto lend-
ing, international money transfer, and student loan 
servicing.18

Reflecting the overly broad nature of its powers, 
the agency may also supervise any nonbank firm 
that it deems as posing a “risk” to consumers or 
engaging in “unfair, deceptive, or abusive” practic-
es.19 While the terms “unfair” and “deceptive” have 
been defined in other regulatory contexts,20 the 
term “abusive,” has not been defined in law and thus 
grants the CFPB inordinate discretion.

The bureau’s estimation of risk largely deter-
mines whether a financial firm is subjected to ongo-
ing “supervision.” Supervision is no small matter.21 
The bureau may require a firm to divulge reams of 
documents and records, and submit to ongoing scru-
tiny of its entire framework of policies and practices. 
Bureau procedures also call for background checks 
of company officers, directors, and other key person-
nel. Bonding requirements may be imposed.

Prior to Dodd–Frank, nonbank financial services 
did not exist in a regulatory vacuum. For example, 
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consumers had recourse under the Federal Truth in 
Lending Act and the Real Estate Settlement Proce-
dures Act, while many states and municipalities reg-
ulated (or prohibited) a variety of nonbank financial 
services. Federalizing nonbank regulation elimi-
nates regulatory competition which, in turn, under-
mines market competition.

THE PRECAUTIONARY PRINCIPLE
Despite the magnitude of powers granted to the 

bureau to deter risk, there is no description in Title 
X of what constitutes risk.

According to the bureau’s 924-page Supervision 
and Examination Manual, “Risk to consumers is 
the potential for consumers to suffer economic loss 
or other legally cognizable injury (e.g., invasion of 
privacy) from a violation of Federal consumer finan-
cial law.”22 Bureau staff is directed to gauge this risk 
potential based on “the nature and structure of the 
products offered, the consumer segments to which 
such products are offered, the methods of selling the 
products, and methods of managing the delivery of 
the products or services and the ongoing relation-
ship with the consumer.” In other words, the bureau 
acts upon a supposition of future harm rather than 
actual violation of law.

Examiners are also expected to determine the 
likelihood that a supervised entity will not comply 
with federal consumer financial law in the future, 
and forecast whether risk will decrease, increase, 
or remain unchanged—a magical ability that every 
investor would undoubtedly covet. This subjective 
calculation of risk means that firms are being regu-
lated based on ever-shifting criteria. Companies may 
be penalized for conduct that they had no reason to 
believe was improper. Such a system does not com-
port with constitutional tenets of due process.

All financial products and services involve risk—
to consumers and creditors alike. Prior to Dodd–
Frank, consumers could comparison shop, seek rec-
ommendations from friends and family, or employ 
experts on their behalf to weigh drawbacks and 
benefits. For their part, firms traditionally account 
for risk with pricing. Under Dodd–Frank, the CFPB 
determines what degree of risk is lawful—at the 
same time that the bureau’s actions distort market 
signals that would otherwise signal risk.

REGULATORY “ABUSE”
The bureau’s authority to protect consumers 

from “abusive” practices is likewise vaguely defined. 

Title X of Dodd–Frank characterizes as abusive any 
action that:

1. Materially interferes with the ability of a con-
sumer to understand a term or condition of a 
consumer financial product or service; or

2. Takes unreasonable advantage of
a) a lack of understanding on the part of the con-

sumer of the material risks, costs, or condi-
tions of the product or service;

b) the inability of the consumer to protect his 
interests in selecting or using a consumer 
financial product or service; or

c) the reasonable reliance by the consumer on 
a covered person to act in the interests of 
the consumer.

How can the CFPB determine consumer “ability” 
or the requisite degree of consumer “understand-
ing” for an exceedingly diverse population? In effect, 
the bureau is regulating the finance sector based on 
a notional assessment of consumers’ aptitude and 
their presumed inability to make rational decisions 
about their personal finances.

The agency has issued neither guidance nor rules 
to define abusive practices, nor have officials shown 
much willingness to provide clarity—even when 
asked explicitly to do so by Congress.23 During a 
2012 hearing of the House Financial Services Com-
mittee, for example, when asked by lawmakers to 
define “abusive,” Cordray said, “We’ve been trying 
to puzzle through…exactly how that…term…should 
be applied in the facts and circumstances of individ-
ual situations.”

In other words, bureau regulators do not quite 
know what it means, but they will know it when they 
see it. Covered institutions evidently are supposed 
to glean from enforcement actions what the bureau 
considers to be abusive at any point in time.

INVESTIGATIONS
The bureau has launched dozens of investigations 

and issued multiple subpoenas demanding customer 
data, testimony from executives, and piles of inter-
nal policy documents. The CFPB is not required to 
possess evidence of wrongdoing before initiating a 
probe. Bureau officials launch an investigation by 
issuing a Civil Investigative Demand (CID), which is 
a form of subpoena.24

The target of a CID has only 10 days to confer 
with bureau staff if he intends to seek modification 
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of a subpoena. As noted by the law firm of Venable 
LLP, that is hardly sufficient time to assemble a legal 
team, evaluate the CID, consult with relevant IT and 
business personnel, and craft a response.25

CID targets may have counsel present for 
on-the-record testimony before the bureau, but the 
opportunity for counsel to make objections is limit-
ed.26 A petition to modify or set aside any of the inves-
tigative demands must be submitted within 20 days 
of receiving the CID. CFPB officials are allowed to 
confer in secret. The decision on a petition to modi-
fy a CID rests solely with the director, and the rules 
contain no provision for judicial appeal of this deci-
sion.27 A firm’s only alternative is to refuse to abide by 
the CID and raise objections before a judge—after the 
bureau seeks a court order to enforce its demands.

ENFORCEMENT
The CFPB is authorized to obtain “any appropriate 

legal or equitable relief” for violations of federal con-
sumer financial laws. The bureau has been particu-
larly aggressive in obtaining financial “relief” for con-
sumers, with $5.8 billion in orders announced to date.

As called for by statute, the bureau has estab-
lished a Civil Penalty Fund into which enforcement 
penalties are deposited and payments to victims are 
made. Of the $342 million in civil penalties collected 
between 2012 and 2015, just $190 million (55 percent) 
has been used to compensate victims.28 Another $13 
million has been used for “consumer education and 
financial literacy” when victims could not be located 
or payments were “otherwise not practicable.”29

THE DRIVE FOR DATA
CFPB officials tout the bureau as a “data-driv-

en agency.”30 They emphasize that bureau policies 
and priorities are based on research and analyses 
of financial products and services, with particular 
emphasis on discerning “risk to consumers.”

Measuring various aspects of a market may be 
beneficial, of course. But not all data collection leads 
to credible conclusions. Nor does data, in and of itself, 
determine sound policy. Consider the bureau’s use of 
complaint data, which officials identify as the “start 
and end” of the bureau’s rulemaking and enforce-
ment, and which Cordray has called the CFPB’s 

“lifeline.”31 For all the consequential uses to which 
the data are put, however, none of it is verified.32

According to the CFPB, it solicits consumer com-
plaints to gain a better understanding of what is 
occurring in the financial marketplace, and to “help” 

the market work more efficiently. Staff has been 
instructed to regard complaint data as “indications 
of potential regulatory violations, including unfair, 
deceptive, or abusive acts or practices.”33 The com-
plaint database is also intended to inform consum-
ers about financial products and services.

The CFPB initiated its complaint portal for cred-
it cards in July 2011,34 and launched the public Con-
sumer Complaint Database in June 2012.35 Mort-
gage complaints were subsequently added, followed 
by complaints about checking accounts, savings 
accounts, CDs, and student loans. Most recently, 
the database was expanded to include payday loans 
and prepaid cards, other consumer loans, and other 
financial services. The CFPB issued a final policy 
statement in March 2015 to expand the Consumer 
Complaint Database to include consumer narratives.

The bureau does not verify the complaint allega-
tions; it only takes steps to confirm whether there 
exists a commercial relationship between the con-
sumer and the company in question.36 Each com-
plaint is catalogued on the agency’s website, includ-
ing the name of the accused, the nature of the alleged 
offense, the date of the complaint, and the zip code of 
the complainant (whose identity is not revealed). In 
addition to providing public access to this raw data, 
the bureau reports the complaints to various federal 
and state regulatory agencies, and also issues peri-
odic reports about “trends.”

There is also no way to determine whether a com-
plaint relates to dissatisfaction with or misunder-
standing of legitimate terms of service—as opposed 
to actual wrongdoing. The system relies on individ-
uals to categorize their complaints, but the limited 
number of broad categories invites mischaracteriza-
tion. Nor is there any way to distinguish whether a 
complaint is made because a company failed to offer 
an adequate remedy to the customer, or if the cus-
tomer simply rejected a reasonable response.

The CFPB’s Legal Division concluded that federal 
Information Quality Guidelines do not apply to the 
Consumer Complaint Database because the pub-
lished complaint data do not meet the definition of 
disseminated “information.” The Legal Division also 
has noted that the CFPB’s disclaimer about the lack 
of verification sufficiently counters any appearance 
that the Consumer Complaint Database represents 
the agency’s views.37 CFPB officials have stated that 
the unverified complaints have value to the public 
and that “the marketplace of ideas will determine 
what the data show.”38
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The database also lacks statistical validity. 
Self-reporting does not ensure that the complaints 
represent the experiences of the population as a 
whole. Consequently, any of the policies derived 
from the data are not applicable to the general pop-
ulation. The complaint data also lacks context. The 
bureau reports the total number of complaints by 
type, but gives no indication of the size of the mar-
ket. For example, a total of 14,000 credit card com-
plaints were submitted to the bureau in 2014, but 
there were 550 million credit cards in circulation 
that year—among just Visa, MasterCard, and Amer-
ican Express.39 Thus, the complaints represent only 
0.0025 percent of credit card holders.

Such a system exposes financial firms to unwar-
ranted reputational harm and lawsuits. The aggre-
gation of unverified complaints by zip code also may 
expose firms to claims of lending discrimination 
or “disparate impact”—which CFPB officials have 
aggressively pursued. Congress authorized creation 
of a complaint database, but set no data quality stan-
dards. Lawmakers may have mistakenly assumed 
that the CFPB would manage the data in a more 
responsible manner.

HOME MORTGAGE DISCLOSURE ACT
Although already in possession of a massive 

amount of consumer financial data, the CFPB 
recently increased data collection requirements for 
lenders under the Home Mortgage Disclosure Act 
(HMDA). Dodd–Frank mandated some new data 
collection, but the bureau has vastly exceeded those 
provisions with its new 797-page rule.40 Instead of 
just nine data fields, lenders will have to report 45 
separate data points about mortgage applicants, 
borrowers, and the underwriting process; the prop-
erty that is securing the loan; features of the loan; 
and other unique identifiers.41

The HMDA was originally approved by Congress 
in 1975 for monitoring geographic lending patterns. 
The HMDA was followed by passage of the Commu-
nity Reinvestment Act (CRA), which was intended 
to track mortgage lending to reduce discriminato-
ry credit practices in low-income neighborhoods.42 
Compliance with the CRA was necessary for banks 
to be approved for new branches, mergers and acqui-
sitions, and other bank actions.43

The CFPB already has acquired consumer finan-
cial information on 173 million mortgages from an 
outside data aggregator.44 The new HMDA require-
ments provide the bureau with far more information 

than is necessary to monitor mortgage trends. For 
example, the agency is requiring that lenders report 
on the age of applicants and borrowers, their debt-
to-income ratios, credit scores, and a host of other 
financial information unrelated to home loans.

Dodd–Frank explicitly prohibits the bureau from 
collecting personally identifiable information. But 
so vast is the HMDA data set that homeowners’ pri-
vacy is at considerable risk. Nor is the data secure. A 
2014 study by the Government Accountability Office 
found that “additional efforts are needed in several 
areas to reduce the risk of improper collection, use, 
or release of consumer financial data.”45

DISPARATE IMPACT
The bureau places considerable emphasis on 

enforcement actions against discriminatory lending. 
The bureau’s determination of discriminatory lend-
ing involves analysis of “disparate impact,” a widely 
disputed doctrine by which a creditor’s practice may 
be considered unlawful if it results in a discrimi-
natory effect—even if the creditor has no intention to 
discriminate and the practice appears neutral on its 
face.46 The supposed discriminatory effect applies 
to race, color, national origin, religion, sex, or famil-
ial status.

A finding of discriminatory effect requires doc-
umentation of a disparate outcome. Demograph-
ic data is available for some financial products and 
services, such as mortgages under the HMDA. How-
ever, there is a dearth of such data for a variety of 
other financing, so the bureau has resorted to prox-
ies instead.

The bureau’s method has involved constructing a 
probability of consumers’ race and ethnicity based 
on their surname and their place of residence. How-
ever, this “methodology”47 amounts to little more 
than guessing, which has been admitted by agen-
cy officials.48 Nonetheless, they cited their deep-
ly flawed findings as justification for enforcement 
actions against car dealers for (supposedly) racist 
auto-loan practices. Although Title X specifical-
ly prohibits the CFPB from regulating auto dealers, 
the bureau is effectively doing so by constraining the 
ability of dealerships to set the terms of auto loans.49 
And, the elimination of flexible discounts to buyers 
will hurt the consumers that the CFPB was tasked 
to protect.

The ultimate irony is that the bureau itself is 
guilty of the very actions it is empowered to pun-
ish. Employee performance reviews have shown a 
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pattern of white employees ranking distinctly better 
than minorities. Overall, whites were twice as likely 
to receive the agency’s top grade as African Ameri-
can or Hispanic employees.

Rob Cauldwell, president of National Treasury 
Employees Union Chapter 335, which represents 
CFPB workers, told Congress in 2015 that the agen-
cy is “a cesspool of poor behavior, discrimination 
and retaliation.”50 The bureau had the most Equal 
Employment Opportunity complaints of any fed-
eral regulator in the year, he said. Bureau officials 
have announced that a new performance review 
system will focus “primarily on employee growth 
and development, with less emphasis on numerical 
ratings.”51

RULEMAKING
The bureau’s authority to prescribe regulation 

is vast. Title X even instructs the judiciary to grant 
ultimate deference to the CFPB in the event of ter-
ritorial squabbles over financial regulations among 
various regulatory agencies.52 At the time of publica-
tion of this book, the CFPB has issued 117 final rules. 
Following are descriptions of some of the bureau’s 
most significant regulations.

Mortgage Restructuring. Mortgage “simpli-
fication” is one of the 400-plus regulatory require-
ments called for in the 2,300-page Dodd–Frank Act. 
The regulatory approach taken by the bureau illus-
trates both the theoretical shift of consumer pro-
tection as well as the unparalleled powers granted 
the CFPB.

The Dodd–Frank Act requires the bureau to 
devise an “integrated” form to disclose the terms 
of a mortgage application (the Loan Estimate) and 
mortgage closing (the Closing Disclosure).53 To that 
end, the CFPB has devised a more “consumer friend-
ly” mortgage process.54 The previous loan form had 
been five pages long; the new one is three pages. The 
closing form remains at five pages. But the agency’s 
requirements to implement the new forms and relat-
ed rules run 1,888 pages.55

The new forms entail major changes to lenders’ 
operations, including revising forms, IT systems, 
and policies. The CFPB estimates the costs of new 
software and employee training to be $100 million.56 
The pending reform ranks as lenders’ greatest com-
pliance concern, with 48 percent citing it as a “high” 
concern and an additional 33 percent citing it as a 

“medium” concern, according to the annual survey 
by QuestSoft, a regulatory consultancy.57

Redesigning the mortgage documents apparently 
required the assistance of Kleimann Communica-
tion Group, Inc., a self-described “small, agile, wom-
an-owned” business, at a cost to taxpayers of nearly 
$900,000. The Kleimann Group performed “quali-
tative testing” of various loan formats with 92 con-
sumers and 22 lenders in Baltimore; Los Angeles; 
Chicago; Albuquerque; Des Moines; Philadelphia; 
Austin, Texas; Springfield, Massachusetts; and Bir-
mingham, Alabama.58

According to the bureau, both forms have been 
designed to “reduce cognitive burden.” The 533-
page chronicle of the bureau’s feat— “Know Before 
You Owe: Evolution of the Integrated TILA–RESPA 
Disclosures”—includes insights such as, “We found 
the most effective way to reduce confusion sur-
rounding the APR [annual percentage rate] was to 
clarify that it was not the interest rate by adding the 
simple statement: ‘This is not your interest rate.’”59

The new regulations also prohibit balloon pay-
ments, that is, smaller mortgage payments every 
month, followed by a single, one-time payoff at the 
end of the loan. Late fees also are capped, which will 
likely prompt lenders to vigorously enforce payment 
deadlines and use of collection agencies. The bureau 
is also restricting loan-modification fees, which will 
likely limit lenders’ options for customizing loans. 
In sum, the bureau’s notion of “improving outcomes” 
will likely result in fewer mortgage options for con-
sumers and higher borrowing costs.

Mortgage Servicing. The bureau has issued 
more than 500 pages of rules for mortgage servic-
ing, which encompass the collection of mortgage 
payments, maintenance of escrow accounts, loan 
modifications, and foreclosures, among other func-
tions.60 Many provisions dictate the timing, content, 
and format of disclosures. The rules coincide with 
provisions of a settlement between states and the 
five largest mortgage-servicing banks that had been 
accused of mistreating borrowers. Bureau officials 
are hyping the proposed regulations as the solution 
to the wave of foreclosures in recent years.61

Lenders will face more requirements in process-
ing a foreclosure, but that will not save borrowers 
who, for a multitude of reasons, cannot afford their 
payments. It does make mortgage servicing more 
time-consuming and costly. The burden of such 
rules falls disproportionately upon community 
banks, which have far fewer resources to reconfig-
ure services. To the extent that the CFPB’s regula-
tory onslaught overwhelms small banks, their larger 



THE HERITAGE FOUNDATION  •  163

 
DIANE KATZ

brethren benefit—becoming all the more powerful 
as community banks close. That is the very outcome 
that Dodd–Frank supposedly was enacted to prevent.

Of particular concern are the proposed obliga-
tions on servicers’ dealings with a delinquent bor-
rower. The bureau seems to think it is the respon-
sibility of servicers to rescue such borrowers from 
their predicament. For example, servicers are now 
required to inform borrowers about financial “coun-
seling,” while also being prohibited from initiating a 
foreclosure sale until the delinquent borrower has 
exhausted his or her options and appeals.

Another provision prohibits servicers from 
obtaining “forced place” insurance following a 
finding that the borrower has failed to maintain 
property insurance as required. Instead, servicers 
are required to give borrowers two opportunities 
to produce proof of insurance over 45 days before 
charging for insurance, as well as provide advance 
notice and pricing information to the borrowers and 
allow them to obtain their own replacement insur-
ance. In other words, borrowers who have violated 
the conditions of their mortgage by failing to main-
tain home insurance must be given a second chance 
(or third or fourth) to honor the terms of their mort-
gage agreement.

Such requirements significantly reduce lenders’ 
control over the loans they make.

Qualified Mortgages. Of enormous conse-
quence to the fate of the housing market is how the 
bureau defines a “qualified mortgage.” The definition 
is central to a provision of Dodd–Frank that requires 
lenders to determine a borrower’s “ability to repay” 
any loan “secured by a dwelling.”62 The qualified 
mortgage requirements act as the standard for loan 
terms that lenders can reasonably expect a borrow-
er to repay. Under this “ability to repay” regime, the 
lender—not the borrower—can be blamed for a loan 
default. Dodd–Frank allows homeowners to sue 
lenders if they cannot make their payments and face 
foreclosure.63 Such standards effectively require 
banks to act as personal advisers or intermediaries 
despite long-held legal precedent that they are not 
fiduciaries in retail banking.

But how does a lender guarantee that a customer 
understands the terms of a loan? And, in the event 
that a bank deems customers’ understanding as 
deficient, is that bank at risk of violating fair lend-
ing laws? CFPB officials have emphasized that they 
will aggressively monitor firms to ensure that finan-
cial products and services are available to various 

racial, ethnic, and gender groups in direct propor-
tion to their share of the population.64 Thus, lenders 
are trapped in a Catch-22: To abide by the “ability to 
repay” rule could mean not meeting race and gender 
quotas, or vice versa.

“Payday” Lending. A total of 48 states already 
regulate payday lending, and yet the CFPB is pro-
posing to dramatically limit the availability of 
small-dollar, short-term loans.65 The proposed pay-
day rules would limit the interest rates that payday 
lenders can charge, prohibit borrowers from taking 
out more than one loan at a time, and require lend-
ers to assess the borrower’s ability to repay. In effect, 
the regulations would make it difficult, if not impos-
sible to offer this type of loan, which would have a 
disparate impact on the low-income households and 
immigrants who rely on them.

According to Heritage Foundation Research Fel-
low Norbert J. Michel, the CFPB’s own complaint 
database does not support the claim that there is a 
systemic problem in this industry.66 From July 2011 
to August 2015, Michel noted, consumers lodged 
approximately 10,000 complaints against payday 
lenders. Ignoring the fact that these are unverified 
complaints, the figure pales in comparison to the 
more than 12 million people per year using payday 
loan services.

There is a great deal of misinformation spread by 
critics about small-dollar loans. One of the most com-
mon claims is that payday lenders gouge customers by 
charging a high annual percentage rate. Such criticism 
is misplaced, in part because it misuses the APR con-
cept.67 Properly used, the APR represents the actual 
rate of interest someone pays over the course of a year 
due to compounding, the process whereby interest is 
added to unpaid principal. However, in a typical case, 
payday loan customers do not borrow for a full year, 
and the interest charges do not compound. Thus, there 
usually is no APR on a payday loan.

The bureau’s regulatory framework is based on 
the false claim that short-term lenders systematical-
ly prey on customers who cannot repay their debts. 
The evidence does not support such a claim.

Prepaid Cards. General purpose reloadable cards 
(GPRs) have exploded in popularity. According to one 
recent study, the share of spending with prepaid cards 
increased 200 percent between 2009 and 2014.68

Consumers obviously find the cards useful. One 
would not know it from the stance of CFPB officials, 
who are eager to impose the same degree of regu-
lation that has made checking accounts and credit 
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cards more costly—and induced consumers to turn 
to prepaid cards. In its notice of proposed rulemak-
ing, the CFPB claims to be “particularly interest-
ed in learning more about this product.” Yet even 
before “learning more,” the bureau has already 
decided to propose new regulations,69 which would 
impose many of the same requirements on prepaid 
cards that currently apply to credit cards—which 
would raise costs.

Prepaid cards are available with a variety of terms 
and fees that vary by issuer. Those options are benefi-
cial to consumers—particularly so to the “unbanked” 
and “underbanked” users who heavily rely on the 
cards. To the extent that regulators impose service 
conditions and requirements, fewer firms will offer 
the cards, while the cost of those that remain will rise. 
Innovation of this nascent product will be inhibited 
as well. Indeed, the bureau also intends to regulate 
mobile devices that access consumer accounts—a 
grossly overbroad use of its powers.70

Reform Alternatives. The best option going for-
ward is outright elimination of the CFPB through 
repeal of Title X of the Dodd–Frank Act. Authority 
for the 18 pre-existing consumer protection laws 
assumed by the CFPB should be returned to the 
seven agencies that originally administered them. 
However, it is not enough to simply return to the 
old regulatory model. There is considerable regula-
tory overlap that Congress must eliminate—along 
with numerous obsolete rules. The goal should 
be to devolve authority for consumer protection 
to the states except when interstate regulation 
is unavoidable.

More immediate relief requires Congress to enact 
the following reforms:

●Ț Abolish the CFPB’s current funding mecha-
nism and subject it instead to congressional 
control. Although some financial regulatory 
agencies (such as the Federal Deposit Insurance 
Corporation and the Fed itself) also fall outside 
the congressional appropriations process, they 
are the exceptions rather than the rule among 
government agencies. Given the CFPB’s broad 
policymaking role, there is no justification 
for allowing the bureau to escape congressio-
nal oversight.

●Ț Strike the undefined term “abusive” from 
the list of practices under CFPB pur-
view. There is no regulatory precedent or 

jurisprudence that interprets the term in the 
context of consumer financial services, and the 
bureau should not have discretion to define its 
own powers.

●Ț Require the CFPB specifically to apply defi-
nitions of “unfair” and “deceptive” practic-
es in a manner consistent with case law. Oth-
erwise, regulatory uncertainty will inhibit the 
availability of financial products and services.

●Ț Prohibit public release of unconfirmed com-
plaint data. The publication of mere accusa-
tions can subject businesses to undeserved rep-
utational harm and unnecessary litigation.

●Ț Abolish the inordinate deference in judi-
cial review granted to the CFPB. The Dodd–
Frank statute instructs judges to defer to the 
bureau’s regulatory decisions as if it “were the 
only agency authorized to apply, enforce, inter-
pret, or administer the provisions of such Fed-
eral consumer financial law.” However, judicial 
scrutiny is a necessary check on the CFPB’s oth-
erwise unconstrained powers.

●Ț Require the CFPB to obtain approval for 
all major rulemakings from the Office of 
Information and Regulatory Affairs. Such 
oversight would increase agency transparency 
and accountability.

CONCLUSION
The current structure of the CFPB, with its lack 

of accountability and absence of oversight, invites 
regulatory excess. Along with its unparalleled pow-
ers and approach to regulation and enforcement, 
the bureau’s actions can be expected to chill the 
availability of financial products and services. The 
CFPB’s paternalistic view of consumers also means 
fewer choices and higher costs for credit. This will 
undoubtedly leave families and entrepreneurs with-
out customized options with which to invest and 
build wealth. Consumer protection against fraud 
and other misdeeds is certainly necessary, but the 
bureau is on a regulatory tear that extends well 
beyond what is reasonable. The obvious two ques-
tions to consider are: (1) Can consumers expect the 
federal government—with a national debt of $18.9 
trillion—to do a better job of managing individuals’ 
finances than the individuals who know their own 
circumstances and preferences? They cannot. (2) 
Are regulators any less “biased” than consumers in 
their financial preferences? They are not.
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This chapter will be published as a 
Heritage Foundation Backgrounder—“Consumer 
Financial Protection Bureau: Limiting Americans’ 
Credit Choices”—in April 2016.
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A  stated purpose of the Dodd–Frank Wall Street Reform and Consumer Protection Act was to end the too-big-to-fail 
 problem. In other words, the Dodd–Frank Act was supposed to protect taxpayers from saving insolvent financial firms 

in the future as they did during the 2008 financial crisis. Title XI of Dodd–Frank amended the Federal Reserve’s emergency 
lending authority to curb its ability to save insolvent financial institutions. However, Dodd–Frank still allows many of the 
emergency lending programs that were conducted during the 2008 crisis. Perhaps the biggest mistake of Dodd–Frank is 
that it leaves intact the notion that the Fed should make emergency loans to firms during a financial crisis, even though 
there is no clear economic rationale for providing these loans. Congress should restrict the Fed to providing system-wide 
liquidity on an ongoing basis. The Fed does not need emergency lending authority to conduct monetary policy.

THE FEDERAL RESERVE: LENDER OF 
LAST RESORT

A stated purpose of Title XI of Dodd–Frank was 
to protect taxpayers by restricting the Federal 
Reserve’s ability to provide emergency loans. Many 
of the changes instituted by Title XI essentially force 
the Fed to adhere to the classic prescription for a 
lender of last resort (LLR). The classic LLR prescrip-
tion was mainly developed in the 19th century by 
Walter Bagehot, longtime editor of The Economist.1

Throughout its history, the Fed has been criti-
cized for helping failing firms to stay afloat large-
ly because it has failed to follow this prescription. 
Two norms summarize the essence of this classic 
LLR policy:

1. The central bank should prevent panic-induced 
contractions of the economy’s stock of money.

2. During a crisis, the central bank should provide 
short-term loans to all solvent institutions, on 
good collateral at a high rate of interest.

The main focus is to prevent a short-term shrink-
age of the money supply from becoming a full-blown 
economic contraction. A central bank accomplishes 
this by managing the monetary base, a measure that 
consists of all currency in circulation plus commer-
cial banks’ reserves. Economists refer to the base as 
high-powered money because the central bank con-
trols how much of this money exists and because the 
base ultimately determines the maximum quantity 
of money that can be created in the banking system.2

Put differently, the central bank ensures that the 
entire banking system has enough liquidity (base 
money) to prevent a panic from spreading to the 
broader economy. However, the classic prescription 
made clear that a central bank had no duty to save 
specific firms. To avoid sustaining insolvent pri-
vate banks, the central bank was to provide tempo-
rary, high-interest-rate loans only to borrowers who 
could post sound collateral.

However, policymakers should recognize that 
even the classic LLR prescription is a second-best 
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Title XI Does Not End  
Federal Reserve Bailouts  
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solution to private banks (under the threat of fail-
ure) providing all of the lending that markets need. 
Thus, the classic LLR prescription is a flawed con-
cept upon which to base emergency loan restrictions.

PROBLEMS WITH THE  
CLASSIC PRESCRIPTION

One concern with central banks providing direct 
loans is a basic moral hazard problem. Namely, if 
central banks provide liberal credit to private banks 
(or other private firms) on a regular basis, the knowl-
edge of having easy access to these loans would like-
ly encourage private companies to take on addition-
al risk.3 However, the moral hazard problem is only 
one issue that casts doubt on the wisdom of allowing 
central banks to make loans directly to firms.

In fact, Bagehot offered his ideas as a second-best 
solution to private markets fulfilling this lending 
role. He even viewed central banking as an undesir-
able, destabilizing4 force:

I know it will be said that in this work I have 
pointed out a deep malady, and only suggested 
a superficial remedy. I have tediously insisted 
that the natural system of banking is that of 
many banks keeping their own cash [i.e., spe-
cie] reserve, with the penalty of failure before 
them if they neglect it. I have shown that our 
system is that of a single bank keeping the 
whole reserve under no effectual penalty of 
failure. And yet I propose to retain that sys-
tem, and only attempt to mend and palliate it.

I can only reply that I propose to retain this 
system because I am quite sure that it is of 
no manner of use proposing to alter it…. You 
might as well, or better, try to alter the English 
monarchy and substitute a republic.5

Aside from Bagehot’s own views, upon close 
inspection the classic LLR prescription is clearly a 
flawed standard with respect to preventing bailouts. 
With everything else constant, any modern financial 
institution would normally make short-term loans 
to solvent firms—even at market rates of interest—
on good collateral.6 Thus, the widespread refusal by 
private lenders to make such loans would likely indi-
cate the existence of a solvency crisis, not a liquidity 
crisis. Put differently, the only loans that would not 
be made during a crisis are the loans that should not 
be made under any circumstances.7 Interestingly, 

the Fed has successfully provided system-wide 
liquidity and avoided bailouts several times without 
using its emergency lending authority.

LIQUIDITY AND OPEN  
MARKET OPERATIONS

Throughout its history, the Federal Reserve has 
used several different methods to fulfill its LLR 
function. The principal method has been open mar-
ket operations that the Fed uses to manage the mon-
etary base. Through these operations, the Fed has 
regularly maintained liquidity in the entire market 
by purchasing Treasury securities, and these opera-
tions can be temporarily expanded in the event of a 
crisis. At all times, these purchases add reserves to 
the banking system, thus flooding the federal funds 
market—a private market where banks lend reserves 
to each other—with additional funds.

An injection of reserves tends to lower the federal 
funds rate (the rate that banks charge each other for 
overnight loans in this market), thus providing banks 
with easier access to a highly liquid source of borrow-
ing. Therefore, the federal funds market provides a 
way for the Fed to add to the monetary base—even 
if only temporarily—and to allow banks to allocate 
credit to specific institutions as they see fit. In sev-
eral earlier crises the Fed successfully provided sys-
tem-wide liquidity by temporarily expanding its open 
market purchases. Yet these successful examples are 
outnumbered by many instances of the Fed providing 
direct loans to firms with poor financial health.8

THE DISCOUNT WINDOW AND 
EMERGENCY LENDING

The Fed principally lends directly to banks 
through its discount window, a method of lending 
that was originally envisioned as the main tool of 
monetary policy.9 Initially, each District Reserve 
Bank had a physical discount window in its lobby to 
make these loans to member banks, and the provi-
sion of such credit has always been controversial.10 
The term now refers more generally to the regular 
provision of credit, as opposed to emergency credit, 
by the central bank to individual depository institu-
tions on predefined terms.11

In 1932, the Glass–Steagall Act significantly 
expanded the Fed’s ability to provide direct loans 
by adding Section 13(3) to the Federal Reserve Act.12 
This change opened the Fed’s discount window to 
nonbanks—individuals, partnerships, and corpo-
rations—in “unusual and exigent circumstances.”13 
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In 1934, the Industrial Advances Act created Sec-
tion 13(b) of the Federal Reserve Act, authorizing 
the District Banks to provide working capital loans 
directly to industrial and commercial businesses for 
up to five years without any collateral restrictions.14 
By 1939, the District Banks had provided near-
ly $200 million in working capital loans to nearly 
3,000 applicants.15

The Small Business Investment Act of 1958 
repealed Section 13(b). During the congressio-
nal debate on the 1958 bill, Fed Chairman William 
McChesney Martin testified to Congress that the 
Fed should not provide capital to institutions and 
that its primary objective should be “guiding mone-
tary and credit policy.”16 Roughly 20 years later, the 
Fed appropriately refused to open the discount win-
dow when the Nixon Administration asked the New 
York Fed to provide loans to the financially troubled 
Penn Central Railroad.

That success was short-lived, and the Fed imme-
diately followed its refusal with what monetary 
scholar Anna Schwartz called “the ‘too-big-to-fail’ 
doctrine in embryo.”17 Ostensibly worried about fall-
out from Penn Central’s bankruptcy—particularly 
its default on $82 million in commercial paper—the 
Fed announced that it would provide discount win-
dow lending to banks to assist in meeting the needs 
of all businesses that could not issue new commer-
cial paper. Thus, the Fed showed that it would go to 
great lengths to stem a financial crisis in the event a 
large firm, not even a financial firm, might fail. This 
action implied that the bankruptcy of a large firm 
would cause a financial crisis, although only conjec-
ture—no analysis—supports such a position.

Another major break with traditional LLR lend-
ing occurred in 1974 when the Fed provided dis-
count window loans to Franklin National Bank until 
the Federal Deposit Insurance Corporation (FDIC) 
found a buyer for the failed bank. For five months, 
the New York Fed lent continuously to Franklin for 
a total of $1.75 billion, approximately 50 percent of 
Franklin’s assets. The Fed took a similar approach 
with Continental Illinois, lending as much as $8 
billion over the course of one year until the FDIC 
resolved the failed bank in 1985. Evidence also sug-
gests that the Fed continuously provided capital 
loans to many troubled banks during the late 1980s 
and early 1990s.

The House Banking Committee reported that, of 
the 530 depository institutions that failed from Jan-
uary 1985 to May 1991, 437 had been formally rated 

with the poorest CAMEL rating18 of “five” (most 
problem-ridden), and 51 had the next poorest rat-
ing of “four.” The whole class of “five”-rated banks 
had been allowed to operate for a mean period of 
one year. At the time of actual failure, 60 percent of 
the banks had outstanding discount window loans 
for an aggregate of roughly $8 billion.19 Given these 
banks’ poor CAMEL ratings, it is difficult to argue 
that the Fed believed it was making loans only to sol-
vent banks.

Fed Lending Programs During the 2008 
Financial Crisis. During the 2008 crisis the Fed 
allocated credit directly to firms and provided loans 
through several broad lending programs. For instance, 
on March 14, 2008, the Fed provided a $13 billion loan 
to Bear Stearns, one of the Fed’s largest primary deal-
ers. Bear Stearns repaid the loan in days, but then the 
Fed provided a $30 billion loan to facilitate J. P. Mor-
gan Chase’s acquisition of Bear Stearns via a special 
purpose vehicle named Maiden Lane LLC. Shortly 
after this deal was completed, former Fed chairman 
Paul Volcker remarked that this loan was “at the very 
edge” of the Fed’s legal authority.20 In September 
2008, the Fed loaned American International Group 
(AIG) $85 billion and, as a condition of the loan, took 
79.9 percent equity ownership in AIG.21 In June 2015, 
a U.S. District Court ruled that “Section 13(3) did not 
authorize the Federal Reserve Bank to acquire a bor-
rower’s equity as consideration for the loan.”22

Separately, the U.S. Government Accountabili-
ty Office (GAO) estimated that the Federal Reserve 
lent financial firms more than $16 trillion through its 
Broad-Based Emergency Programs from December 
1, 2007, through July 21, 2010.23 In comparison, U.S. 
annual gross domestic product (GDP) reached $16.8 
trillion in 2013—an all-time high for U.S. non-infla-
tion-adjusted GDP. During the crisis, the Fed creat-
ed more than a dozen special lending programs by 
invoking its emergency authority under Section 13(3).

The Fed shut down most of these special pro-
grams by 2010, although approximately $2 billion 
from some of the lending facilities remains on the 
Fed’s balance sheet.24 The following list25 provides 
just a few examples of the Fed’s emergency lending 
in the wake of the 2008 crisis:

●● Term Securities Lending Facility (TSLF). 
The TSLF was created on March 11, 2008, to 
provide short-term loans to the Fed’s primary 
dealers. It was the first time during the crisis 
that the Fed provided funds to nondepository 
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institutions. According to the GAO, many mar-
ket participants believed that the TSLF was 
designed primarily to help Bear Stearns.26

●● Term Auction Facility (TAF). The TAF was 
created on December 12, 2007, to auction one-
month and three-month loans to depository 
institutions so that they could avoid the stigma 
of borrowing at the discount window. Almost $4 
trillion was provided through the TAF between 
2007 and 2010.27

●● Primary Dealer Credit Facility (PDCF). 
Created on March 17, 2008, the PDCF provided 
overnight cash loans to primary dealers against 

“eligible collateral,” as defined by the Fed. Nearly 
$9 trillion was loaned through the PDCF by 2010.

Bear Stearns used the PDCF before the Fed 
facilitated the Bear Stearns–J.P. Morgan merger, 
but three other primary dealers—Citigroup Glob-
al Markets, Merrill Lynch Government Securities, 
and Morgan Stanley & Company—relied on the 
PDCF for more than double the amount that Bear 
Stearns borrowed.28 Of more than 20 primary deal-
ers, almost 80 percent of the PDCF lending went to 
these four firms.29 Furthermore, the Fed made spe-
cial concessions on the type of collateral accept-
ed for these loans, and it provided PDCF loans at 
below market rates.30

Typically, high-grade bonds and securities for 
government-sponsored enterprises have account-
ed for nearly all of the collateral used in these types 
of borrowings. However, after the 2008 Lehman 
Brothers failure, the Fed accepted equities and 
speculative grade debt as collateral for PDCF loans.31 
The Fed clearly relaxed credit standards relative to 
what was normally accepted in this short-term lend-
ing market. Although difficult to gauge exactly, evi-
dence also suggests that the Fed provided favorable 
rates on most of its emergency lending programs.

For example, Bloomberg Markets estimates that 
the Fed charged $13 billion below market rates for 
its emergency loans from 2007 to 2010.32 Charging 
below market rates on suspect collateral is the 
antithesis of the classic LLR prescription. The goal 
should be to lend as safely as possible at high rates 
so that firms have every incentive to stop relying on 
the Fed for funds. Instead, the Fed effectively pro-
vided financial institutions with a source of sub-
sidized capital for up to several years. Proponents 
argue that these crisis loans were necessary because 
market participants had difficulty determining the 

value of various securities. The truth is that the Fed 
did not want many banks to sell securities at the low 
prices that the market was offering at that time.

This fact also highlights a major problem with 
attempts to ensure that the Fed can provide emer-
gency loans only to solvent companies. For example, 
if bank assets are marked to market during a cri-
sis, insolvency would likely be widespread. On the 
other hand, if bank assets are not marked to market 
during a crisis, nearly all financial institutions will 
appear sound on paper, leading to widespread emer-
gency loans. Ironically, one of the Fed’s special lend-
ing programs could be modified to improve the Fed’s 
current open market operations process, making 
liquidity crises less likely in the first place.

IMPROVING SYSTEM-WIDE LIQUIDITY
Since the 1930s the Fed’s main monetary policy 

tool has been open market operations, the process 
of buying and selling (mainly) U.S. Treasuries on the 
open market.33 Traditionally, the Fed has conducted 
these operations via a limited number of financial 
firms known as primary dealers.34 In practice, when 
the Fed wants to expand the monetary base so that 
banks can lend more, it directs its traders to buy Trea-
suries from the primary dealers. The Fed then elec-
tronically credits the reserve accounts of the dealers’ 
banks, thus leaving it to the primary dealers to dis-
tribute credit through the federal funds market.

The federal funds market is essentially a pri-
vate market where banks regularly lend and bor-
row excess reserves on an overnight basis. Thus, a 
main goal of open market operations is to maintain 
a liquid market for reserves so that private financial 
firms can provide financing to other private compa-
nies as needed. In this sense, the Fed regularly tries 
to maintain system-wide liquidity to prevent eco-
nomic slowdowns. During the 2008 crisis, the pri-
mary dealer system’s reliance on a small number of 
firms actually hampered the Fed’s ability to main-
tain system-wide liquidity.35 According to Donald 
Kohn, former Vice Chairman of the Federal Reserve 
Board of Governors:

The fact that primary dealers rather than com-
mercial banks were the regular counterpar-
ties of the Federal Reserve in its open market 
operations, together with the fact that the Fed-
eral Reserve ordinarily extended only modest 
amounts of funding through repo agreements, 
meant that open market operations were not 
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particularly useful during the crisis for direct-
ing funding to where it was most critically 
needed in the financial system.36

One obvious solution to this problem is to dis-
continue the primary dealer system so that most 
financial firms can directly participate in open mar-
ket operations. The European Central Bank (ECB), 
for instance, conducts its open market operations 
with more than 500 bank counterparties in the 
eurozone.37 Moving to such a system would at least 

“reduce dependence upon a geographically concen-
trated set of counter parties, and enhance the mone-
tary policy transmission process.”38

Historically, open market operations have proved 
superior to the discount window in maintaining sys-
tem-wide liquidity. In general, market participants 
have traditionally attached a stigma to discount win-
dow loans, and banks rarely use the discount win-
dow. Thus, it is not surprising that the Fed’s discount 
window lending proved inadequate during the 2008 
crisis.39 In fact, several monetary scholars had previ-
ously recommended that the Fed rely solely on open 
market operations to provide liquidity rather than 
on direct credit allocation through emergency and 
discount window lending.40 Moreover, in response 
to rapid declines in the amount of outstanding Trea-
sury debt in the late 1990s, the Fed studied alterna-
tive methods to both open market operations and 
discount window lending to ensure that it could 
maintain system-wide liquidity.

In 2002, the Fed published a report that discussed 
an auction-based lending facility as one method for 
providing liquidity to the banking system.41 None-
theless, the Fed maintained its traditional blend 
of policy tools leading up to the crisis and then, in 
December 2007, introduced the Term Auction Facil-
ity (TAF) to enhance system-wide liquidity. The 
TAF was a lending program that combined aspects 
of open market operations and discount window 
lending. According to Kohn,

The legal form of the TAF is the same as that of 
regular discount window loans. But by providing 
funds through an auction mechanism rather than 
through a standing facility, the TAF resembles open 
market operations rather than the standard dis-
count window and, partly as a result, it appears to 
have largely avoided the stigma problem that limited 
the effectiveness of the discount window.42

Experience from the 2008 crisis therefore sug-
gests a modified TAF program could enhance the 

Fed’s ability to maintain system-wide liquidity and 
ultimately replace both the discount window and 
the primary dealer system. Rather than rely on a 
small number of primary dealers, the Fed could 
open auctions of regular short-term advances to all 
banks that have the safest two CAMELS ratings.43

Such auctions could become the primary meth-
od for the Fed to provide liquidity and could include 
collateral and lending limit restrictions to mitigate 
moral hazard problems. Banks could also be allowed 
to lend these short-term loans in the interbank lend-
ing market. While no system is foolproof, such a 
change would drastically reduce the need to expand 
the Fed’s lending authority on an ad hoc basis, and 
fear of losing eligibility to participate in these auc-
tions would likely provide further incentive for 
banks to improve their financial conditions. Dodd–
Frank stopped well short of this type of reform and, 
instead, attempted to increase restrictions on the 
Fed’s emergency lending.

TITLE XI AMENDMENTS TO  
EMERGENCY LENDING

Prior to passage of the Dodd–Frank Act, Section 
13(3) of the Federal Reserve Act authorized the Fed-
eral Reserve to make loans commonly referred to 
as emergency lending. In particular, Section 13(3) 
allowed the Federal Reserve Board of Governors 
to authorize any of the Federal Reserve District 
Banks to extend credit to “any individual, partner-
ship, or corporation” in “unusual and exigent cir-
cumstances.”44 Overall, these loans were subject to 
four conditions:

1. The Fed extends such loans in only “unusual and 
exigent circumstances”;

2. At least five members of the Board of Governors 
vote to allow the loans;

3. The loans be indorsed or otherwise secured to 
the satisfaction of the District Bank; and

4. The lending District Bank obtains evidence 
that the borrower is unable to secure adequate 
financing from private banking institutions.

Title XI of Dodd–Frank amended the Federal 
Reserve Act to limit the Fed to providing only emer-
gency lending programs that have “broad-based eli-
gibility.” In other words, the Fed can no longer pro-
vide loans to individual firms. It can make loans 
available to only groups of companies. However, even 
if these changes had been in place prior to the 2008 
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crisis, the Fed still could have conducted roughly 
half of its special lending programs.45

Title XI also requires the Federal Reserve Board 
to consult with the Treasury Secretary to develop 
its emergency lending policies and procedures, and 
it further stipulates that the Board cannot estab-
lish any such program without the Treasury Secre-
tary’s prior approval.46 Section 1101(a)(6) of Dodd–
Frank requires:

Such policies and procedures shall be designed 
to ensure that any emergency lending pro-
gram or facility is for the purpose of providing 
liquidity to the financial system, and not to aid 
a failing financial company, and that the secu-
rity for emergency loans is sufficient to pro-
tect taxpayers from losses and that any such 
program is terminated in a timely and orderly 
fashion.47

Additionally, Title XI requires the Board to devel-
op rules that prohibit emergency lending to insolvent 
borrowers and that ban lending programs designed 
to remove assets from a specific firm’s balance sheet 
to enable that company to avoid insolvency.48 Aside 
from the fact that this type of collaboration is wholly 
contrary to the notion of central bank independence 
from the executive branch, the new requirements 
ignore that the central bank’s function is already to 
provide system-wide liquidity. If the central bank 
provides such liquidity, there is no reason to require 
an additional set of rules for providing such liquidi-
ty in special circumstances. During a crisis, if Con-
gress desires to provide additional taxpayer funds to 
firms, it can do so directly in a politically account-
able manner.

These Dodd–Frank changes were meant to pro-
vide stricter rules before another financial crisis 
occurs, but Title XI also included several provisions 
to increase Congress’s post-crisis oversight over the 
Fed. For instance, no later than seven days after the 
Fed authorizes an emergency program, it must pro-
vide Congress with a detailed report.49 Addition-
ally, Section 1102 authorizes the U.S. Government 
Accountability Office (GAO) to audit any of the Fed’s 
emergency lending programs. These GAO audits 
can investigate nearly all aspects of the programs, 
including whether they were designed to benefit spe-
cific firms and even whether the collateral require-
ments were effective.50 Because firms could be hes-
itant to avail themselves of emergency lending for 

fear of signaling financial weakness, Title XI also 
provides for a delayed release of GAO reports on 
emergency lending.51

ADDITIONAL FEDERAL  
RESERVE CHANGES

Dodd–Frank made several basic improve-
ments to Fed transparency. For instance, Section 
1103 requires the Fed to post GAO audit reports of 
emergency lending on its website. This section also 
requires the Fed to post its audited financial state-
ments, as well as other information concerning “the 
borrowers and counterparties participating in…dis-
count window lending programs, and open mar-
ket operations.”52 Congress should maintain these 
types of changes in the spirit of providing full Feder-
al Reserve transparency.

Prior to Dodd–Frank, all members of each Dis-
trict Bank’s Board of Directors voted to select their 
new bank president. Section 1107 amends the Fed-
eral Reserve Act so that Class A directors—those 
selected by member banks to represent the stock-
holding banks—can no longer vote in the election of 
a new District Bank president.53 Now, only Class B 
directors, who are elected by member banks to rep-
resent the public rather than the stockholding banks, 
and Class C directors, who are selected by the Board 
of Governors to represent the public, can vote in the 
election.54 This provision does not appear to solve 
any existing problem or serve any material purpose 
other than to increase the Board’s influence on the 
District Banks.

Dodd–Frank also increased the Fed’s emphasis 
on financial regulations by creating the position of 
Vice Chair for Supervision on the Board of Gover-
nors. This position is appointed by the U.S. Pres-
ident with the advice and consent of the Senate. 
Dodd–Frank requires the Vice Chair to “develop 
policy recommendations for the Board regarding 
supervision and regulation of depository institu-
tion holding companies and other financial firms 
supervised by the Board” and to “oversee the 
supervision and regulation of such firms.”55 Rel-
ative to the overall regulatory authority vested in 
the Federal Reserve, this change appears rather 
small. However, Fed Governor Daniel Tarullo has 
served as the de facto Vice Chair for Supervision 
since Dodd–Frank was enacted without formally 
answering to Congress.56

Aside from this new position, Dodd–Frank has 
expanded the Fed’s regulatory authority, and many 
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scholars have pointed out that a central bank does 
not need to be a financial regulator to conduct mone-
tary policy.57 Allowing the Fed to serve as a financial 
regulator increases the likelihood that policy deci-
sions will be compromised as the Fed’s employees 
become embedded in the financial firms that they 
are supposed to oversee. It is also unnecessary in a 
practical sense because removing the Fed from its 
regulatory role would leave at least five other federal 
regulators overseeing U.S. financial markets.

FDIC GUARANTEES
The government’s response to the financial cri-

sis also included various measures by the Federal 
Deposit Insurance Corporation (FDIC). Separate 
from an expansion of its normal deposit insurance 
program, the FDIC implemented a Temporary 
Liquidity Guarantee Program (TLGP). The TLGP 
consisted of two components: the Transaction 
Account Guarantee Program (TAGP) and the Debt 
Guarantee Program (DGP).

The TAGP guaranteed all domestic non-inter-
est-bearing transaction deposits, low-interest nego-
tiable order of withdrawal (NOW) accounts, and 
Interest on Lawyers Trust Accounts (IOLTAs). Orig-
inally, the guarantee applied to all of these accounts 
held at participating banks and thrifts through 
December 31, 2009. The deadline was later extend-
ed and ultimately expired on December 31, 2010. In 
combination with the FDIC’s main deposit insur-
ance program, the TAGP allowed the federal gov-
ernment to temporarily guarantee nearly all bank 
deposits.58

The DGP provided a federal guarantee for certain 
types of new debt issued by private firms. Specifi-
cally, these guarantees applied to senior unsecured 
debt issued between October 14, 2008, and October 
31, 2009. The FDIC guarantee for this debt extended 
through maturity or December 31, 2012, whichev-
er came first.59 Many large financial firms—such as 
Citigroup, Bank of America, and Goldman Sachs—
used the DGP to issue government-guaranteed debt. 
Over its entire existence, firms issued $345.8 billion 
of federally guaranteed debt. The FDIC has collect-
ed $10.4 billion in fees under the DGP.60

Dodd–Frank includes several provisions that 
appear to restrict the FDIC’s ability to conduct these 
types of programs in the future. These restrictions 
are similar to the new restrictions that Dodd–Frank 
placed on the Fed’s emergency lending authority. For 
instance, Title XI stipulates that the FDIC can only 

“create a widely available program to guarantee obli-
gations of solvent insured depository institutions or 
solvent depository institution holding companies 
(including any affiliates thereof) during times of 
severe economic distress.”61

Title XI further stipulates that the FDIC cannot 
create any such guarantee program without first 
securing an official determination that a liquidity 
event (i.e., a systemic crisis) exists.62 This determi-
nation is a process that requires an affirmative two-
thirds vote of both the FDIC board and the Federal 
Reserve Board of Governors. Dodd–Frank further 
stipulates, among other requirements, that this 
determination include a written evaluation of the 
evidence that a liquidity event exists.

Title XI also requires the Treasury Secretary and 
the GAO to provide respective reports to Congress 
explaining the determination and, in the case of the 
GAO, its effects.63 Furthermore, the FDIC cannot 
actually issue guarantees until Congress formally 
approves the guarantee program.64 While the type 
of collaboration that Title XI now requires between 
the Fed, the FDIC, and the Treasury Department is 
similar to the type of collaboration that took place 
during the 2008 crisis, these particular changes at 
least provide a process for political accountabili-
ty. Still, short of explicitly prohibiting these types 
of FDIC guarantees—the preferred solution—it is 
doubtful that any formal restrictions will prevent 
their use in future crises.

WHAT CONGRESS SHOULD DO
The Federal Reserve serves as the U.S. economy’s 

lender of last resort (LLR), a function that it car-
ries out through emergency lending, discount win-
dow loans, and open market operations. Through-
out its history, the Fed’s emergency lending and 
discount window loan policies have jeopardized its 
operational independence and put taxpayers at risk. 
During the 2008 crisis, the Fed lent financial com-
panies more than $16 trillion through broad-based 
emergency lending programs, at approximately $13 
billion below market rates. This type of lending 
perpetuates the too-big-to-fail problem, yet Dodd–
Frank allows the Fed to conduct emergency loans 
via broad-based programs.

Congress should restrict the Fed to providing sys-
tem-wide liquidity on an ongoing basis. Emergency 
lending authority is unnecessary for conducting 
monetary policy. To this end, Congress should:
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●Ț Revoke Section 13(3) of the Federal Reserve 
Act. This section allows the Federal Reserve 
Board of Governors to authorize Fed District 
Bank lending to “any participant in any pro-
gram or facility with broad-based eligibility” 
in “unusual and exigent circumstances.” Dodd–
Frank amended this authority after the 2008 
crisis, but even if these restrictions had been in 
place, the Fed still would have been able to con-
duct many of the lending programs that allowed 
it to prop up failing institutions.

●Ț Close the Federal Reserve’s discount win-
dow. The discount window is a relic of the Fed’s 
founding and is no longer necessary. As it stands, 
a stigma is attached to lending through the dis-
count window, and it is simply another way for 
the Fed to allocate credit directly to firms. The 
Fed can fulfill its lender-of-last-resort function 
by focusing on system-wide liquidity.

●Ț Improve system-wide liquidity by replacing 
the primary dealer system. The Fed conducts 
its open market operations—buying and selling 
Treasury securities to implement monetary pol-
icy—with a limited number of financial firms 
known as primary dealers. The current primary 
dealer framework was created in the 1960s when 
a centralized open market system in New York 
offered clearer advantages. Now, however, there 
is good reason to believe that allowing all mem-
ber banks to participate in open market oper-
ations would provide a more liquid interbank 
lending market. The Fed successfully used the 
Term Auction Facility to inject liquidity into the 
market during the 2008 crisis, and this program 
could be modified to replace the current prima-
ry dealer system. The current system requires 
the Fed to depend on a small number of large 
financial institutions, thus making system-wide 
liquidity provision needlessly cumbersome and 
reinforcing the notion of systemically import-
ant firms. The current system perpetuates the 
too-big-to-fail problem. Congress should for-
mally examine all possible improvements to 
the framework.

●Ț End the FDIC’s authority to provide guaran-
tees. The FDIC provided hundreds of billions in 
loan guarantees in the wake of the 2008 crisis, 
mainly by invoking its systemic risk exception 
in Section 13(G) of the Federal Deposit Insur-
ance Act. Congress should eliminate the FDIC’s 

systemic risk exception and prohibit the FDIC 
from providing any types of loan guarantees.

●Ț Retain and expand key Dodd–Frank trans-
parency improvements. Section 1102 of Dodd–
Frank authorizes the GAO to audit any of the 
Fed’s emergency lending programs, and Sec-
tion 1103 requires the Fed to post key GAO audit 
results on its website. Congress should retain 
these provisions as long as emergency lending 
programs exist, and the GAO should be autho-
rized to audit—with appropriate delays regard-
ing the release of sensitive information—all 
aspects of the Fed’s operations.

CONCLUSION
Overall, the Fed has done a poor job of adhering to 

the classic lender-of-last-resort (LLR) prescription. 
Throughout its history, the Fed’s LLR policies have 
jeopardized its operational independence and put 
taxpayers at risk. These problems are easily avoid-
able because no clear economic rationale calls for 
the Fed to provide emergency loans to private firms. 
Implementing monetary policy involves ensuring 
that the entire banking system has enough liquid-
ity to prevent panic from spreading to the broader 
economy. Monetary policy does not require the Fed 
to make emergency loans.

Little evidence suggests that Federal Reserve 
emergency lending to individual institutions is 
either necessary or proper, but such lending clear-
ly politicizes the Fed’s monetary policy. Merely 
restricting the Fed’s emergency lending leaves intact 
the notion that the Fed should bail out firms—a dan-
gerous view, to say the least. Title XI of Dodd–Frank 
failed to end the too-big-to-fail problem largely 
because it retained this belief.

Congress can easily fix this problem by prohibit-
ing the Fed from making emergency loans in the first 
place. Using public funds to bail out private firms in 
any way for any reason is and should remain a part 
of the government’s fiscal operations. If Members of 
Congress want to use taxpayer dollars to save trou-
bled firms, they should do so directly so that voters 
can hold them accountable.

This chapter was originally published as a 
Heritage Foundation Backgrounder—“Dodd–Frank’s 
Title XI Does Not End Federal Reserve Bailouts”—on  
September 29, 2015.
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T itle XII of Dodd–Frank is essentially designed to create a variety of taxpayer-subsidized alternatives to short-term pay-
day loans. It does so via three separate authorities. Section 2014 authorizes the Secretary of the Treasury to establish 

a variety of subsidies to encourage depositories to offer low-cost accounts. Section 1205 authorizes the Secretary of the 
Treasury to establish subsidies for the provision of alternatives to traditional payday loans. Section 1206 established at Trea-
sury a grant program for Community Development Financial Institutions (CDFIs) to provide small-dollar loans.

A primary difference across the three sets of pro-
grams potentially created by Title XII is which enti-
ties are eligible. Section 1204 is targeted at insured 
depositors, Section 1205 is open to a broad category 
of entities, including 501(c)(3) nonprofits, and Sec-
tion 1206 is limited to CFDIs. The programs also 
differ in the types of products offered. Section 1204 
addressed primarily checking and savings accounts, 
Section 1205 addresses the duration of the loan 
(short term), and Section 1206 addresses the size of 
the loan (limited to under $2,500).

All of the products targeted by Title XII are 
already offered widely in U.S. financial markets. In 
many instances, these products are offered in rela-
tively open and competitive markets. Where these 
products are not available, such as for payday loans, 
this is the result of legislative or regulatory barriers, 
not a lack of willingness by businesses to provide 
such products.

All of the products mentioned are also expen-
sive to offer.1 The typical checking account can 
cost between $200 and $300 to maintain annually. 
Underwriting and providing small-dollar costs can 
be time-intensive and easily outweigh any actual 
financing costs. The same holds for short-term loans. 

Lending, like many industries, displays econom-
ics of scale, both in relation to duration and size of 
the loan or account: There are fixed costs, and those 
fixed costs constitute a larger percentage of the 
loan, the smaller or shorter duration of the loan or 
account. While improvements in information tech-
nology, such as the expansion of credit scoring, has 
reduced these costs, substantial differences in costs 
along these margins remain.

Some have interpreted these cost differences as 
“unfair” or “predatory.” Setting aside the subjective 
nature of these arguments, there is little evidence 
that consumers are entering these contracts in igno-
rance of the costs and nature of the products. These 
products are “expensive” because the fixed cost of 
providing them is spread over a smaller amount.2 
For instance, a number of nonprofit credit unions 
have attempted to offer alternatives to traditional 
payday loans. Despite the best of intentions, these 
credit union alternatives have not been cheaper for 
consumers.3

Title XII does not change the economics of 
these products; it simply seeks to make such prod-
ucts cheaper by having the taxpayer cover part of 
the expense. Of course one should be wary of such 
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an approach, as subsidies in areas like education, 
health care, and housing have made such products 
more expensive, not less. Policymakers should be 
equally concerned with the total costs to society. 
Redistribution should be done directly via the wel-
fare system, not the financial system. As the finan-
cial crisis so painfully demonstrated, using finance 
to redistribute income or solve unrelated social 
issues ends poorly.

It is important to remember that none of the 
products targeted in Title XII contributed to the 
financial crisis. Title XII was another example of 
using the cover of financial reform to address unre-
lated issues that would have not become law on their 
own merits.

The authorities created in Sections 1204, 1205, 
and 1206 depend on the authorization of appropria-
tions in Section 1208. Until Title XII is repealed, the 
public interest would be best served were Congress 

simply to not provide appropriations for these pro-
grams. The remaining sections of Title XII provide 
definitions and additional regulatory authorities 
related to the three programs under Sections 1204, 
1205, and 1206. Modification or elimination of these 
programs would necessitate modification or elimi-
nation of the remainder of this title.

Ultimately, the best way to provide low-cost, fair 
products to consumers is to encourage and allow 
competition. Where the high cost of a product is 
in part the result of regulations, those regulations 
should be evaluated and, when appropriate, elimi-
nated. Subsidies do not make products cheaper to 
society as a whole, and in many instances they ulti-
mately are not even cheaper for the consumer.

Any views expressed here are those of the author, 
not necessarily of The Heritage Foundation.
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The residential mortgage market plays a central role in most accounts of the financial crisis. This is true whether one 
believes government mandates were the driver, or if one assigns that role to Wall Street “greed.” It should therefore 

come as little surprise that Dodd–Frank devotes considerable attention to the mortgage market. Although the appropriate 
target is identified, Dodd–Frank’s reform in the area of mortgage finance falls far short of the mark.

TITLE IX SUBTITLE D: REGULATION  
OF CREDIT RISK RETENTION

One narrative behind Dodd–Frank is that the 
originators of mortgages lacked appropriate incen-
tives because they could simply transfer the risk to 
other parties (ultimately, investors) via securitiza-
tion. This narrative rests on the assumption that 
investors or others, such as issuers of securities, can-
not monitor or discipline originators. Part of this 
narrative is that investors in mortgage-backed secu-
rities were “taken advantage of” by issuers or orig-
inators. A solution was found in requiring issuers 
to maintain “some skin in the game” so as to align 
incentives for proper underwriting along the entire 
mortgage production channel.

The required “skin in the game” is found in Sec-
tion 941’s “Regulation of Credit Risk Retention,” 
which prohibits the issuance of any asset-backed 
security (ABS) under the Securities Exchange Act of 
1934 unless the issuer retains “not less than 5 per-
cent of the credit risk for any asset that is not a qual-
ified residential mortgage,” or meets the definition 
of a qualified residential mortgage (QRM) that is 
determined by regulations issued jointly by the fed-
eral financial regulators, the Department of Housing 

and Urban Development (HUD), and the Securities 
and Exchange Commission (SEC). Although Section 
941’s risk-retention requirement applies to any ABS 
issued under the 1934 act, Dodd–Frank gives broad 
discretion to the SEC to make determinations for 
ABS that do not contain residential mortgages.

Unlike other classes of ABS, Section 941 estab-
lishes a number of statutory criteria to guide the reg-
ulatory QRM definition. These statutory require-
ments include documentation of the borrower’s 
financial resources, debt-to-income standards, mit-
igation of payment shock for adjustable-rate prod-
ucts, consideration of other credit enhancements, 
and the restriction of loan terms that have been 
demonstrated to exhibit a higher risk of borrower 
default. As Section 941 creates a new section—15G—
to the 1934 act, it incorporates all of the anti-fraud 
provisions of Section 15, including the use of private 
rights of action.

Dodd–Frank exempts Federal Housing Admin-
istration (FHA), Veterans Administration, Rural 
Housing Service, and Farm Credit loans from the 
risk-retention requirements. Regulators have dis-
cretion to extend that exemption to loans that 
are securitized by the Federal National Mortgage 
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Association (Fannie Mae) or the Federal Home Loan 
Mortgage Corporation (Freddie Mac). By definition, 
mortgages held in portfolio would be exempt from 
the QRM requirements.

The QRM possesses the potential to dramatical-
ly shape the characteristics of which loans may or 
may not be sold into the public secondary markets. 
Because the QRM is also an amendment to the 1934 
act, mortgage-backed security (MBS) issues that are 
later determined to be non-QRM would subject the 
issuer to liability under SEC rule 10b-5. Given the sub-
jectivity in some of the documentation requirements 
under QRM and potential rule 10b-5 liability, docu-
mentation and verification costs will increase, ulti-
mately being passed along to investors and borrowers.

Subtitle D is premised upon the assumption that 
conflicts of interest dominate securitization. Rather 
than removing artificial incentives toward securiti-
zation, such as those found in bank capital regula-
tions, Subtitle D mandates specific “solutions,” while 
also attaching increased liability to any violation of 
those solutions.

The False Premise of Risk Retention. On its 
face, required risk retention can sound attractive 
and almost common sense. That is, of course, if one 
ignores (or is ignorant of) how the MBS market func-
tioned prior to Dodd–Frank.

Perhaps the biggest misperception is that there 
was no risk retention before. Why mandate that 
which is already being done, especially if it did not 
prevent a crisis? The vast majority of issues, however, 
did have some form of risk retention, usually in the 
form of an equity tranche retained by the issuer. Nor 
was this a secret. Investors had access to the size of 
the risk retention and priced accordingly. Research-
ers have found that, all else equal, higher risk reten-
tion (larger equity tranche) yielded a better price for 
the non-equity tranches.1 The lower the rating of the 
security, the larger the effect.

Nor was the level of risk retention trivial. For sub-
prime MBS, the average equity tranche in 2006 was 
1.9 percent.2 A number of pools had tranches over 7 
percent. As a reminder: Equity tranches were in a 
first-loss position (called “horizontal” retention by 
regulators). If Section 941 required issuers to main-
tain a 5 percent first loss, that would be a significant 
increase for most issues. A vertical retention, where 
issuers retain 5 percent of each tranche, results in 
significantly less than a 5 percent first loss. In fact, it 
ends up being not far from 1.9 percent—the average 
prior to Dodd–Frank.

Issuers also retain considerable risk when they 
retain the servicing.3 Prior to Dodd–Frank, nearly 
80 percent of servicing rights and responsibilities 
were maintained by the originator.4 Unfortunately, 
Dodd–Frank has actually undermined this relation-
ship, resulting in a growing separation of origination 
and servicing.

Servicing was not the only other manner in which 
risk was retained. Issuers maintained a significant 
volume of MBS on their own balance sheets. A large 
number of mortgage-market participants failed 
because they retained “too much” risk, rather than 

“not enough.” The largest examples of such are Fan-
nie Mae and Freddie Mac. Had Fannie and Freddie 
transferred all credit risk in their issues to investors, 
they would likely not have failed.

Sponsors of MBS could also protect investors 
and retain some residual risk by way of over-collat-
eralizing the pools; that is, the balance of underly-
ing mortgages would be greater than the face value 
of the issued security. Researchers have found that 
unsurprising sponsors traded off among these var-
ious methods of investor protection.5 Where deals 
displayed greater over-collateralization, the equity 
tranche was smaller. A likely consequence of Sec-
tion 941’s risk-retention requirement is that spon-
sors will simply offset any increased risk retention 
with a reduction in other pool protections, such as 
over-collateralization.

Perhaps most damning to the narrative behind 
risk retention is that the overwhelming majority of 
private-label MBS (PLMBS) were held by “sophis-
ticated” investors. Outside Fannie and Freddie (the 
largest single holders of PLMBS),6 most issues were 
held by institutional investors. Even the significant 
holdings of U.S. PLMBS held by European investors 
were held by financial entities.7 PLMBS were large-
ly purchased by “qualified institutional investors” 
generally assumed under U.S. securities laws to be 
able to fend for themselves.8 There was very little, if 
any, defrauding of small-retail investors (like that in 
the Madoff scheme) in the PLMBS market. The “vic-
tims” were generally experts in the mortgage mar-
ket with their own extensive research support. The 
most high-profile PLMBS case brought by the SEC 
involved the German bank IKB, which advertised 
itself as an expert in the ABS market.9 The prob-
lem, of course, is that these investors all seemed to 
believe that house prices could only go up.

While Section 941 applies to all ABS, not only 
MBS, Dodd–Frank does not raise or address the 



THE HERITAGE FOUNDATION  •  187

 
MARK A. CALABRIA

question of why only the MBS market witnessed 
large declines in underwriting during the boom. 
Other property classes, such as office, apartment, 
and retail, witnessed similar price booms. Some of 
these booms peaked before that of the single-fam-
ily-housing market. These other asset classes are 
also heavily securitized, as are auto and credit card 
loans. Yet there is little evidence that securitization 
in these markets behaved as poorly as those for resi-
dential mortgages. This suggests that the problem is 
not driven by securitization, per se, but by features 
particular to the residential mortgage market.

Risk retention was already common for subprime 
mortgage securities prior to Dodd–Frank. It was so 
widespread, in fact, that it impacted the pricing of 
securities. The QRM framework of Section 941 is 
unlikely to improve the quality of mortgages origi-
nated. Nor will it help avoid future financial rescues. 
If the goal is to reduce the likelihood of bailouts, 
policymakers should encourage a less concentrat-
ed financial sector. Risk retention will instead push 
toward a more concentrated sector. The only win-
ners from the QRM will be the securities lawyers 
who sue the next time the housing market goes 
south. Ultimately, those increased litigation costs 
will be passed along to borrowers and investors.

Short of Repeal. If Congress decides to main-
tain some form of risk retention, significant chang-
es to Subtitle D of Title IX will be needed. Since the 
primary goal of Subtitle D is investor protection, all 
its authorities should be vested solely with the SEC. 
Choosing to single out residential mortgages con-
tinues the special treatment of this asset class that 
has repeatedly contributed to financial crises. One 
can only imagine that the inclusion of HUD in the 
rulemaking was not to protect investors but to pro-
tect housing subsidies. Perhaps worse is the inclu-
sion of the Federal Housing Finance Agency in the 
QRM rulemaking. Its incentive is to protect Fannie 
and Freddie—which is at odds with a competitive 
market for MBS.

In order to provide greater legal and investor cer-
tainty, as well as address the primary driver of mort-
gage default, risk retention should be limited to pools 
of mortgages where the borrowers are of subprime 
credit quality. While enshrining FICOs in statute 
would be misguided, aiming for a cutoff equivalent to 
a 660 FICO would be prudent. Currently, Section 941 
offers regulators too much discretion to ignore the 
loan features that primarily drive default in favor of 
politically convenient targets.10 Scholars have found 

that existing risk retention primarily appeared to 
impact pricing and deal structures for no-docu-
mentation or low-documentation mortgage pools.11 
If Section 941 is retained, considerable compliance 
and litigation cost can be saved, without much loss 
in impact, by limiting the definition of QRM to only 
those mortgages with full documentation.

Much of decline of underwriting standards in 
the PLMBS market were driven by the fact that the 
majority of ultimate investors were protected from 
market discipline. While Congress cannot prohibit 
foreign entities from investing in PLMBS, Congress 
can prohibit U.S. federally backed entities from 
doing so. Foremost among these would be Fannie 
Mae and Freddie Mac, although such a prohibition 
should also be extended to the Federal Home Loan 
Banks. Concentration limits for federally insured 
depositors would also be prudent. Instead of trying 
to protect these investors from themselves, a fool’s 
errand when there are such strong incentives to take 
risk, reform should focus on subjecting these inves-
tors to greater market discipline. Doing so would 
cause their cost of funds to be related to their invest-
ment activities, better aligning those activities with 
overall financial stability.

It should also be recognized that bank capital 
standards incentivized the holding of PLMBS.12 
While Basel III does attempt to address this distor-
tion, it does not go far enough in reducing the regula-
tory incentives for holding MBS. Ultimately replac-
ing Basel’s risk-weighted approach with a simple 
leverage ratio may be the best approach. Additionally, 
Fannie Mae and Freddie Mac received housing goal 
credit for their purchase of PLMBS. Short of elimi-
nating the overall housing goals, a needed reform, 
Fannie Mae and Freddie Mac should not be allowed 
to satisfy those goals via the purchase of PLMBS.

Mandated Disclosure of Representations 
and Warranties. Subtitle D contains two new dis-
closure provisions: (1) Section 942 requires the SEC 
to develop disclosure standards for asset-backed 
securities, while also allowing the SEC to develop 
broad exemptions for these standards; and (2) Sec-
tion 943 relates to the requirements in the offering 
details. Both place the SEC in the position of micro-
managing which details investors find useful, and, 
of course, subjecting issuers to significant liabili-
ty for any errors. To the degree that information is 
material to the performance of an ABS issue, such 
is already required for inclusion in any prospectus. 
Subtitle D takes the SEC further along the path of 
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deciding which specific information is material or 
not, something best left to the issuer.

Section 943 also imposes new requirements for 
credit-rating agencies in their rating reports on 
ABS.13 This new requirement would mandate that 
rating agencies include a description of the repre-
sentations and warranties for the underlying mort-
gages, as well as a comparison of those with similar 
issuances. While such may well be important to the 
performance of the pool, what is relevant to the rat-
ing should ultimately be determined by the rating 
agency. Ratings are, after all, opinions, and should 
be treated as such. Section 943(2) misunderstands 
the failings of the current regulatory regime for rat-
ings, and risks the further politicization of the rat-
ings process. If Congress and the SEC can determine 
what information must be included in a rating, they 
could just as easily decide that certain factors, such as 
borrower credit quality, not be included. This is not 
only an issue of forced commercial speech, but risks 
undermining the integrity of the ratings process.

Both sections 942 and 943 should be repealed. 
They will add little useful information to what inves-
tors currently demand and receive, while greatly 
increasing the litigation risk associated with ABS. 
If the architects of Dodd–Frank believed these 
additional disclosures would be useful, one is left 
wondering why the largest issuers of ABS—Fan-
nie Mae and Freddie Mac—remain exempt from 
their requirements.

The standardization requirements of Section 942 
risk furthering the overreliance on mathematical 
modeling by financial regulators as well as by the 
credit-rating agencies. Mathematical models can, of 
course, be useful and informative in evaluating risk. 
It would be foolish to abandon them. It would be 
equally foolish to place the weight of one’s financial 
system on them.14 Section 942 continues along the 
path of homogeneity in disclosure and risk analysis. 
A more robust financial system would be one with 
greater diversity of both business models and port-
folio holdings.15 Subtitle D runs the very real risk of 
reducing that diversity.

Conclusion. Dodd–Frank’s Subtitle D displays 
a profound misunderstanding, even an ignorance, 
of how modern ABS markets function, both before 
and during the crisis. While recognizing the poten-
tial for conflicts of interest and asymmetric infor-
mation, Subtitle D takes no account of how market 
participants structured transactions to overcome 
such concerns. The evidence is fairly consistent that 

such structures worked as intended. Of course, dis-
ruptions in the ABS market were an important char-
acteristic of the crisis. Such, however, was primarily 
the result of the extreme leverage in the securitized 
mortgage market, which was largely the result of 
bank capital standards. Coupled with the insula-
tion from market discipline of the largest investors 
in PLMBS, a crisis was certainly inevitable.16 Unfor-
tunately Subtitle D does little to address the actual 
drivers of the crisis, while adding significantly to the 
cost of securitization activities.

TITLE XIV: MORTGAGE REFORM AND THE 
ANTI-PREDATORY LENDING ACT

Dodd–Frank attributes the increase in mort-
gage defaults associated with the financial crisis to 

“predatory lending,” as reflected in Title XIV, the 
Mortgage Reform and Anti-Predatory Lending Act. 
Despite the title, no definition of predatory lending 
is contained in Title XIV, which is a collection of pro-
hibitions and restrictions. The major substantive 
provisions of Title XIV are structured as amend-
ments to the Truth in Lending Act of 1968. Title XIV 
somewhat mirrors the anti–predatory lending stat-
utes passed in North Carolina beginning in 1999.

Subtitle A. A theme of mortgage reform before 
Dodd–Frank was the focus on mortgage brokers ver-
sus lenders. Because of their rise from the ashes of 
the savings and loan crisis of the 1980s, mortgage 
brokers grew to be a significant share of mortgage 
originations. For a variety of reasons, including their 
lack of established reputation and focus on perfor-
mance-based compensation, brokers were often 
assigned responsibility for poor underwriting deci-
sions made in the years leading up to the crisis. Con-
gress reacted to such concerns in 2008 by includ-
ing the Secure and Fair Enforcement for Mortgage 
Licensing (SAFE) Act as Title V of the Housing and 
Economic Recovery Act of 2008.

Section 1401 expands the definition of mortgage 
originator and adds new requirements for persons 
falling under such definition. A mortgage originator 
under Section 1401 is a person

who, for direct or indirect compensation or gain, or 
in the expectation of direct or indirect compensation 
or gain—(i) takes a residential mortgage loan applica-
tion; (ii) assists a consumer in obtaining or applying 
to obtain a residential mortgage loan; or (iii) offers or 
negotiates terms of a residential mortgage loan.

Although the act contains exceptions to this 
definition, all mortgage brokers and many bank 
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employees (other than administrative and clerical) 
will be considered mortgage originators, and hence 
subject to both enforcement and litigation risk.

After a person is considered to be a mortgage 
originator, a variety of duties and restrictions 
apply, including the requirement to be qualified and 
licensed under the SAFE Act. Section 1403 prohibits 
the compensation of originators from varying based 
on the terms of the loans, rather than based on the 
principal amount. Originators may receive compen-
sation from a party other than the borrower only in 
instances where the borrower pays nothing to the 
originator and pays no upfront fees or points. Orig-
inators can, however, continue to be compensated 
on the volume of loans closed. The intent of these 
restrictions is to limit the incentive of originators to 
place borrowers in higher-cost loans.

A recurring theme in title XIV is the assump-
tion that many borrowers were simply in the wrong 
loan. Along this line of thinking, mortgage origina-
tors are prohibited from steering borrowers toward 
loans under which the borrower lacks a reasonable 
ability to pay or that have certain features (Section 
1403). Originators are also prohibited from mischar-
acterizing either the credit history of the borrower 
or their loan options. The intent here reflects a belief 
that many prime borrowers were steered into sub-
prime products. In general, originators placing bor-
rowers into qualified mortgages (QM) will be pro-
tected from enforcement and liability.

Subtitles B and C. The heart of the QM stan-
dards are found in Section 1411’s “ability to repay” 
requirements. Section 1411 prohibits lenders from 
making a residential mortgage unless the lender 
makes a good-faith determination that the borrower 
has a reasonable ability to repay the loan. Although 
Section 1411 does provide some guidance on what 
constitutes a good-faith determination and what 
is reasonable, most details are left to regulators. 
Due to concerns over the lack of clarity in the abil-
ity-to-repay standard, Section 1412 allows the cre-
ation of a safe harbor from liability if lenders meet 
the definition of a QM. It is in minimizing liability 
risk that lenders will attempt to meet the standards 
for a qualified mortgage.

Section 1412 also limits points and fees to no 
more than 3 percent of the loan amount. For adjust-
able-rate mortgages, Section 1412 requires loans 
to be underwritten at the maximum possible rate 
during the first five years of the loan. Loan terms 
may not exceed 30 years. Income and financial 

resources must be fully documented. Title XIV also 
directs regulators to establish maximum debt-to-in-
come ratios for QMs.

Because Title XIV amends the Truth in Lending 
Act, violations that fall outside its safe harbor sub-
ject lenders to significant liability. Delinquent bor-
rowers can also use violations of the QM rule as a 
defense to foreclosure proceedings (Section 1413).

Section 1414 severely limits the use of prepay-
ment penalties, prohibiting them for non-QM loans, 
and capping their amount and duration for QM 
loans. Despite the increased liability from Title XIV, 
or perhaps because of it, lenders are prohibited from 
requiring mandatory arbitration for all residential 
mortgages. Even if such did not increase liability 
costs, it is likely to increase the variance of liabili-
ty costs. Section 1414 also requires lenders to make 
borrowers aware of their ability to “walk away” in 
anti-deficiency states. Section 1417 increases civ-
il-money penalties under the Truth in Lending Act, 
of which QMs as well as the Home Ownership and 
Equity Protection Act are a part.

Subtitle D—Housing Counseling. Subtitle D of 
Title XIV creates a new Office of Housing Counseling 
at HUD. The office would provide grants, via appro-
priated funds, to HUD-certified counselors (Section 
1444). Subtitle D also directs HUD to establish stan-
dards for material used by homeownership counsel-
ing providers. The Office of Housing Counseling will 
not be only focused on pre-purchase counseling, but 
also on foreclosure prevention and education.

Housing counseling, on its face, may seem at 
worst harmless, and at best, helpful in educating 
borrowers. Yes, as HUD itself has documented, hous-
ing counseling is often served as a vehicle to direct 
potential borrowers to industry representatives.17 
Despite the substantial sums spent on counseling 
prior to the crisis, there is little evidence that such 
dissuaded potential borrowers from either obtain-
ing a mortgage or purchasing a home.

When borrowers are not required to put much or 
any equity into a home purchase, and the loans are 
generally non-recourse, such borrowers will dis-
play increased defaults when prices decline. In fact, 
there is evidence that borrowers who had received 
counseling were more likely to engage in strategic 
default, ultimately increasing the level of foreclo-
sures, rather than reducing it.18 Given this (at best) 
mixed record for housing counseling, Subtitle D 
should be repealed, along with the remainder of 
Title XIV.
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Getting the Incentives Right. The reforms of 
Title XIV are driven by a belief that predatory lend-
ing drove the financial crisis. Objective empirical 
analysis, including by the U.S. Government Account-
ability Office19 and other evaluators,20 demonstrates, 
however, that defaults were driven primarily by 
lack of borrower equity (often resulting from a lack 
of down payment) and low-borrower credit quality, 
combined with house price declines, and often a neg-
ative shock to income, such as that resulting from 
job loss.21 Title XIV does not address the most signif-
icant drivers of mortgage default. At best, they may 
reduce defaults by around 1 percentage point, but 
are just as likely to increase defaults.

Sections 1413 and 1414, for instance, make it easier 
for borrowers to avoid repayment, which would like-
ly increase strategic defaults. The implicit assump-
tion behind Title XIV is that all borrowers are vic-
tims, who would gladly pay their mortgage if only the 
lender would “work with them.” There is little doubt 
that lenders could and should do a better job at loss 
mitigation, but an extensive empirical and theoret-
ical literature exists demonstrating that borrower 
incentives matter for loan performance.22 As Title 
XIV does not directly address the primary drivers of 
default and actually incentivizes increased default, 
it may well end up making the next housing down-
turn even worse.

Ultimately, poor underwriting on the part of 
lenders should be constrained by monitoring and 
discipline by mortgage investors. For that to work, 
however, those investors would have to be subject to 
market discipline themselves and be driven primar-
ily by economic concerns, not political ones. Due to 

the vast array of government mortgage guarantees, 
investors in the mortgage market are largely protect-
ed from loss—by the taxpayer. Even what appeared to 
be largely a private market for PLMBS was ultimate-
ly driven largely by government-backed funders. 
Given such perverse incentives, it is no wonder that 
underwriting quality has so dramatically declined 
in recent decades.23 One could easily conclude that 
such is the actual objective of federal mortgage pol-
icy. If one truly wants to improve the performance 
of mortgages one will need to greatly reduce, if not 
eliminate, federal mortgage guarantees. At a mini-
mum, lenders should bear a greater amount of first-
loss risk on federally backed mortgages.

Conclusion. Dodd–Frank’s Title XIV institutes 
the most significant changes to the federal oversight 
of mortgages in at least 20 years. Many of the details, 
however, have been left up to financial regulators, 
with the Consumer Financial Protection Bureau 
playing a leading role. Although the QM rules and 
QRM rules will likely increase the cost of mort-
gage credit (particularly due to increased litigation, 
compliance, and foreclosure costs), their effects on 
reducing foreclosures during the next housing bust 
are likely to be modest and may even increase fore-
closures. Despite the significant changes in Dodd–
Frank to the mortgage market, those features of 
the U.S. mortgage market that are most relevant to 
the financial crisis, such as lack of market discipline, 
remain unaddressed and in many cases have been 
made worse.

Any views expressed here are those of the author, 
not necessarily of The Heritage Foundation.
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T itle XV of the Dodd–Frank Wall Street Reform and Consumer Protection Act1 contains three provisions requiring pub-
lic companies to report in their disclosure documents with respect to conflict minerals, mine safety, and resource 

extraction. In addition, Dodd-Frank Title IX Section 953(b) requires disclosure of the ratio between a company’s CEO pay 
and the median pay of all other employees. The primary purpose of these requirements is to further political objectives. 
They are unrelated to the purpose of the securities laws and the mission of the Securities and Exchange Commission (SEC).

SEVERING DISCLOSURE FROM 
VALUATION IS A BAD IDEA

The SEC defines its mission as “to protect inves-
tors, maintain fair, orderly, and efficient markets, 
and facilitate capital formation.”2 The statutory 
charge to the SEC is:

Whenever pursuant to this title the Commis-
sion is engaged in rulemaking and is required 
to consider or determine whether an action is 
necessary or appropriate in the public interest, 
the Commission shall also consider, in addi-
tion to the protection of investors, whether the 
action will promote efficiency, competition, 
and capital formation.3

The politically motivated requirements in Title 
XV distract, or in the case of the proposals for new 
disclosure requirements would distract, the SEC 
from its mission. Moreover, the requirements do 
nothing to further the securities laws’ purpose of 
protecting shareholders or providing them with 
information that is material to their investment 
decisions. Shareholders, when presented with an 

opportunity to vote on whether to require such dis-
closure, have usually voted not to do so.4

These requirements impose unwarranted costs on 
issuers that reduce the return on shareholder invest-
ments.5 The SEC estimates that the conflict minerals, 
mine safety, resource extraction, and CEO pay-ratio 
requirements combined will have initial compliance 
costs of approximately $5 billion, and ongoing costs of 
$1.5 billion annually. (See the discussion of each rule 
below for more detailed information about costs and 
citations.) Furthermore, by adding to already volumi-
nous disclosure requirements, they tend to make it 
more difficult for investors to find material informa-
tion in disclosure documents. By obfuscating rather 
than informing, these requirements can be expected 
to actually harm investors.6

Once the connection between SEC-mandat-
ed disclosure and investment valuation is severed, 
the potential disclosure requirements that may be 
imposed on public corporations are virtually lim-
itless. These mandates increase costs and harm 
the ability of companies to innovate, grow, and cre-
ate jobs. They reduce the return to investors. They 
therefore harm rather than protect investors.

CHAPTER 15  
How Title XV Mandated 
Disclosures Harm, Rather  
than Protect, Investors  
David R. Burton
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HOW TITLE XV MANDATED DISCLOSURES HARM, RATHER THAN PROTECT, INVESTORS

THE PURPOSE OF SECURITIES 
DISCLOSURE LAWS

The primary purpose of securities law is to deter 
and punish fraud.7 Fraud is the misrepresentation of 
material facts or the misleading omission of mate-
rial facts for the purpose of inducing another to act, 
or to refrain from action, in reliance upon the mis-
representation or omission. The second purpose of 
securities laws is to foster disclosure by firms that 
sell securities to investors of material facts about 
the company needed to make informed invest-
ment decisions.8 Appropriate mandatory disclosure 
requirements can promote capital formation, the 
efficient allocation of capital and the maintenance 
of a robust, public, and liquid secondary market 
for securities.9 The reasons for this include (1) that 
the issuer is in the best position to accurately and 
cost-effectively produce information about the issu-
er;10 (2) that information disclosure promotes better 
allocation of scarce capital resources or has other 
positive externalities;11 (3) that the cost of capital 
may decline because investors will demand a lower 
risk premium;12 (4) that disclosure makes it easier for 
shareholders to monitor management;13 and (5) that 
disclosure makes fraud enforcement easier because 
evidentiary hurdles are more easily overcome.14

The conflict minerals, mine safety, resource 
extraction, and CEO pay-ratio disclosure require-
ments do nothing to further any aspect of the SEC 
mission or the underlying purpose of the securi-
ties laws. They neither protect investors from fraud 
nor improve investors’ ability to value their invest-
ments. They neither facilitate capital formation, nor 
fair, orderly, and efficient markets. And the proposed 
political spending and gender-pay-ratio disclosure 
requirements share these defects. All of these pro-
visions, however, increase firms’ costs and reduce 
shareholder returns and make it more difficult for 
investors to find the information in disclosure docu-
ments that is material to their investment decisions. 
They harm rather than protect shareholders.

CONFLICT MINERALS FROM THE 
DEMOCRATIC REPUBLIC OF THE CONGO

In compliance with Dodd–Frank Section 1502, the 
93-page SEC final conflict-minerals rule15 requires 
any issuer for which conflict minerals16 are neces-
sary to the functionality or production of a product 
manufactured, or contracted to be manufactured, 
by that issuer to disclose in the body of its annu-
al report whether its conflict minerals originated 

in the Democratic Republic of the Congo (DRC) or 
an adjoining country. If so, that issuer is required to 
furnish a separate report as an exhibit to its annual 
report that includes a description of the measures 
taken by the issuer to exercise due diligence on the 
source and chain of custody of its conflict minerals. 
These due diligence measures would include an inde-
pendent private-sector audit of the issuer’s report 
conducted in accordance with standards established 
by the Comptroller General of the United States. 
There are additional requirements. In its economic 
analysis in the final rule, the SEC estimated that the 
initial cost of compliance with the conflict minerals 
rule “is between approximately $3 billion to $4 billion, 
while the annual cost of ongoing compliance will be 
between $207 million and $609 million.”17

On April 14, 2014, the United States Court of 
Appeals for the District of Columbia Circuit issued a 
decision in National Association of Manufacturers v. 
SEC finding that provisions in the rule violated the 
First Amendment to the extent they required a com-
pany to state that its products have not been found 
to be DRC conflict-free.18 Accordingly, the rule has 
been partially stayed by the SEC.19 In general, howev-
er, companies remain subject to the conflict-minerals 
disclosure regime.20 The case was reheard and the 
decision was reaffirmed on August 18, 2015. On Feb-
ruary 22, 2016, the Supreme Court granted the SEC’s 
request for an extension of time to file a petition for a 
writ of certiorari to April 7, 2016.21

There is strong reason to doubt whether the pro-
vision is even helping to achieve its policy objective. 
The Government Accountability Office (GAO) found 
that “[c]ompany filings indicate companies exer-
cised due diligence but most were unable to deter-
mine whether or not conflict minerals used came 
from covered countries, or whether they financed 
or benefited armed groups.”22 Furthermore, a recent 
empirical analysis found that “[i]nstead of reducing 
violence, the evidence here indicates the policies 
increased the incidents in which armed groups loot-
ed civilians and committed violence against them.” 

23 This is because Dodd–Frank created an incentive 
for armed groups to find alternative sources of rev-
enue. They moved away from conflict minerals to 
unregulated sources of mineral revenue or to violent 
looting of civilians.

MINING SAFETY
In compliance with Dodd–Frank Section 1503, 

the 25-page SEC final mining safety rule 24 requires 
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issuers that are operators of a mine to disclose 
information regarding specified health and safety 
violations, orders, citations, legal actions, and min-
ing-related fatalities. Much of this information must 
be reported in a different format to the Mine Safe-
ty and Health Administration. The SEC estimates 
that approximately 100 companies will be affected 
and that compliance with the rule will involve 5,775 
hours of company personnel time and approximate-
ly $1.1 million for the services of outside profession-
als.25 Valuing the internal hours at a conservative 
$100 per hour (fully burdened), that would amount 
to $577,500 cost for internal personnel time for a 
total cost of approximately $1.7 million annually or 
$17,000 per issuer.

RESOURCE EXTRACTION
In compliance with Dodd–Frank Section 1504, 

the 55-page SEC final resource-extraction rule 26 
requires resource-extraction issuers to disclose 
information relating to any payment made by the 
issuer to a foreign government (including compa-
nies owned by a foreign government) or the U.S. fed-
eral government for the purpose of the commercial 
development of oil, natural gas, or minerals. This 
information must disclose all payments includ-
ing taxes, royalties, fees, production entitlements, 
bonuses, and other payments. In its economic anal-
ysis in the final rule, the SEC estimated that the 
ongoing compliance costs of the rule would be in the 
range of $173 million to $385 million annually.27

CEO PAY-RATIO DISCLOSURE
In compliance with Title IX Section 953(b), the 

85-page SEC final CEO pay-ratio disclosure rule28 
requires disclosure of the median of the annu-
al total compensation for all employees of a com-
pany (excluding the CEO but including all foreign 
employees); the annual total compensation for the 
company’s CEO; and the ratio of the median of the 
annual total compensation for all employees to the 
annual total compensation for the CEO. The rule 
exempts smaller reporting companies, emerging 
growth companies, and some other issuers from the 
requirements. The SEC estimates that 3,571 compa-
nies will be subject to the rule, that the total initial 
cost of compliance for all 3,571 registrants affected 
by the rule will be approximately $1.3 billion, and 
that ongoing compliance costs will be approximate-
ly $526 million per year.29

EFFORTS TO INCREASE  
POLITICALLY MOTIVATED  
DISCLOSURE REQUIREMENTS

The Dodd–Frank provisions are part of a con-
tinuing trend of using the securities laws to mandate 
disclosures that are not material to assessing the 
expected return from investing in a company (that 
is, its valuation) to further political objectives. For 
example, there is a major effort underway to pres-
sure the SEC into issuing a rule requiring disclosure 
of corporate “political spending.”30 The campaign 
promoting this rulemaking has generated over one 
million comments to the SEC.31 The information 
disclosed in compliance with this rule would not be 
used by investors to assess the value of their invest-
ments, but by activists to pressure corporation 
management with respect to political issues. Issu-
ance of such a rule has been temporarily barred by 
Congress.32

Legislation has also been introduced in Con-
gress to require both disclosure and a shareholder 
vote before public corporations can make political 
expenditures, including independent expenditures, 
or give money to a trade association for certain pur-
poses. Spending made in contravention of the rules 
set forth in the legislation would give rise to joint 
and several liability by a corporation’s officers and 
directors equal to treble the amount of the amount 
spent.33 The requirements would not apply to pri-
vate corporations, labor unions, or tax-exempt orga-
nizations. There is also a recent petition that asks 
the SEC to require public companies to disclosure 

“gender pay ratios.”34

CONCLUSION
The politically motivated conflict minerals, mine 

safety, resource extraction, and CEO pay-ratio dis-
closure requirements in Dodd–Frank harm rath-
er than protect investors, and reduce firms’ abili-
ty to innovate, grow, and create jobs. They should 
be repealed.

This chapter was originally published as a 
Heritage Foundation Issue Brief—“How Dodd–Frank 
Mandated Disclosures Harm, Rather than Protect, 
Investors”—on March 10, 2016.
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