Duncan Currie

Archive | Latest

March 25, 2010 4:00 A.M.

Getting Financial Reform Right
What should we make of the Dodd bill?
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Earlier this week, the Senate Banking Committee esatbregulatory-reform

legislation that would (among other things) lauadfinancial StabilityOversight

Council to monitor and tackle systemic risk, egsib new consumer-protection agency
in the Federal Reserve, boost shareholder rightsidfn proxy access, and implement a
watered-down version of the “Volcker rule” on prigpary trading. The measure,
sponsored by Democratic committee chairman ChrigdDwon approval by a party-line
vote of 13 to 10.

Is it the watershed bill that many had expected®dude. In some ways, “Dodd is
codifying the status quo,” says Cato Institute @roist Mark Calabria, who worked for
GOP ranking member Richard Shelby on the Bankingn@itee from 2003 to 2009.
Though the five-term Connecticut senator, who isseeking reelection this year, insists
that his plan would effectively solve the problefiftoo big to fail” (TBTF) financial
institutions, Calabria predicts it would lead tonmtad-hoc bailouts” of the type we saw
during the Wall Street turmoil of 2008 and 2009.

Others agree that it would perpetuate, rather émah TBTF. “Under the Dodd plan,”
writesNational Journalcolumnist Clive Crook, “many big financial firmsowld indeed
be declared too big to fail.” Encima Global econsinlavid Malpass hamguedthat
creating a massive liquidation fund (starting st#&0 billion) supported by the biggest
financial companiesas Dodd proposes, would only exacerbate the T@IEfmMa.
Meanwhile, Carnegie Mellon economist and Fed histoAllan Meltzer hagsiotedthat
“systemic risk” remains a murky concept that isgiotio define in practice. He contends
that forming a Financial Stability Oversight Codri@ just another way to pick the
public’s purse.” (Meltzer suggests revamping baraketshareholdemcentives through
new capital requirements: After the size of a bpagses some minimum threshold, the
bank should be forced to maintain a higher levelagfital relative to its assets. This
would combat the excessive leveraging that precétedecent financial implosion.)

On the other hand, no less a free-market enthusiastCNBC host and NR contributing
editor Larry Kudlow hagraisedthe Dodd bill for providing “strict language on

bankruptcy judges and shutdowns,” and for “statired most large failed financial firms
are expected to be resolved through the normalrbatdy process.” It is conceivable, in



his view, that Dodd “may have opened the door @irepnTBTF and bailout nation.” But
Kudlow also objects to key elements of the legighgtincluding those related to
consumer protection and proxy access.

In December, the House of Representatives passewit financial-reform package,
which would create a fully independent Consumenfanal Protection Agency with
authority to regulate credit cards, mortgages,etutbans, and other products.
Republicans unanimously opposed the House bilD@dd was forced to pursue a
compromise. During his talks with GOP senator Balok€r, he agreed to jettison the
independent-agency idea and put the new consunitanuhe Fed, thereby angering
many liberal Democrats. (House Financial Services\Qittee chief Barney Frarikld
theBoston Globéhat housing it in the central bank would be “crégzBut according to
Corker, the Consumer Financial Protection BuredtP®) outlined in Dodd’s legislation
does not reflect “the balance that we were trymgdhieve in our negotiations,” referring
to the balance between enhancing consumer safegaaddensuring financial stability.
To prevent the CFPB from running amok, says Corerdential regulators should have
the power to veto any rules that “would undermime gafety and soundness of our
financial system.” He worries that the account&pitinechanisms in the Dodd bill are
insufficient.

As Calabria observes, Dodd’'s CFPB “is essentialiependent of the Fed.” It would
have an independent director (appointed by the &Hduse), an independent budget,
independent rule-writing ability, and enforcemeuth@rity. Though regulators would be
allowed to appeal its rules, the CFPB would wieidrenous clout.

But is it really necessary? Put another way: Wasatbsence of such a consumer
watchdog truly central to the financial meltdowh26n’t see consumer protection as
being at all part of the problem we’re trying ta,fisays University of Chicago
economist andinancial expertlohn Cochrane. Unfortunately, it has taken on
disproportionate significance in the current debate

Another hot-button issue is proxy access for sh@dehs. In late February, activists
representing 17 different center-right groups sdatterto Dodd and Shelby warning
that proxy access — which the Dodd bill mandatewesld “benefit special interests
with political agendas at the expense of ordinarsholders.”

As for derivative regulation, Sens. Jack Reed RD..) and Judd Gregg (R., N.H.) have
teamed up to draft an amendment. Even if they icmhdommon ground on that subject,
Democrats and Republicans will continue bickerimgrahe proposal championed by
former Fed boss and Obama economic adviser Pauk®iol— that Washington should
outlaw proprietaryradingby banks and bank holding companies. The trouiite the
Volcker rule is that prop trading, like systemiskiiis hard to define. At a Senate
Banking Committee hearing on February 2, Volckadof excessive trading, “It's like
pornography: You know it when you see it” (an atmstothe famous Potter Stewart
quotg. So much for offering concrete guidance.




Dodd’s bill contains a version of the Volcker rulejt as Calabria points out, the
language “is full of holes.” So are Dodd’s TBTF pigions. Back in the summer of 2008,
the Connecticut Democrakplicitly characterizegovernment-backed mortgage giants
Fannie Mae and Freddie Mac as TBTF. Yet his letiisladoes not address their ongoing
threat to thdinancial system. That is a rather glaring omission.

Before their talks collapsed, Dodd and Corker hadi@enconsiderable progress toward a
bipartisan deal. They might even have succeedgd,Garker, if not for the bitter
wrangling over health-care reform. On resolutiothatity, the Dodd bill largely reflects
the substance of their collaboration. “There wemae loopholes added,” Corker
explains. “It needs to be tightened up.”

Indeed, one thing seems certain: Dodd’s legislatidinot pass the Senate without first
undergoing major revisions.

— Duncan Currie is deputy managing editolN2fTIONAL REVIEW ONLINE.



