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F I N A N C I A L R E G U L AT O R Y R E F O R M

Assessing the Impact of Capitol Hill’s Financial Regulatory Reforms on Lending

BY KEVIN L. PETRASIC

S hortly after the Senate passes the Dodd-Frank
Wall Street Reform and Consumer Protection Act
(Dodd-Frank), expected sometime in the coming

weeks, the president will sign into law the most com-
prehensive set of financial system restructuring reforms
since the myriad reforms following the Great Depres-
sion.

Although the underlying context and character of
Depression-era laws remain largely intact and continue
to provide the foundation for our current financial regu-
latory system and oversight, the overall thrust of the
Dodd-Frank overhaul has important implications for
our banking system that warrant closer analysis. The
new Dodd-Frank provisions include refinements and
updates, and in the case of the Volcker rule, a reversion
back, to Great Depression era laws.

Among the reforms are modernization provisions to
existing laws to catch up with a rapidly changing and
evolving financial system. Other reforms establish en-
tirely new regulatory regimes, including in areas such
as systemic risk regulation, over-the-counter (OTC) de-
rivatives market oversight, and federal consumer pro-
tection.

Purposes of Banking System. A critically important
question going forward is how Dodd-Frank will be
implemented to affect our banking system. Perhaps the
most effective way to analyze this question is to first
identify why we have a banking system and, more fun-
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damentally, what we want and have come to expect
from it. Broadly speaking, there are five major purposes
served by our banking system: facilitating payments,
lending, saving, financial intermediation (i.e., funding
lending from savings), and monetary policy. Of these,
Dodd-Frank primarily implicates lending, and may do
so much more than was initially apparent. In fact, a ma-
jority of the most significant banking provisions of
Dodd-Frank directly or indirectly affect the lending pur-
pose of our banking system.

Generally, the impact of the various banking provi-
sions gets at the heart of macro-lending analysis—how
to minimize lending risks without eliminating appropri-
ate risk-taking necessary for lending activities that sup-
port a robust and healthy economy. Historically, federal
bank regulatory programs have evolved to address new
and emerging risks in the banking space. For example,
the prompt corrective action (PCA) provisions enacted
in the Federal Deposit Insurance Corporation Improve-
ment Act of 1991 were a direct response to the notion
that Federal Deposit Insurance Fund (and potentially
taxpayer) exposure to a failing bank occurs before the
institution’s capital is reduced to zero. In effect, PCA
operates to allow the government to intercede and as-
sume greater oversight as a bank begins to deteriorate.
The objective is to discourage excessive risk-taking by
a bank motivated to pursue desperate measures to stem
its rapid or progressive deterioration.

Dodd-Frank includes a number of measures tailored
specifically to address bank risk-taking activities. The
more well-known of these include the Volcker rule, the
Lincoln amendment derivatives push-out rule, the Col-
lins capital amendment, and the securitization ‘‘skin in
the game’’ risk retention provision. Although the major-
ity of these and other provisions in the new law do not
appear to be targeted specifically at bank lending activi-
ties, there are compelling reasons to conclude that the
aggregate impact of these provisions—particularly
when coupled with significantly increased scrutiny of
lending activities by bank examiners and a burgeoning
tally of agency enforcement and supervisory actions—
could be to increase the cost of lending and, in so do-
ing, potentially trigger a wave of ultraconservative lend-
ing practices by banks that constricts credit availability.
Ultimately, this will depend in large part on bank regu-
lators and the regulatory implementation of these pro-
visions.

Further complicating the regulatory picture is an-
other set of Dodd-Frank provisions targeted directly at
bank lending activities – the combination of creation of
the Bureau of Consumer Financial Protection (BCFP), a
higher threshold for federal preemption of state con-
sumer protection laws, and the ability of state attorneys
general to enforce BCFP consumer protection regula-
tions against banks. Finally, an amendment intended to
shift the cost of federal deposit insurance to large
banks, by basing insurance premiums on bank assets
rather than domestic deposits, could encourage some
banks to shrink their assets by reducing lending.

In order to understand the potential aggregate impact
of these provisions, it is important first to understand
the fundamentals of the provisions themselves.

The Volcker Rule. The much-publicized Volcker rule,
proposed by former Federal Reserve Board Chairman
Paul Volcker, was originally received on Capitol Hill
with predictions that it was unlikely to gain any trac-

tion. What followed during the Senate Banking Com-
mittee’s consideration of the financial reform bill was a
metamorphosis that caught even some of the Volcker
rule’s strongest advocates off guard. Fueled by a strong
an anti-Wall Street sentiment, the Volcker rule quickly
gained momentum and became an important touch-
stone for some Members of Congress about what
needed to be fixed in our banking system. Ultimately,
the rule was moderated to bar proprietary trading by
banks, with certain meaningful exceptions integral to a
bank’s business, and to permit limited bank invest-
ments in or sponsoring of hedge funds and private eq-
uity funds. Although the banking industry did not es-
cape implementation of the Volcker rule, it did gain cer-
tain important concessions that may make the overall
impact of the provision significantly less onerous.

The Lincoln Amendment Derivatives Push-Out Rule An-
other controversial provision added to the Senate bill
was the Lincoln amendment, introduced by Senate Ag-
riculture Committee Chairman Blanche Lincoln (D-
Ark.). At one point during the Senate’s consideration of
the regulatory reform bill, the Lincoln amendment
threatened to undermine even some moderate Demo-
cratic senators’ support for the bill. Recognizing the
precariousness of the situation, the Obama administra-
tion intervened and brokered an effective compromise
that, though not entirely satisfactory to the industry, put
banks back into a position where they could continue to
engage in traditional bank-type hedging and risk miti-
gation activities related to their operations, including
rate and currency swaps and swaps involving other na-
tional bank-permissible investments.

Fueled by a strong an anti-Wall Street sentiment,

the Volcker rule quickly gained momentum and

became an important touchstone for some

Members of Congress about what needed to be

fixed in our banking system.

The Collins Amendment. A particularly significant
amendment added to the Senate bill by Sen. Susan Col-
lins (R-Maine) is a capital provision applicable to de-
pository institution holding companies (DIHCs) with
consolidated assets greater than $15 billion. The Collins
amendment subjects large DIHCs to the same leverage
and risk-based capital requirements applicable to their
depository institution subsidiaries. In effect, this re-
quires large DIHCs to deduct from their Tier 1 capital
(over a three-year phase-in period beginning in 2013)
any trust preferred securities and cumulative preferred
securities currently included in Tier 1 capital. In addi-
tion, effective upon the date of enactment, any such se-
curities issued after May 19, 2010, cannot be included in
a large DIHC’s Tier 1 capital, nor can such securities be
included in the Tier 1 capital of DIHCs with consoli-
dated assets of between $500 million and $15 billion.

Securitization Risk Retention - ‘Skin In the Game.’ An-
other important provision, directly impacting lending, is
the risk-retention provision applicable to asset-backed
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securitizations. This provision requires the Securities
and Exchange Commission (SEC) and federal banking
agencies jointly to issue regulations requiring ‘‘securi-
tizers’’ [generally, issuers of asset-backed securities
(ABS)] to retain an economic interest—equal to at least
5 percent of the credit risk—of an asset sold, trans-
ferred, or conveyed to a third party via issuance of an
ABS. Significantly, excluded from the requirement are
‘‘qualified residential mortgages,’’ an important carve-
out for mortgage lending purposes.

The BCFP and Consumer Protection Reforms. Although
there was strong administration and significant con-
gressional support for the BCFP and other reforms in-
cluded in Dodd-Frank’s consumer protection provi-
sions, there will be many challenges to ensuring that
the BCFP and other consumer protection reforms do
not go too far to stifle lending, particularly to less cred-
itworthy borrowers and the underbanked. The new
laws, including a new federal preemption standard for
nationally chartered banks and thrifts and new powers
for state attorneys general to enforce BCFP’s regula-
tions against banks and thrifts, raise important issues
that could fundamentally alter certain aspects of our
current banking system, particularly with respect to
credit allocation. Though a strong, balanced, and robust
BCFP and consumer protection regime should benefit
all participants in the lending process, an activist re-
gime that is too aggressive (as well as one that lacks ef-
fectiveness and credibility) could undermine the ulti-
mate consumer protection goal by unduly discouraging
lending.

Though a strong, balanced, and robust BCFP and

consumer protection regime should benefit all

participants in the lending process, an activist

regime that is too aggressive (as well as one that

lacks effectiveness and credibility) could

undermine the ultimate consumer protection goal

by unduly discouraging lending.

Asset-Based Deposit Insurance Premiums A provision
generally targeted at having large banks pay a greater
share of the cost to replenish the Deposit Insurance
Fund (DIF)—by basing premiums on assets rather than
deposits—could also encourage some large banks to re-
duce their premiums by reducing their total assets, par-
ticularly loans. Coupled with increased underwriting
standards, this could result in large institutions reduc-
ing or becoming more selective in their lending in order
to shrink their balance sheet while minimizing their
credit risk. (It should be noted, the saving purpose of
our banking system would benefit from this provision if
consumers begin to see higher returns on deposit sav-
ings as banks aggressively compete for less expensive
core deposit funding, i.e., that no longer serves as the
basis for their federal deposit insurance premiums.)

Aggregate Impact Although it may be difficult to ar-
gue against many of the Dodd-Frank reforms in
isolation—there are strong policy arguments support-
ing each of the above reforms (as well as some strong
counters)—the real concern and focus of any type of fi-
nancial reform or overhaul has to go back to what we
want and should expect from our banking system.
Dodd-Frank will result in many significant and subtle
changes to our banking, securities, and other financial
services laws in the months and years ahead.

Generally, the two major themes informing this pro-
cess appear to be fixing what is wrong with our reliance
and exposure to large financial institutions (including
some punitive bashing for good measure) and bolster-
ing consumer financial protections. This is clear even in
the title of the legislation: ‘‘Wall Street Reform and
Consumer Protection Act.’’ We have heard for months
about the expected winners: consumers and Main
Street, and the expected losers: large financial firms
and Wall Street, but at the end of the day all of these
players remain inextricably intertwined.

An analysis of ‘‘winners and losers’’ tells one story,
yet the more significant story is the overall impact of
the reforms that will unfold, informed in part by the im-
pact on ‘‘winners and losers,’’ and where that will col-
lectively take us as the most difficult work on the Dodd-
Frank reforms begins. In many areas, Dodd-Frank sets
forth parameters and/or guidance intended to inform
the regulators and the future regulatory process to
implement the new laws. What this means, however, is
that many of the most difficult policy decisions—the
ones that will produce the true impact of the reforms—
will be left to the regulators.

Though Congress will likely be watching closely for
missteps or protracted delays in the regulatory policy
process, regulators will be required to make most of the
difficult decisions that will affect our banking system
and what we can expect from the system going forward.
Influencing and informing this process will be many dif-
ferent agencies, including two critical entities that do
not yet exist—the BCFP and the Financial Stability
Oversight Council—that will be required to coordinate
and interact to an unprecedented degree. All of their ac-
tions will have a collective impact on our banking sys-
tem, including the critically important issue of lending
and future credit availability.

The level, complexity and interconnectedness of the
issues facing our financial regulators are daunting. Cer-
tainly, in a cursory look at some of the key reforms
above, we see the possibility of reductions in bank in-
dustry profitability and future expectations in profit-
ability arising from well-intentioned efforts to roll back
bank involvement in proprietary trading, investments in
hedge funds and private equity funds, and future expo-
sure to derivatives activities. These reforms will reduce
industry (primarily large bank) risks, but other reforms
focus on a different aspect of risk reduction by increas-
ing capital standards (Collins amendment), the extent
to which securitizers must retain credit risk, and assess-
ing deposit insurance premiums on assets rather than
deposits. Again, individually all of these reforms are
supported by sound policy rationales, but also have the
potential to take money away from lending, either by
marginally reducing bank profitability or tying up funds
that could otherwise be leveraged for future lending ac-
tivities.
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Regulatory Uncertainty. A final reform issue, the future
impact of the BCFP and federal consumer financial pro-
tection laws, is an intangible that could fluctuate signifi-
cantly depending on who is running the agency as well
as the consumer agenda of the current resident of the
White House and the political party in power on Capitol
Hill. Though obvious conclusions can be divined about
the general approach of the BCFP depending on these
political factors, less obvious is the likelihood of uncer-
tainty that could impact the banking industry if there
are significant fluctuations in consumer financial policy
depending on who is calling the shots at the BCFP.
Regulatory uncertainty, particularly with respect to an
issue that strikes at the core of every bank’s operations,
is not an element under which banks can flourish. In
many respects, regulatory uncertainty—currently
present in all aspects of the pending reforms—can
cause banks to retreat to a significantly more conserva-
tive place than they would be with the certainty that
comes even with a rule or regulation that they would
view as not particularly favorable.

Finally, the current supervisory and enforcement en-
vironment for the banking industry, particularly the

combination of increased required capital levels, con-
servative underwriting standards, and ongoing loan
write-downs, coupled with all of the above pending re-
forms, creates significant challenges for future lending
and, potentially, an extremely difficult and prolonged
period of credit constriction. While many of the most
creditworthy borrowers may not be affected (and in
some cases may actually benefit from this environ-
ment), it is possible that many other borrowers could
see their options limited and/or incur increased costs to
obtain credit.

What all of these factors suggest is that the upcoming
regulatory response, both to the Dodd-Frank reforms
and current conditions in the banking industry, will be
critical in getting us past the fallout of the financial cri-
sis. Absent an effective policy response, we could see
continued and prolonged stress in the banking industry,
including more bank failures and, ironically, further
consolidation that could increase our exposure to large
financial firms. Most important to us collectively will be
the impact on future lending as well as future capital
formation that supports bank lending activities.
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