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The Dodd-Frank Act in the United States is a major piece of legislation. Some of its 
reforms are bold, particularly in the areas of consumer protection and derivative 
trading. However, the regulatory framework of the Act is far from complete. While 
the broad reform was successfully negotiated through Congress and the Senate, the 
political challenges are far from over. The full scope and nature of the financial 
reform will take several years to evolve as the mandated studies and rule making 
are completed and implemented. We argue that the extent to which the reforms 
achieve their stated objectives will depend on three factors: (i) the competency, 
integrity and forcefulness of the federal regulators,(ii) their ability and willingness 
to supervise the finance industry on an integrated basis, and (iii) their ability to 
change fundamentally their regulatory culture and mindset.    

 

 

The Global Financial Crisis (GFC) led to widespread calls for regulatory change in the 

United States (US) and elsewhere. In June 2009, President Barack Obama introduced a 

proposal for a ‘sweeping overhaul of the United States financial regulatory system, a 

transformation on a scale not seen since the reforms that followed the Great Depression.’1  

 

The Dodd-Frank Wall Street Reform and Consumer Protection Act (Pub.L. 111-203, H.R. 

4173)(the Act) was signed into law by President Obama on July 21, 2010. The Act is 

named after two members of Congress, Representative Barney Frank who proposed the 
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bill in the House on December 2, 2009 and Chris Dodd the Chairman of the Senate 

Banking Committee. Its stated purposes are: 

 to promote the financial stability of the US by improving accountability and 

transparency in the financial system,  

 to end "too big to fail",  

 to protect the American taxpayer by ending bailouts, and 

 to protect consumers from abusive financial services practices. 

 

The purposes of the Act reflect the major political and public concerns in the US during 

and in the wake of the crisis:  

 the collapse or near collapse of major financial institutions that had the potential 

to threaten the global financial system, with devastating economic and other 

consequences;  

 the spending of massive amounts of taxpayer money to support or bail out 

collapsing or significantly weakened financial institutions;  

 the perceived “excessiveness” of compensation paid to finance industry 

executives, particularly  those of failed institutions, and  

 the abuse of consumers of mortgage and other credit products, reflected in high 

levels of home foreclosures and individual indebtedness.       

Most of the Act deals with these individual areas of concern.2 However, the reforms also 

address factors that were generally acknowledged as significant underlying causes of the 

crisis, such as issues relating to the securitisation and derivative markets and credit rating 

agencies.  

 

The Act is nearly a thousand pages long and encompasses many aspects of financial 

reform. The importance of the legislation to financial regulation and economic 

development globally are hard to exaggerate. A significant proportion of the world’s 

financial services are provided in the US or by US based institutions. Moreover, as the 

GFC highlighted, the world’s financial systems are inextricably interconnected. It is not 

feasible for a single paper to discuss the provisions or critique the main areas 

                                                           
2 As such, the reform is likely to be seen by many parties as “post GFC reform” or as regulation following a 
crisis. See, eg, Stephen Bainbridge, “Quack Federal Corporate Governance Round II” (Working Paper, 
UCLA School of Law) available at http://ssrn.com/abstract=1673575; Bainbridge argues that the Dodd 
Frank Act is a bubble act enacted in response to a major negative economic event and it represents a 
populist backlash against corporations and/or markets.     
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comprehensively. Instead, the article provides an overview of the significant reforms and 

discusses its most controversial provisions and proposals. The primary aims are to 

highlight the inchoate nature of the legislation and the essential reliance on federal 

regulators to draft, implement, supervise and enforce the reforms.  

 

The potential scope of the Act is immense. One legal practitioner describes it as ‘a 

profound increase in regulation of the financial services industry’,3 others as ‘a paradigm 

shift in the American financial regulatory environment affecting all Federal financial 

regulatory agencies and affecting almost every aspect of the nation's financial services 

industry.’ 4  However, the Act provides only a broad framework. Some of the Act’s 

reforms came into effect the day following its passing into law.5 However, the operation 

of many provisions is delayed or subject to rule making by the federal regulators. The Act 

mandates additional policy studies, research and reporting on many topics. 6  The 

regulators are required to do numerous studies so as to determine the provisions of many 

of the most controversial reforms. In this sense the legislation is inchoate, and thus of a 

type rarely seen in other countries such as the United Kingdom or Australia. The full 

nature and scope of the legislation will not be known for several years. Indeed, the 

efficacy of many aspects of the reform will only be known at the time of the next major 

financial crisis.   

  

The article discusses the financial regulatory structure initially. The Act provides the 

primary federal regulators, the Federal Reserve (the Fed), the US Department of the 

Treasury (Treasury), the Federal Deposit Insurance Corporation (the FDIC), the 

Securities and Exchange Commission (the SEC) and the Commodity Futures Trading 

Commission (the CFTC) with enlarged powers and functions.7 However, the regulatory 

                                                           
3  Sakdden, Arps, Salte and Flom LLP & Affiliates, The Dodd-Frank Act Commentary and Insights, 
Introductory letter from executive partner. 
4 wikipedia, “Dodd–Frank Wall Street Reform and Consumer Protection Act” available at 
http://en.wikipedia.org/wiki/Dodd%E2%80%93Frank_Wall_Street_Reform_and_Consumer_Protection_Ac
t. 
5 Section 4 of the Act. 
6 For an outline of the mandated rules, studies and reports, see United States Chamber of Commerce, Center 
for Capital Market Competitiveness, “Dodd-Frank Act of 2010 Summary of Rulemaking, Studies, and 
Congressional Reports by Title” available at http://chamberpost.typepad.com/files/dodd-frank-summary-
sheet.pdf; NERA Economic Consulting, “Dodd-Frank Rulemakings and Studies” available at 
http://www.nera.com/6911.htm. 
7  See United States Government Accountability Office (GAO), ‘Financial Regulation: Industry Trends 
Continue to Challenge the Federal Regulatory Structure’ (October 2007) for a detailed outline of the Federal 
regulatory structure prior to the reforms.   
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framework remains cumbersome. The proposed reforms, far from streamlining the 

supervisory structure governing financial companies, add a layer and complexity to the 

regulatory framework.  

 

The legislative reforms are then reviewed under the following categories: supervision of 

systemically important institutions, financial institutions, financial markets & products, 

executive compensation, consumer protection, and investor protection. These reviews 

outline the key provisions, followed by commentary and analysis. The aspirational 

objectives of the Dodd Frank Act are largely uncontroversial. Assessment of the specific 

regulation and provisions is more difficult given the incomplete nature of the legislation, 

the reliance on regulators to complete and manage the reform processes, and the need to 

assess the reforms using a long-term lens.  

 

We complete the analysis with discussion on regulatory performance issues, because the 

ultimate success of the legislation relies on the regulators’ willingness and ability to 

manage the reforms as an integrated package, and to work together with a primary focus 

on the bigger picture. We argue that this requires more than simply legislative change. 

For the Act to be effective, a significant change in the regulatory culture and mindset is 

required. The real question posed by the reforms is not whether the regulators have 

sufficient powers to achieve the Acts stated objectives, but whether they are willing to 

proactively use these powers to prevent, or to mitigate the negative effects of, the next 

financial crisis.   

 

 

A   The Financial Regulatory Structure 

There are many papers that detail the significant financial policy reforms and  

development of the regulatory framework in the US since the 1930’s.8  In 2009 the 

Government Accountability Office (GAO), which acts as an independent review agency 

of Congress, indicated that ‘the current system is a fragmented, complex arrangement of 

                                                           
8 See, eg, Rose Kushmeider, Director of Insurance and Research, Federal Deposit Insurance Corporation 
(FDIC), ‘The US Federal Financial Regulatory System: Restructuring Federal Bank Regulation’ (2005) 17 
(4) FDIC Banking Review available at   http://papers.ssrn.com/sol3/papers.cfm?abstract_id=882091. In the 
appendix of the paper, Kushmeider provides a summary of 24 major reviews/ proposals for regulatory 
restructuring. See also GAO, above n 7; GAO, ‘Financial Regulation: A Framework for Crafting and 
Assessing Proposals to Modernize the Outdated US Financial Regulatory System’ (January 21, 2009).    



 5

federal and state regulators that arose over 150 years often in response to past crises.’9 

Hubbard suggests the ‘fragmentation is not the product of careful design – it has evolved 

in layers of accretion since the Civil War. It has survived largely unchanged, despite 

repeated unsuccessful efforts at reform.’10 Kushmeider indicates that ‘[m]ost observers of 

the US financial regulatory system would agree that if it did not exist, no one would 

invent it.’11 She suggests that repeated failures to reform the system show ‘how sensitive 

the issues are for the many varied interest groups involved’.12  

 

The financial regulatory structure in the US prior to the Act has been described as 

“functional”, with financial products or activities regulated according to their function. 

The benefits of this structure were seen to be:  

 a better understanding of products or activities due to regulator specialisation;  

 improved regulatory innovation due to competition among regulators;  

 checks and balances between the regulators;  

 the ability for companies to select the regulator most appropriate for their business; 

and  

 a system that has generally worked well, enabling deep, liquid and efficient 

markets.  

 

However, those seeking reforms argued that the multi-agency structure resulted in:  

 overlapping jurisdictions making it difficult to hold any one agency accountability 

for its actions; 

 conflicts between state and federal regulators;  

 potential regulatory gaps;  

 competition between regulators in a race to the bottom for the lowest regulatory 

standards and lax enforcement;  

                                                           
9 ‘Modernizing the Outdated US Financial Regulatory System’, US Government Accountability Office, 
January 8, 2009 available at http://www.gao.gov/highrisk/risks/efficiency-
effectiveness/modernizing_financial_system.php.  
10 Hubbard, above n   , 4. Hubbard indicates that the establishment of a systemic risk council is flawed. He 
suggests this proposal is more fragmentation by another name.  
11 Kushmeider, above n  . Most parties acknowledge the global trend towards regulatory consolidation. 
Prior to the GFC, many pointed to the single regulatory authority in the United Kingdom  - The Financial 
Services Authority – as a prominent example to be considered. However, given the proposed changes to 
this regulatory structure in the UK, debates around optimal regulatory frameworks continue. 
12 Kushmeider, above n   
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 the inability for regulators to manage complex financial institutions or systemic 

risk;  

 difficulties managing consolidated groups; and  

 entrenched constituencies.  

 

An IMF report in August 2007 indicated that the multiple federal and state regulatory 

frameworks in the US overseeing the financial market system may limit regulatory 

effectiveness and slow responses to pressing issues. 13  Two months later the GAO 

reported to Congressional Committees on the federal regulatory structure.14 The GAO 

report indicated that the regulatory structure was challenged by the developing industry 

trend of large, complex, internationally active firms whose product offerings span the 

jurisdiction of several agencies. It highlighted unresolved issues around duplicative and 

inconsistent regulation of financial services conglomerates and problems with 

accountability when agency jurisdiction is not clearly assigned. A GAO report released as 

testimony before the Committee on Homeland Security and Governmental Affairs of the 

US Senate in January 2009 reached a stronger conclusion. The summary stated that ‘the 

nation finds itself in the midst of one of the worst financial crises ever, it has become 

apparent that the regulatory system is ill-suited to meet the nation’s needs in the 21st 

century.’15 The limitations and gaps posed by the fragmented regulatory system were 

identified as: 

1. A failure to mitigate systemic risk posed by large and interconnected financial 

conglomerates; 

2. Difficulties in dealing with significant market participants - such as nonbank 

mortgage lenders, hedge funds and credit rating agencies; 

3. Challenges posed by new and complex investment products such as complex 

retail mortgage and credit products; 

4. Difficulties in establishing accounting and audit standards that are responsive to 

financial market developments and global trends; and 

5. Difficulties in coordinating international regulatory efforts.       

 

                                                           
13 See GAO, above n, 46. The IMF report was undertaken as part of part of the IMF’s regular consultations 
of member countries under Article IC of IMF’s Articles of Agreement.  
14 GAO, above n 7. 
15 GAO, above n, 7. 
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The 2009 GAO report did not provide detailed proposals or solutions to address the 

identified issues; instead it outlined principles that an ideal regulatory framework should 

reflect. It indicated that the framework should: have clearly defined regulatory goals; be 

comprehensive; adopt a system wide focus; be efficient and effective; ensure consistent 

consumer and investor protection; ensure that regulators are independent with sufficient 

resources, clout and authority; and ensure consistent financial oversight with minimal 

taxpayer exposure.16   

 

The reforms outlined in the following sections include provisions to address the issues 

identified by the GAO excepting the accounting and audit standard difficulties. Whether 

these reforms will result in the ideal regulatory framework proposed by the GAO remains 

an open question.  

 

 
B   Supervision of Systemically Important Financial Institutions 

 

1   The Act 
 

(i)   Financial Stability Oversight Council 

President Obama wanted to limit the overall size of individual financial institutions to 

avoid a concentration of risk in a small number of financial companies and to reinforce 

the principle that no institution is too big to fail. This aspiration is translated into 

provisions that cap the total size of a systemically important financial company and 

require these companies to seek approval for acquisitions and mergers above a specified 

size.17 In addition, mergers, acquisitions and other business combinations are prohibited if 

the resulting enlarged company would hold more than 10% of the total consolidated 

liabilities of all banks and supervised nonbank financial companies (NFCs).18   

 

The reforms extend beyond concern with individual financial institutions to the 

supervision of systemic risk and financial stability. The Federal Reserve remains 

                                                           
16 GAO, above n  , 
17 ss 121, 163. 
18 s 622. The Act requires the Council to complete a study on the extent to which this size affects financial 
stability, moral hazard, the efficiency and competitiveness of the financial firms and markets, and the cost 
and availability of credit and other financials services to households and businesses. The Council is 
required to make recommendations on the concentration level. Thus, a size limit below 10% of total 
consolidated liabilities may eventually be imposed.  



 8

primarily responsible for the systemic risk regulation and supervision. In addition, the Act 

establishes a Financial Stability Oversight Council (Council), which includes 

representatives from all of the major regulatory bodies,19 to identify risks to the financial 

stability of the United States, to promote market discipline, and to respond to emerging 

threats.20 The role of the Council is to provide advice, communication and coordination 

across the regulatory framework. It is required to define and monitor systemic risk 

regulation, conduct research, keep abreast of ongoing market developments, and to make 

recommendations on prudential standards and market activity.  

 
Under the Act, banks with $50 billion or more in assets, designated NFCs21 and bank 

holding companies can be made subject to “enhanced prudential” requirements beyond 

those imposed by other regulation. These systemically important companies may be 

required to hold minimum levels of risk based capital beyond those generally applicable 

under other regulation. 22  Individual regulators are authorised to determine specific 

leverage and capital measures.23   

 

(ii)   Orderly Liquidation Authority 

Title II of the Act creates an Orderly Liquidation Authority (OLA) that empowers the 

FIDC to serve as a receiver for large interconnected financial companies whose insolvency 

poses a significant risk to financial stability or is likely to seriously adversely affect the 

                                                           
19 s 113. The Council voting members include the Secretary of the Treasury, the Chairman of the Board of 
Governors, the Comptroller of the Currency, the Director of the Consumer Bureau, the Chairman of the 
Securities Exchange Commission, the Chairperson of the Corporation, the Chairperson of the Commodity 
Futures Trading Commission, the Director of the Federal Housing Finance Agency, the Chairman of the 
National Credit Union Administration Board and an independent member. The nonvoting members include 
the Director of the Office of Financial Research, the Director of the Federal Insurance Office, a State 
insurance commissioner, a State banking supervisor and a State securities commissioner.  
20 ss 111, 112(a). 
21 A nonbank financial company is defined as a company that predominantly engages in financial activities: 
ss 102(a)(4), 102(a)(6). 
22 s 115. 
23 s 171. 
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US economy.24 As receiver of a financial company, the FIDC assumes control of the 

liquidation process with broad powers.25  

 

The Act prevents the use of taxpayers’ funds to pay for any aspect of the receivership 

process.26 All costs are to be recouped from creditors or shareholders of the institution,27 

from the disposition of assets of the company, or from assessments on other financial 

companies.28 

 

2   Commentary & Analysis 

The reforms in Tiles 1 and II of the Act reflect elements of proposals put forward by some 

scholars. Herring argued in 2009 that supervisors need to ‘place much greater emphasis on 

increasing the resilience of the system by ensuring that no institution is too big, too 

complex, or too interconnected to fail.’ 29  He suggested that systematically important 

institutions should be required to file and update a winding-down plan and where required, 

supervisors should be empowered to require changes in the size or structure of firms.  

 

Sheel argues that the final reforms single out the largest institutions for special treatment. 

He suggests the OLA processes provide ‘unconstrained regulatory discretion’ with the 

‘basic expectations of the rule of law – that the rules will be transparent and knowable in 

advance …  are subverted by this framework.’30 Taylor argues that OLA institutionalises a 

harmful bailout process because it is not possible for the FIDC to wind down large 

complex financial institutions without disruption. He criticises the significant discretionary 

                                                           
24 s 203. To be placed into receivership under the Orderly Liquidation Authority, a financial company must 
be a “covered financial company” and a written determination must be made at the initiative of the 
company, or at the request of the Secretary of the Treasury, the FIDC, the SEC, or in a case involving an 
insurance company, the Director of the Federal Insurance Office and the Board of Governors, that the 
company presents systemic risk. For a critical view of the new orderly liquidation authority, see Kenneth 
Scott,  “Dodd Frank: Resolution Or Expropriation?” (Working Paper, Stanford Law School, 25 August 
2010) available at  http://ssrn.com/abstract=1673849.  
25  See s 203(e). Insurance companies cannot be placed into receivership under the Act and must be 
liquidated or rehabilitated under state law proceedings.  
26 s 214(c). 
27 s 204. 
28 s 214(b). 
29 Richard Herring, ‘’The Known, the Unknown, and the Unknowable in Financial Policy: An Application to 
the Subprime Crisis’ (2009) 26 Yale Journal on Regulation 391, 402.  
30 Sheel, above n   
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powers given to the FIDC and suggests the problems of “too big to fail” and the political 

and regulatory capture by certain large financial institutions will continue.31  

 

The arguments of Sheel and Taylor are valid. The Council is given very broad discretion 

to supervise and monitor the largest financial institutions, leaving the door well ajar to 

regulatory abuse or capture. Arguably, the regulatory powers given to the FIDC are even 

greater and these powers are also potentially open to abuse and capture. Successful 

implementation of the OLA provisions will be difficult, and the skill and competency of 

the regulators will be significantly challenged. Determinations on the appropriate time to 

positively intervene and assume control of a company will be complex, confronting and 

intensely political decisions.32 If a conservative approach is taken, the winding up of a 

large firm may be too late to avoid another major crisis, with potentially significant 

economic consequences. Conversely, the premature or poorly managed winding up of an 

important firm is likely to be politically very costly.      

 

Perhaps the weakest aspect of the reforms in Titles 1 and 2 is the domestic focus. One of 

the most important lessons from the GFC was the essential interconnectedness of global 

financial markets and systems. The GFC was primarily rooted in factors originating in the 

US. However, the circumstances of the next global financial crisis may be driven from 

elsewhere. Many of the largest financial institutions operate outside of the US and will 

not be subject to these provisions. Thus, the Council and FIDC will need to work closely 

with global policy makers and regulators to ensure the reforms achieve their purposes. 

The efficacy of the provisions and processes in Titles 1 and 2 will only be seen fully in 

the next financial crisis.            

          

                                                           
31 online.wsj com. See also Kenneth Scott,  “Dodd Frank: Resolution Or Expropriation?” (Working Paper, 
Stanford Law School, 25 August 2010) available at  http://ssrn.com/abstract=1673849. Scott argues that the 
Orderly Liquidation Authority procedure gives unprecendented power and discretion to an administrative 
official, going far beyond banking law to the point of posing serious Constitutional problems. He is 
concerned by the lack of due diligence and judicial overview.  Interestingly, Mark McDermott, a partner of 
Skadden Arps suggests the potential harshness of the provisions may mean that the most salutary effect will 
be to minimize the circumstances under which it will, in fact, be used: Sadden Arps, above n  , 102.  
32 Section 203(b) indicates that having received a recommendation, the Secretary in consultation with the 
President shall appoint the FIDC as receiver of a covered financial company if he or she determines that: 
the financial company is in default or in danger of default; the default of the financial company would have 
a serious adverse effect on the financial stability of the United States; no viable private sector is available to 
prevent the default; the effect on the claims or interests of creditors, counterparties and shareholders of the 
financial company and other market participants of proceedings under the Act is appropriate, given the 
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C.   Financial Institutions 

The Act extends the breadth of the regulatory framework. The primary aims of the 

extended regulatory oversight are to restrict the scope of activity of some financial 

institutions as a means of reducing systemic risk and increasing the transparency of 

capital market trading.  

 

1   The Act 

(i)   Insurance Companies 

The insurance regulatory framework in the US is generally state-based. However, the 

ability of the FSOC to designate an insurance company as a significant NFC brings the 

insurance holding company system within the federal regulatory framework. In addition, 

Title V of the Act creates a Federal Insurance Office within Treasury to monitor all 

aspects of the insurance sector.33  

 

(ii)   Depository Institutions  

The Act emphasises the traditional role of banks and saving and loan entities as 

intermediators between depositors and mortgagors. Section 619 prohibits depository 

institutions and their affiliates from engaging in proprietary trading, or acquiring or 

retaining an interest in a hedge fund or a private equity fund or sponsoring a hedge fund 

or a private equity fund.34 These provisions (commonly referred to as the Volcker Rule, 

after former Chairman of the Federal Reserve, Paul Volcker) apply to proprietary trading 

and fund activities by US banks in any location. They also apply to proprietary trading 

and fund activities of non-US banks in the US, or such activities outside of the US if they 

involve the offering of securities to US residents.  Designated NFCs are not subject to the 

Rule but may be subject to additional capital and quantitative limits in relation to such 

activities.35  

 

“Proprietary trading” is broadly defined in the Act as engaging as a principal for the 

trading account of a banking organisation or supervised NFC in ‘any transaction to 

purchase or sell, or otherwise acquire or dispose of, any security, any derivative, any 

                                                                                                                                                                      
impact of any action under the Act would have on the financial stability of the United States; and an orderly 
liquidation would avoid or mitigate such adverse effects.    
33 s 502. 
34 s 619. 
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contract of sale of a commodity for future delivery, any option on any security, derivative, 

or contract, or any other security or financial instrument’ that the Regulators may 

determine by rule.36 In other words, the Volcker Rule generally prohibits the buying and 

selling of securities as principal for the entity’s trading account. However, some trading 

activity is specifically permitted, including: 

 Trading in government securities; 

 Trading in connection with underwriting or market making;  

 Risk-mitigating hedging; 

 Trading on behalf of customers;   

 Investments in small business investment companies;  

 Trading by a regulated insurance business for the general account of the insurance 

company; 

 The organizing and offering of a private equity or hedge fund.37  

 

The Act requires the Council to study the Volker Rule and to make recommendations on 

its implementation.38  The Council completed this study and reported to Congress on 18 

January 2011.39 The Report advocated robust implementation of the Volcker Rule and 

recommended that Agencies consider taking the following actions: 

1. Require banking entities to sell or wind down all impermissible proprietary trading 

desks.   

2. Require banking entities to implement a robust compliance regime, including public 

attestation by the CEO of the regime‘s effectiveness.  

3. Require banking entities to perform quantitative analysis to detect potentially 

impermissible proprietary trading without provisions for safe harbors. 

4. Perform supervisory review of trading activity to distinguish permitted activities 

from impermissible proprietary trading.  

5. Require banking entities to implement a mechanism that identifies to Agencies 

which trades are customer-initiated.  

6. Require divestiture of impermissible proprietary trading positions and impose 

                                                                                                                                                                      
35 s 619. 
36 s 619. 
37 s 619. 
38 s 619. 
39  Financial Stability Oversight Council, Study & Recommendations on Prohibitions on Proprietary 
Trading & Certain Relationships with Hedge Funds and Private Equity Funds (January 2011) 
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penalties when warranted.  

7. Prohibit banking entities from investing in or sponsoring any hedge fund or private 

equity fund, except to bona fide trust, fiduciary or investment advisory customers.  

8. Prohibit banking entities from engaging in transactions that would allow them to 

“bail out” a hedge fund or private equity fund.  

9. Identify “similar funds” that should be brought within the scope of the Volcker Rule 

prohibitions in order to prevent evasion of the intent of the rule.  

10. Require banking entities to publicly disclose permitted exposure to hedge funds and 

private equity funds.40 

Timothy Geithner, the Treasury Secretary who leads the Council, indicated that ‘we have 

to be careful to strike the right balance between putting in place new rules that protect 

consumers and investors and the economy, without stifling the competition and innovation 

that drives economic growth.’41 

 
 
(iii)   Hedge Funds & Private Equity Funds 

Registered hedge fund advisers are subject to the same disclosure requirements as other 

registered investment advisers in the US. However, prior to the GFC, most hedge funds: 

were not registered with the SEC; were exempt from investment company and investment 

advisor registration; and were not required to report quarterly. 42  Regulators were 

‘satisfied that there [was] no need for more intensive investor-protection regulation 

affecting hedge funds, because investors in such funds [were] high income individuals or 

institutions that [could] fend for themselves.’43     

 

Registration with the SEC was not required because the funds were within the safe 

harbour of Regulation D under the private offering exemption of Section 4(2) of the 

                                                           
40 Financial Stability Council, above n , 3. 
41  Ian Katz and Rebecca Christie, ‘Volcker Rule Should be Robust,’ Financial Oversight Panel Says’ 
Bloomberg, 21 January 2011 
42 Lisa Brice, “2010 Financial Reform As It Relates To Hedge Funds” (Working Paper, 19 July 2010) 
available at http://ssrn.com/abstract=1679191.   
43 Barry Eichengreen and Donald Mathieson, ‘Hedge Funds: What Do We Rally Know?’ International 
Monetary Fund, Economic Issues No 19 (September 1999) available at 
http://www.imf.org/external/pubs/ft/issues/issues19/index.htm. For an outline of the changing regulatory 
approach, see, GAO, ‘Hedge Funds: Regulators and Market Participants Are Taking steps to Strengthen 
Market Discipline, but Continued Attention is Needed’ Report to Congressional Requesters, January 2008. 
The timing of this report is such that the commentary reflects only the early GFC responses.   
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Securities Act of 1933. 44  Most funds were exempt from registration as investment 

companies under Sections 3(c)(1) and 3(c)(7) of the Investment Company Act of 1940 as 

the securities were issued as private placements, and there was either less than 100 

investors or the securities were offered to “qualified purchasers”. Section 203(b)(3) 

exempted advisors from registration under the Investment Advisors Act of 1940 provided 

there were fewer than 15 clients, no services were offered to the public, and no advice 

was given to registered investment companies.  

 

The Act requires hedge funds and private equity funds that were previously exempt under 

Section 3(c)(1) or 3(c)(7) of the Investment Company Act, to register with the SEC.45 In 

addition, the exemption under s 203(b)(3) of the Investor Advisers Act has been repealed, 

and all advisors to private funds, whether registered or not, are required to provide 

ongoing reports to the SEC.46   

 

(iv)   Credit Ratings Agencies 

Section 931 of the Act indicates that Congress found that credit rating agencies are 

‘central to capital formation, investor confidence and the efficient performance of the 

United States economy’. Credit agencies ‘play a critical “gatekeeper” role in the debt 

market that is functionally similar to that of securities analysts … and auditors …’. Their 

activities are ‘fundamentally commercial in character, and should be subject to the same 

standards of liability and oversight as apply to auditors, securities analysts and investment 

bankers’. Inaccurate ratings on structured financial products ‘contributed significantly to 

the mismanagement of risks by financial institutions and investors. … Such inaccuracy 

necessitates increased accountability on the part of the credit rating agencies’. There are 

agency conflict of interest issues that need to be addressed explicitly by regulation.    

 

The Act seeks to minimise conflicts of interest and improve the transparency of credit 

ratings processes by imposing corporate governance processes, and disclosure, reporting 

and procedural regulation. Disclosure is required of credit rating assumptions, procedures 

and methodologies; the potential limitations of a rating; information on the uncertainty of 

                                                           
44 There is no limit on the amount of capital raised under Rule 506 when a company does not market its 
securities through general solicitation or advertising and the securities are sold only to “accredited 
investors”.     
45 s 403.   
46 s 404. 
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a rating; the extent to which third party services have been used in arriving at the rating; 

an overall assessment of the quality of available and considered information; and 

information relating to conflicts of interest. 47  A standardised form must be used to 

disclose the information to enable comparability.48 The agencies must consider credible 

information from sources other than the product issuer.49 The findings and conclusions of 

any third party due diligence report must be published and the third party must certify and 

explain the extent of the review performed.50 The SEC is also mandated to establish a rule 

requiring agencies to provide published periodic performance reports that reveal the 

accuracy of ratings provided over a range of years and for a variety of types of credit 

ratings.51  

 

The Act specifically provides for private investor actions against a credit ratings agency 

under the Securities Exchange Act of 1934, in the same manner and to the same extent as 

apply to statements made by an accounting firm or a securities analyst.52 It also alters the 

pleading standards under the Private Securities Litigation Reform Act of 1995 so that a 

complaint need only state facts that give rise to a strong inference that the ratings agency 

knowingly or recklessly failed to conduct a reasonable investigation of the facts relied on 

or failed to obtain reasonable verification of the factual elements.53       

 

The Act mandates the SEC to conduct a range of studies on, among other issues:  

 The standardization of terminology used by credit rating agencies;  

 The market stress conditions under which ratings are determined;54  

 The independence of rating organizations;55 

 Conflict of interest issues faced by rating agencies; and  

 The feasibility of creating an organization to provide the ratings of structured 

finance products.56  

                                                           
47 s 932(a). 
48 s 932(a). 
49  s 932(a). 
50 s 932(a). 
51 s 932(a). 
52 s 933(a). 
53 s 933(b)2). 
54 ss 939(g).       
55 s 939C. 
56 s 939F. 
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The SEC is empowered to enact a rule that requires the SEC to nominate a ratings agency 

if the study finds such a requirement is necessary or appropriate in the public interest or 

for the protection of investors, so as to prevent issuers playing agencies off against each 

other and ‘shopping’ for favourable ratings.57  

 

2   Commentary & Analysis 

(i)  Volcker Rule 

Prior to the GFC, the concept and practical reality of what constituted a bank, a nonbank 

financial institution, an insurance company, a hedge fund, a fund manager, a private 

equity advisor or a broker in the US had become blurred with the advent of large financial 

conglomerates. Significant areas of activity of many financial institutions, particularly the 

largest players, didn’t fit neatly within the jurisdictions of single regulators. Moreover, 

some areas of financial market activity, such as private equity and over-the-counter (OTC) 

trading, and some market participants, such as credit rating agencies and hedge funds 

advisors, were either not regulated at all or only minimally regulated.  

 

The Volcker Rule represents a partial policy reversal to the period from 1933 to 1999 

when the US had Glass-Steagall restrictions58 in operation. These rules were initially 

introduced in the Banking Act of 1933, which generally prohibited:  

 banks from purchasing securities for their own account;59  

 deposit-taking institutions from engaging in the ‘issuing, selling or distributing, at 

wholesale or retail, or through syndicate participation, stock, bonds, debentures, 

notes’ or other securities excepting US Treasury bills and other public sector 

debt;60 

 banks from affiliating with a company engaged principally in the ‘issue, flotation, 

underwriting, public sale, or distribution at wholesale or retail or through 

syndicate participation of stocks, bonds, debentures, notes or other securities’;61 

  banks from having interlocking directorships or close officer or employee 

relationships with a company principally engaged in securities underwriting and 

distribution.62           

                                                           
57 s 939F(d). 
58 Banking Act of 1933, 48 Stat 162 (Banking Act).  
59 Banking Act Section 16. However, commercial banks were permitted to purchase and sell securities on 
the order of and for the account of customers.  
60 Banking Act Sections 16 & 21. 
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These rules to effectively separate the businesses of commercial banking and investment 

banking or banking and securities activities were extended in 1956 by the passing of the 

Bank Holdings Company Act.63 However, restrictions on the integration of banking and 

securities businesses were gradually relaxed from the 1970s, until the formal repeal of the 

Glass-Steagall measures by the Gramm-Leach-Bliley Act of 1999.   

 

Some scholars suggest it is surprising that opposition to repeal of the Glass Steagall 

restrictions was not stronger.64 However, deregulation in the 1980s and 90s was strongly 

supported by most policy makers, scholars and the judiciary, as well as the finance 

industry. Most of the theories to support the push for increasing deregulation and ever-

larger financial conglomerates were economic or efficiency based. The commonly cited 

arguments for larger and more integrated global financial institutions (or universal 

banking as it is sometimes called) were scale and diversification benefits, and the need to 

enhance efficiency, to spread risk, and to foster innovation. There were critics who 

warned about the potential concentration of risk.65 However, these parties often failed to 

express their arguments in compelling economic terms, and when they did so, their voices 

were generally overwhelmed in the drive for new financial and economic growth and 

enhanced competitiveness or dominance on the global financial stage.  

 

The size and scale of financial institutions are not the only factors that have undergone 

significant change since the 1980s. Institutional trading activity has also altered 

significantly. Market trading levels have rapidly escalated, particularly trading in 

                                                                                                                                                                      
61 Banking Act Section 20 
62 Banking Act Section 32 
63 Bank holding Company Act of 1956, Pub L No 511 Stat 133.  
64 See, eg, Emilios Avgouleas, “The Reform of ‘Too-Big-To-Fail’ Banks:  A New Regulatory Model for the 
Institutional Separation of ‘Casino’ from ‘Utility’ Banking'”, 13 available at   
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1552970. 
65 See, eg, Robert Litan, ‘Evaluating and Controlling the Risks of Financial Product Deregulation’ (1985) 3 
Yale Journal on Regulation 1. Ltian argued that while product diversification would theoretically make it 
possible for banks to reduce the volatility of their earnings, the freedom to diversify could increase 
instability in the banking system because of the danger that funds raised from insured depositors will be 
used to support unduly risky investments.  
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derivative instruments.66 An increasing proportion of this activity is computer generated 

“high frequency” trading.67 Mary Shapiro, the Chairman of the SEC recently testified that  

proprietary trading forms play a dominant role by providing liquidity through the use of 

highly sophisticated trading systems capable of submitting many thousands of orders in a 

single second. These high frequency trading firms can generate more than a million trades 

in a singe day and now account for more than 50 percent of equity trading volume.68 

It is never easy, and often not possible, to turn the clock back. Institutions will look for 

ways to continue trading under the new regime. The extent to which the Volker Rule 

effects trading activity in the US and reduces potential systemic risk will depend on how 

the provisions are interpreted and enforced by the regulators and judiciary.  

 

The broader global impacts of the trading restrictions are also uncertain. Ultimately, the 

Volcker Rule is only likely to be effective as a global strategy. If other major markets fail 

to adopt and enforce equivalent rules, institutions are likely to take advantage of gaps or 

weaknesses in the provisions and regulatory frameworks to move their trading to areas 

where proprietary trading is not restricted or oversight is limited.  

 

(ii)  The Hedge Fund Provisions  

The benefits and risks posed by the hedge fund industry and the case for more regulation 

continue to be hotly debated. No evidence has been found suggesting that hedge funds 

were a direct casual factor of the GFC. However, as Eichengreen and Mathieson highlight, 

each crisis or episode of volatility in financial markets brings the role played by the hedge 

fund industry in financial market dynamics to the fore.69 Hedge funds were implicated in 

the 1992 currency crisis in Europe. Similarly, there were allegations of large hedge fund 

transactions in various Asian currency markets in the lead up to, and in the wake of, the 

Asian financial crisis in 1997. These concerns were compounded by the near collapse of a 

                                                           
66 See, eg, Stephan Schulmeister, ‘A General Financial Transactions Tax: A Short Cut of the Pros, the Cons 
and a Proposal’ (Working Papers No 344, Austrian Institute of Economic Research, October 2009) 5; Zsolt 
Darvas and Jakob von Weizsacker, ‘Financial Transaction Tax: Small is Beautiful’, (Working Paper, Policy 
Department A, Economic and Scientific Policies, European Parliament, February 2010) 4. .   
67 Thornton Matheson, IMF Working Paper, Taxing Financial Transactions: Issues and Evidence (August 
2010); Sony Kapoor, Managing Director Re-Define, Financial Transaction Taxes: Tools for Progressive 
Taxation and Improving Market Behaviour (February 2010) 6.. Matheson citing Reuters as his source 
indicates that 10-20 percent of foreign exchange trading volume, 20 percent of options trading volume and 
40 percent of futures trading volume in the US is algorithmic or computer based.  
68 Mary Shapiro, Chairman US Securities and Exchange Commission, Testimony on US Equity Market 
Structure before the Subcommittee on Securities, Insurance, and Investment of the United States Senate 
Committee on Banking, Housing, and Urban Affairs and the United States Senate Permanent Subcommittee 
on Investigations, December 8, 2010.  
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major hedge fund, Long Term Capital Management in the US and more recent problems 

with hedge funds tied to subprime mortgages.   

 

The absolute level of global trading by hedge funds continues to grow, representing an 

increasing proportion of total market trading.70 Many hedge funds trade primarily in 

derivative instruments, which ‘compounds problems of information and evaluation for 

bank management, [other investors] and supervisors alike’.71 These issues become more 

acute on a global basis. Thus, it is important that hedge fund activities are encompassed 

within the regulatory structure to allow supervisors a comprehensive overview of markets. 

 

(iii)  The Rating Agency Provisions 

Some scholars argued prior to the GFC that rating agencies were sufficiently motivated 

‘to provide accurate and efficient ratings because their profitability is directly tied to 

reputation’. 72  Schwarcz concluded that ‘public regulation of ratings agencies is an 

unnecessary and potentially costly policy option.’73  However, the public listing of a 

ratings company results in an inherent conflict between the managerial incentive to 

provide paying clients with their desired ratings, and to thereby increase the level of 

ratings provided and company profits, and the public interest that requires accurate 

ratings. Listokin and Taibleson propose an incentive scheme in which ratings are paid for 

with the debt rated. 74  This proposal is novel and interesting, but is unlikely to be 

acceptable to the agencies because it would make financial management of the company 

very difficult. Hunt argues that the ‘incentive problem can be corrected by requiring an 

agency to disgorge profits on ratings that are revealed to be of low quality by the 

performance of the product type over time, unless the agency discloses that the ratings are 

of low quality.’ 75  The underlying principle is sound, however there are significant 

implementation issues with this idea. It is not clear who would make the ex post 

                                                                                                                                                                      
69 Eichengreen et al, above n 42 
70 Kapoor, above n 39, 6. Kapoor suggests that hedge funds account for 90% of the trading volume in 
convertible bonds, between 55-60% of the transaction in leveraged loans, almost 90% of the trading in 
distressed debt, and more than 60% of the trading volume in the credit default market. 
71 Eichengreen et al, above n 42 
72 Steven L Schwarcz, ‘Private Ordering of Public Markets: The Rating Agency Paradox’ (2002) University 
of Illinois Law Review 1, 26.  
73 Schwarcz, above n 43, 2 
74 Yair Listokin and Benjamin Taibleson, ‘If You Misrate, Then You Lose: Improving Credit Rating 
Accuracy Through Incentive Compensation’ (2010) 27 Yale Journal on Regulation 91 
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judgments on the quality of the ratings. There may be a range of factors resulting in poor 

performance that were not reasonably foreseeable by the rating agencies. Moreover, even 

when issues associated with the ratings quality could be directly linked to the agency, a 

disgorgement of the agency profit after the event would not assist investors who had 

suffered damage arising from the poor quality rating.76   

 

Coffee suggests that analysis of the reforms relating to credit rating agencies requires 

acknowledgement of three simple truths: (1) an “issuer pays” business model invites the 

sacrifice of reputational capital in return for high current revenues; (2) ratings 

competition is good, except when it is bad; and (3) in a bubbly market, no one, including 

investors, may have a strong interest in learning the truth. He concludes that only a strong 

and highly motivated watchdog can offset this process of repression and self-delusion.77 

Coffee argues that reform that fails to address the “issuer pays” business model ‘amounts 

to re-arranging the deck chairs on the Titanic, while ignoring the gaping hole created by 

the iceberg.’78 He emphasises the importance of getting the regulation right and suggests 

it is necessary to encourage a “subscriber pays” model79 to compete with the “issuer 

pays” model. A mandated subscriber pays model is worthy of further consideration, as 

the reforms included in the Act, which predominantly rely on disclosure rules, may not be 

adequate to address the strong temptation for agencies to prefer short term profits over 

longer term reputational issues.          

          

                                                                                                                                                                      
75 John Hunt, ‘Credit Rating Agencies and the “Worldwide Credit Crisis”: The Limits of Reputation, the 
Insufficiency of Reform, And a Proposal for Improvement’ (2009) Columbia Business Law Review 109, 
112.  
76 See John C Coffee Jnr, “Ratings Reform: The Good, The Bad, and The Ugly” (Working Paper, The 
Center for Law and Economic Studies – Columbia University School of Law, Columbia Law and 
Economics Working Paper No 359/ European Corporate Governance Institute Law Working Paper No 
145/2010, September 2010) 28 available at http://ssrn.com/abstract= 1650802.  
77 Coffee, above n  , 53.  
78 Cofee, aboven  , 58.  
79 At page 33, Coffee defines the “subscriber pays” model as one that requires institutional investors to 
obtain their own ratings from a ratings agency not retained by the issuer or underwriter before they 
purchase the debt securities.  
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D   Capital Markets & Products 

1   The Act 

(i)   Securitization   

The Act seeks to enhance the accountability and diligence of parties issuing or originating 

asset backed securities (ABS) by requiring them to retain some of the credit risk (to keep 

some “skin in the game”). The retained risk may not be hedged or transferred.  

 

The required risk retention is a minimum 5 percent. However, assets that are not subject 

to the retained risk requirement include securitization of “qualified residential mortgages”, 

securitization of federally guaranteed mortgage loans, and other assets issued or 

guaranteed by the US and its agencies.80 These provisions are a good example of the 

incomplete nature of this legislation, as the definition and standards of a “qualified” 

residential mortgage are to be determined by the Federal banking agencies, the SEC, the 

Secretary of Housing and Urban Development and the Director of the Federal Housing 

Finance Agency.81  

 

An issuer of ABS must disclose asset or loan level data on the identity of brokers or 

originators of the assets, compensation of the brokers or originators, and the amount of 

risk retained if this is required for investors to carry out independent due diligence.82 ABS 

credit ratings must provide a description of the representations, warranties and 

enforcement mechanisms and how they differ from issuances of similar securities.83 

Disclosure of fulfilled and unfulfilled repurchase requests is also required so that 

investors can identify underwriting deficiencies.84 The Act mandates the SEC to issue 

rules requiring issuers of ABS to conduct a review of the underlying assets and to 

disclose the outcome to investors. 

 

                                                           
80 s 941 (b). 
81 s 941(b). 
82  s 942(b). For comprehensive analysis on loan level disclosure, see Howell Jackson, “Loan-Level 
Disclosure in Securitization Transactions: A Problem with Three Dimensions” (Harvard Law School, 
Public Law & Legal Theory Working Paper Series Paper No 10-40) available at 
http://ssrn.com/abstract=1649657. Jackson concludes that with a few modest refinements, loan level 
disclosures could revolutionize the manner in which mortgage originations in the United States are policed. 
83 s 943(1). 
84 s 943(2). 
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(ii)    Derivatives & Swap Trading        

Title VII of the Act entitled ‘Wall Street Transparency and Accountability’ extends 

regulatory oversight to OTC derivatives and markets. The new regime encompasses 

commodity swaps, interest rate swaps, total return swaps and credit default swaps. The 

CFTC is responsible for regulating swaps, while the SEC is responsible for the regulation 

of security-based swaps,85 with the definitions of “swaps” and “security-based swaps” 

leaving ambiguities that will need to be resolved.86 Foreign currency products other than 

spot and exchange-traded contracts will be subject to CFTC supervised regulation. Any 

security-based swap that contains an interest rate, currency or commodity component will 

be subject to regulation by both the CFTC and SEC, in consultation with the Fed.   

 

The stated purposes of the reforms are to increase the transparency, liquidity and 

efficiency of OTC derivatives markets and to reduce the counterparty and systemic risk. 

The adopted mechanisms to achieve these goals are: 

 to require most products to be centrally cleared and traded on exchanges;87  

 to subject swap dealers and major participants to capital and margin 

requirements;88 and  

 to require real time public reporting of transaction and pricing data of cleared and 

uncleared swaps.89  

 

The Act requires the SEC and the CFTC to establish detailed mandatory clearing 

processes, business conduct standards, and capital and margin requirements. The Act 

empowers the CFTC and SEC to clear a swap or to require designated swaps to be 

cleared.90 This means that swaps that are subject to mandatory clearing requirements but 

which clearing houses determine are not eligible for clearing will effectively be 

prohibited. A swap is exempt from the clearing and exchange trading requirements if one 

of the counterparties is an end user that is hedging commercial risk.  However, the 

exemption only applies to a counterparty that is not a financial entity; that is using swaps 

to hedge or mitigate commercial risk; and that notifies the SEC how it generally satisfies 

                                                           
85 s 722. 
86 ss 721(19)(21). 
87 s 723. 
88 s 731. 
89 ss 727, 729. 
90 s 723(a). 
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its swap related financial obligations.91 The CFTC and SEC are required to create rules to 

mitigate conflicts of interests arising from control of clearing houses, exchanges and 

swap facilities by industry participants.92  

 

All swap dealers and major swap participants are subject to risk-based capital 

requirements.93 In addition, the Act provides the CFTC with powers to impose aggregate 

position limits across markets in order to:  

 diminish, eliminate or prevent excessive speculation;  

 deter and prevent market manipulation, squeezes and corners;  

 ensure sufficient liquidity for bona fide hedgers; and  

 ensure that the price discovery function of the underlying market is not 

disrupted.94  

Similarly, the SEC may establish size limits on individual or aggregate swap positions as 

a means to prevent fraud and manipulation.95  

 

Finally, the SEC is mandated to adopt business conduct standards requiring swap dealers 

and participants to disclose material risks and characteristics of a swap, material 

incentives or conflicts of interest, and mark-to-market information. 96  When advising 

special entities such as municipalities and pension plans, swap dealers have a duty to act 

in the best interests of the special entity.97 A duty must also be established requiring swap 

dealers or major participants to ‘communicate in a fair and balanced manner based on 

principles of fair dealing and good faith.’98  

 

(iii)   Payment, Clearing and Settlement Activities     

The Act provides for the supervision of systemically important financial market utilities 

and payment, clearing and settlement activities conducted by financial institutions. The 

CFTC and the SEC are required to enact regulation in consultation with the Council and 

                                                           
91 s 723(a)(3).  
92 s 728. 
93 s 731.  
94 s 737. 
95 s 763(h). 
96 s 731. 
97 s 731. 
98 s 731. 
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the Fed containing risk management standards for designated utilities and activities.99 The 

standards to be considered include:  

 risk management policies and procedures;  

 margin and collateral requirements;  

 participant or counterparty default policies and procedures;  

 ability to complete timely clearing and settlement of financial transactions; and  

 capital and financial resource requirements.100  

 

2   Commentary & Analysis 

The Act does not prohibit or limit specific types of derivative instruments such as 

synthetic Collateralised Debt Obligations (CDOs) that attracted much adverse comment 

in the aftermath of the GFC. Instead, the CFTC and SEC are empowered to report on any 

instruments that may undermine the stability of a financial market or have adverse 

consequences for participants in the market.101 This approach acknowledges that capital 

markets are constantly evolving, and that to be effective, regulation and regulatory 

responses must adapt to changing conditions and product innovation. The legislative 

reforms will only be meaningful if they deter or mitigate the fallout from the next 

financial crisis, which will almost certainly centre on different products and 

circumstances than those leading up to the GFC.                

 

The intended effect of the swap related provisions appears to be to encourage standard or 

vanilla type swaps that are cleared through an exchange and clearinghouse in order to 

improve systemic oversight. Clearinghouses generally manage default risk by netting 

offsetting transactions, by collecting an upfront margin on trades that serve as a reserve in 

the event of default by a member, and by the establishment of a guarantee fund to cover 

losses that exceed the margin collected. On products such as swaps and commodities, the 

collateral generally includes an ongoing variation margin. The Act replicates this model 

by requiring margin payments by swap counterparties outside of clearinghouses such as 

transactions through the OTC markets. The collateral, margin and disclosure requirements 

are likely to promote greater use of standardised structured products and vehicles and 

discourage more complex and highly leveraged structures. 

                                                           
99 s 805. 
100 s 805(c). 
101 s 714. 



 25

 

Many parties have argued for greater transparency in post GFC securistisation and 

derivative markets.102 Some argue that the reforms do not go far enough. For instance, 

some suggest that naked CDSs should be banned. Others suggest that the provision 

exceptions are too broad and as a consequence, a large portion of the derivative trading 

will continue unhindered.103 Skeel concludes that despite the substantial uncertainties in 

the legislation, the new framework for clearing derivatives and trading them on exchanges 

‘is an unequivocal advance’.104 We agree. Global supervisors need ready and regular 

access to derivative trading positions to understand capital market developments and to 

determine systemic risks. To the extent the reforms encourage derivative trades through 

exchanges rather than OTC markets, market transparency and regulatory scrutiny are 

likely to be significantly enhanced. Further, the risk of default is independently managed 

and minimised when trades are cleared through clearing houses. Thus, these reforms are 

likely to improve the operation of markets and long term economic efficiency.  

 

Nevertheless, the difficulties involved in monitoring global systemic risk should not be 

underestimated.  Capital market trading in the US is highly fragmented across many 

exchanges, electronic communication networks, and broker dealers. The number of orders 

‘executed in non-public venues such as dark pools and internalising broker-dealers is 

growing and accounts for nearly 30 percent of trading volume’. 105  The increasing 

prevalence of high frequency trading through direct access market providers makes it 

difficult and time consuming for regulators to identify trades and the traders involved. 

The reporting of trading activity even within the US ‘often has format, compatibility and 

clock-synchronisation differences.’106 These issues are significantly compounded when 

trying to determine global exposures. Regulators are improving their systems and audit 

trails in an endeavour to better monitor trading activity and market developments, but the 

continuing rapid growth of global trading activity make this an ongoing challenge.                    

                                                           
102 See, eg, Glenn Hubbard, ‘Finding the Sweet Spot for Effective Regulation’ (November 2009) The 
Economists Voice 1; Carlos Tavares, ‘Short Selling and OTC Derivatives Policy Options’ VoxEU 9 
January 2011 available at http://www.voxeu.org/index.php?q=node/5996. 
103 Keith Spence, ‘Developments in Banking and Financial Law’ (2009) 29 Review of Banking & Financial 
Law 10 
104 See David Skeel Jr, “The New Financial Deal: Understanding the Dodd-Frank Act And Its (Unintended ) 
Consequences”  (University of Pennsylvania Law School, Institute for Law and Economics, Research Paper 
No 10-21, October 2010) available at  http://ssrn.com/abstract=1690979.  
105 Shapiro, above n  , 11.  
106 Shapiro, above n   , 7 
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E   Executive Compensation  

1   The Act 

The reforms seek to address public concerns on compensation paid to company 

executives, particularly to managers of financial institutions. The Act requires enhanced 

disclosure and accountability on compensation paid to executives of listed companies. 

Shareholders are provided with a non-binding vote on some executive compensation 

issues including ongoing executive packages and golden parachutes.107 Companies must 

explain the basis of the relationship between executive compensation and financial 

performance,108 and disclose the ratio of the compensation of the Chief Executive to 

employee compensation. 109  Incentive-based compensation paid to executives may be 

clawed back in specified circumstances.110 These reforms are similar to those proposed or 

currently in operation in Europe and Australia.111   

 

The more controversial provisions are contained in section 956. These provisions require 

the regulators to enact regulation prohibiting certain incentive-based compensation 

packages for executives or directors of bank holding companies and other “covered 

financial companies”.112 The regulators must issue regulations “that prohibit any types of 

incentive-based payment arrangement … that the regulators determine encourages 

inappropriate risks by covered financial institutions –  

(1) by providing an executive officer, employee … with excessive compensation, 

fees, or benefits; or 

(2) that could lead to material financial loss to the covered financial institution.” 

 

                                                           
107 s 951. 
108 s 953(a). 
109 s 953(b)(1). 
110 s 954. 
111 For instance, Australia has moved beyond a non-binding shareholder vote on executive compensation. 
See Australian Government Productivity Commission, Inquiry Report, Executive Remuneration in 
Australia (December 2009). The Government accepted most of the Commission’s recommendations, 
including a two strikes and re-election process, whereby a 25 percent “no” vote on a remuneration report 
triggers reporting obligations on how the concerns are addressed. A subsequent “no” vote of 25 percent 
activates a resolution for elected directors to submit for re-election within 90 days. A proposal to clawback 
executive and director bonuses based on financial information that is materially misstated is also being 
considered.   
112 s 201. Covered financial institutions with assets of less than one billion dollars are exempted from these 
provisions, see s 956(f).   
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The Fed, the FIDC, and the Office of the Comptroller of the Currency, which issued joint 

guidelines on executive remuneration in June 2010, will monitor compensation paid to 

bankers in the US. The regulators are reviewing incentive practices at large financial 

institutions and the Federal Reserve is expected to publish a report during 2011.  

 

Finally, the Act requires the employment of management responsible for the financial 

condition of a failing covered financial company to be terminated.113 These individuals 

may also be required to pay for losses consistent with their responsibilities. 114  The 

provisions provide that ‘management, directors, and third parties having responsibility for 

the condition of the financial company bear losses consistent with their responsibility.’115  

 

2   Commentary & Analysis 

The legislators clearly want to be seen to potentially hold individuals that have presided 

over the collapse of financial companies personally liable for some of the losses. However, 

the provisions that seek to potentially clawback some of the compensation paid to 

managers, directors and third parties of failed covered financial companies, as well as 

reimbursement of some of the losses borne, are broad and imprecise and will require 

judicial interpretation. 

 

Similarly, the likely outcomes from s 956 are uncertain. The section prohibits any 

incentive-based compensation arrangement that (a) encourages inappropriate risk taking 

by providing excessive compensation to staff; or (b) encourages inappropriate risk taking 

that could lead to material financial loss for the institution. Accordingly, incentive-based 

compensation that is not excessive is still prohibited if it could lead to risks being taken 

sufficient to cause material losses. It will be interesting to see how the regulators define 

‘excessive’ compensation and how they interpret the compensation arrangements that 

while not necessarily excessive still encourage material and inappropriate risk taking.  

 

At a global level, the G20 finance ministers backed away from a joint pledge to cap bank 

bonuses in 2009.116 However, on 8 July 2010 the European Parliament passed legislation 

                                                           
113 s 206(4). 
114 s 204(a)(3). 
115 S 204(a)(3) 
116 Ashley Seager and Toby Helm, ‘Brown Wins G20 Battle Against Caps on Bank Bonuses’ The Observer, 
UK, 6 September 2009 
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limiting bonuses at banks, hedge funds and other financial institutions. The new rules, 

which took effect from the beginning of 2011, require bonuses to be structured on a long-

term basis, with restrictions on upfront cash bonuses, requirements to retain for a period at 

least 50% of total bonuses as contingent on long term investment performance, and strict 

limits on compensation paid to the executives of institutions that were bailed out or 

supported using taxpayer monies. The US is likely to enact similar bonus restrictions to 

those adopted in the UK.  Some financial institutions in the US are pre-empting these new 

rules and deferring more than 50% of the bonuses awarded.117    

 

 

F   Consumer Protection 

 

1   The Act 

Title X of the Act, the Consumer Protection Financial Protection Act of 2010, creates and 

empowers a new and independent Consumer Financial Protection Bureau (CFPB) to 

develop consumer protection rules.118 The purpose of the CFPB is to ‘seek to implement 

and, where applicable, enforce federal consumer financial law consistently for the 

purpose of ensuring that all consumers have access to markets for consumer financial 

products and services and that markets for … [these] products and services are fair, 

transparent and competitive.’119 The definition of consumer financial products or services 

is broad, and includes credit cards, mortgages, credit bureaus, debt collection, and any 

product that a bank or financial holding company provides to consumers except 

insurance.120   

 

The Act provides the CFPB with powers to issue regulations, to examine compliance, and 

to take enforcement action under federal financial consumer laws.121 The CFPB has broad 

authority over depository institutions with assets in excess of $10 billion, other financial 

institutions that broker, originate or service mortgage loans, and other large participants 

that market consumer financial services.122 The Bureau may prevent these institutions 

                                                           
117 See eg, ‘Morgan Stanley Defers 60% of Bonuses’, Financial Times, 21 January 2011 available at 
http://www.ft.com/home/uk/ 
118 ss 1011, 1012. 
119 s 1021. 
120 ss 1002(5), 1002(15), 1021. 
121 ss 1002(12), 1022. 
122  s 1024-1027. 
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from engaging in unfair, deceptive or abusive practices in the provision of consumer 

financial products and services.123   

 

The CFPB encompasses a research unit to monitor trends in the provision of consumer 

financial products, a Community Affairs Unit to focus on consumer education, and a 

centralised Complaints Unit.124 It also includes the establishment of an Office of Fair 

Lending and Equal Opportunity,125 an Office of Financial Education,126 and an Office of 

Service Member Affairs.127     

 

The Act aims to significantly strengthen mortgagee rights and protections. Title XIV of 

the Act, the Mortgage Reform and Anti-Predatory Lending Act, imposes new mortgage 

underwriting standards, prohibits or restricts specified mortgage lending practices and 

regulates payments to mortgage loan officers and brokers. Lenders are banned from 

steering consumers into high cost unaffordable loans. Lenders must verify a borrower’s 

ability to repay the mortgage in its entirety, including consideration and documentation of 

specified factors such as the borrower’s credit history, employment status, income, and 

debt-to-income ratio. 128  A borrower may raise a violation of these standards as a 

foreclosure defense.129 However, there are safe harbour provisions relating to “qualified 

mortgages” that meet specified criteria, including points and fees of less than three 

percent of the total new loan amount. 130  In addition, intermediaries of mortgage 

refinancings must also be able to show that borrowers are better off as a result of a 

refinancing. To better align intermediary incentives with those of their clients, 

compensation payments based on interest rate premiums (commonly referred to as yield 

spread premiums) or other terms of the loans other than the amount of the principal are 

prohibited. 131  Penalty provisions relating to prepayments of certain loans are also 

disallowed.132 Enhanced mortgage disclosure rules include mandatory notice of resets of 

the interest rate and negative amortization occurrences.133  

                                                           
123 s 1031. 
124 s 1013(b). 
125 s 1013(c). 
126 s 1013(d). 
127 s 1013(e). 
128 s 1411. 
129 s 1413. 
130  s 1413. 
131 s 1403. 
132 s 1414. 
133 ss 1032, 1414, 1418 , 1420. 
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2   Commentary & Analysis 

The development of credit consumer law in the US has a chequered history that is closely 

aligned to the property boom and bust cycles and changes in the institutional and product 

structures.134 Up until the 1970s the savings and loans entities (S&Ls) were the major 

providers of mortgage credit.  However, as the securitisation markets grew, the S&Ls lost 

market share to mortgage companies with access to cheaper funds. Financial deregulation 

shifted the mortgage industry to a predominantly national system, with mortgages 

provided on an originate-to-distribute model from mortgagee companies that were 

predominantly unregulated.135 

 

During the 1980s and 90s consumer advocates highlighted issues around predatory and 

high cost lending and were successful in achieving some policy change.136 However, 

there was intense lobbying from the finance industry opposing calls for a strengthening of 

consumer protection law.137 Continuing issues around predatory lending resulted in a 

series of federal policy reviews. In 2000 the US Department of Housing and Urban 

Development and the US Treasury Department issued a report recommending that the 

Fed use its authority under the Home Ownership and Equity Protection Act (HOEPA) of 

1994 more forcefully to deter predatory practices.138 The Fed held hearings on potential 

reforms and recommended changes that potentially increased the number of loans subject 

to the Act. However, despite continued reviews and warnings from many quarters about 

the dangers of subprime loans and the increasing use of complex loan structures, lending 

regulation at a federal level was not substantially changed. 139  In addition, conflicts 

between state and federal regulators increased as federal regulators used their preemption 

                                                           
134  See Daniel Immergluck, ‘Private Risk, Public Risk: Public Policy, Market Development, and the 
Mortgage Crisis’ (2009) 36 Fordham Urban Law Journal 447 for a detailed historical outline.   
135 Immergluck, above n 123, 466. Enactment of the Alternative Mortgage Transaction Parity Act in 1982 
enabled the mortgage companies that were subject to state based regulation to opt for supervision by the 
federal regulator. 
136 For instance, the Home Ownership and Equity Protection Act of 1994, Pub. L. No 103-325, 108 Stat. 
2190 required greater disclosure of high priced loans and prohibited some loan practices and terms.  
137 Industry opposition to new regulation governing mortgage lending was most visible at the state level. 
State legislators were often pressured to repeal or to weaken proposed policy by industry lobbyists arguing 
that regulation would reduce economic development: see Immergluck, above n 95, 471-475.  
138 US Department of Treasury & US Department of Housing & Urban Development, Curbing Predatory 
Home Mortgage Lending (2000). 
139 Those opposed to stronger regulation argued that the existing lending laws were resulting in suboptimal 
economic outcomes. See, eg, US Office of the Comptroller of the Currency, Economic Issues in Predatory 
Lending (2003). The report replied on an industry funded report which found that number of subprime 
loans had declined in North Carolina as a result of the passing of anti-predatory lending law.    
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powers to override enhancements to state mortgage regulation.140 In 2007 the legitimacy 

of the preemption authority was tested in the Supreme Court in Watters v Wachovia 

Bank.141 The Court sided with the Federal regulators and found that the state regulators 

could not interfere with the “business of banking” of federally regulated institutions by 

subjecting national banks or their OCC-licensed operating subsidiaries to state audits and 

surveillance under rival oversight regimes.142  

 

In 2007 the Fed held further hearings on subprime and predatory lending and proposed 

increased regulation. In addition, a bill containing more substantive protection for 

consumers was passed in the House in 2008.143 This bill laid the groundwork for many of 

the provisions in the subsequent Act.                  

 

The establishment of an independent and well-resourced consumer protection regime that 

encompasses research, education, complaints and enforcement arms, provides a 

potentially powerful consumer advocate. Critics argue that the Consumer Bureau has 

been given too much power. Others suggest that consumer’s interests were woefully 

underrepresented during the crisis and the establishment of the CFPB is overdue and a 

step forward.144   

 

A single consumer agency solution potentially addresses the argument that the prior 

architecture inevitably led to consumer protection falling through the cracks and taking a 

back seat to the agencies’ primary mission of financial safety and soundness.145 One of 

the most tragic outcomes of the crisis in the United States has been the large number of 

                                                           
140 For instance, in 2003 Elliot Spitzer, the Attorney General for New York State threatened to sue the OCC.  
See also Levitin, above n, footnote 118.    
141 N. A. , 550 U.S. 1, 21 (2007). 
142 The Act seeks to clarify the role of state authorities and the standards and limits of preemption. It 
enhances the states’ authority to enforce state and federal law against federal banks and other financial 
institutions in specified circumstances: ss 1041 and 1042.  It confirms that the Act only preempts state law 
to the extent that they are “inconsistent” with the Act: s 1041(a).  It also clarifies the preemption standards 
and the circumstances when state law is deemed to have been pre-empted: s 1044.    
143 On July 30, 2008, the Federal Reserve Board (the FRB) published a final rule amending Regulation Z 
implementing the Truth in Lending Act (TILA) and the Home Ownership and Equity Protection Act 
(HOEPA). Further, the US Congress enacted the Housing and Economic Recovery Act of 2008, on July 30, 
2008, which included amendments to the TILA known as the Mortgage Disclosure Improvement Act of 
2008 (MDIA). The main purpose of the TILA is to enable consumers to make informed use of credit 
information. The TILA requires full disclosures about credit terms and costs. 
144 See, eg, Skeel, above n 109; Elizabeth Warren, ‘Unsafe At Any Rate’, (Summer 2007) Demorcacry 8. 
145 Levitin, above n  , 154. 
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people forced from their homes due to mortgage defaults. 146  Bar-Gill and Warren 

concluded in 2008 that ‘evidence abounds that consumers [were] sold credit products that 

[were] designed to obscure their risks and to exploit consumer misunderstandings.’147 The 

evidence indicates that many of the practices adopted for selling financial products and 

services in the US prior to the GFC had become abusive, and accountability and 

enforcement mechanisms across the financial intermediary industry were weak. 148 

Numerous studies of the mortgage markets by government agencies and independent 

bodies during the 2000-2006 period found that a high proportion of those sold high 

interest rate subprime loans would have qualified for lower cost prime market loans.149 

Scholarly and policy research also consistently confirmed a correlation between unfair 

credit terms and minority status.150  In 2000 the joint HUD-Treasury Task Force on 

Predatory Lending warned 

In some low-income and minority communities, especially where competition is limited, 

predatory lenders may make loans with interest rates and fees significantly higher than the 

the prevailing rates, unrelated to the credit risk posed by the borrower.151  

In 2006 research on the Detroit area by the University of Michigan concluded that  

… even within similar low-income neighbourhoods. Black homeowners are significantly 

more likely to have prepayments penalties or balloon payments attached to their mortgages 

than non-black homeowners, even after controlling for age, income, gender and credit 

worthiness.152  

 

A series of criminal and civil actions relating to mortgage practices have been settled, or 

are underway. For instance, Bank of America has reached a $US2.8 billion settlement 

with Fannie Mae and Freddie Mac over claims that Countrywide Financial, which Bank 

                                                           
146 See Brescia, ‘The Cost of Inequality: Social Distance, Predatory Conduct, and the Financial Crisis’ 
(2010) 66 NYU Annual Survey of American Law 9;Dilorenzo, above n  , 42. There are approximately 75 
million owner-occupied residential properties in the US, of which 70% are mortgaged. Of the 52 million 
mortgaged properties, 1 in 7 (8 million), are in some stage of the foreclosure process or are at least 30 days 
delinquent on a mortgage payment. One in five of the mortgaged properties are in a negative equity position. 
The incidence of foreclosures are heavily concentrated in low-income communities and communities with 
predominantly black or Hispanic populations.    
147 Bar-Gill et al, above n   , 100.  
148 See, eg, Adam Levitin, ‘Hydraulic Regulation: Regulating Credit Markets Upstream’ (2009) 26 Yale 
Journal on Regulation 1`43, 150; Oren Bar-Gill & Elizabeth Warren, ‘Making Credit Safer’ (2008) 157 
University of Pennsylvania Law Review 1 
149 Bar-Gill et al, above n , 37. Bar-Gill and Warren cite studies by the National Training and Information 
Center, Freddie Mac, Fannie Mae, the Department of Housing and Urban Development, and the Wall Street 
Journal.   
150 Dilorenzo, above n  , 59-60. 
151 US Department of Housing and Urban Development & US Department of the Treasury above n , 72. 
152 Dilorenzo, above n , 60. 
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of America bought in 2008, routinely provided mortgages to parties who they knew could 

not afford them.153  

 

In 2007, Warren proposed a new federal consumer protection agency to ensure minimum 

safety standards for all consumer financial products.154 The Act seeks to provide such 

safety standards on mortgage products by encouraging the use of qualified or 

standardised mortgages rather than complex and expensive mortgage structures, and by 

discouraging the payment of excessive fees. Critics argue that the regulation will result in 

reduced product choice. However, the extent to which mortgagees benefit from 

sophisticated bells and whistles is debateable. In any event, the provisions as they stand 

currently do not prevent the design of flexible features into mortgage products.  

 

The new CFPB is a bold reform. However, the practical benefits of the new regime to 

consumers will depend on: the new agency’s commitment to fairness in credit markets; 

the independence of the agency staff; the detailed final rules; and consistent enforcement 

of the measures adopted.155 The history of consumer credit law in the US suggests the 

agency will be heavily pressured by industry to weaken the final rules and to supervise 

with a light touch.156  

         

 

G   Investor Protection 

1   The Act 

The Act clarifies the authority of the SEC to establish rules requiring specific disclosure 

prior to the purchase of financial products or services by retail clients.157 The Act requires 

documents in a summary format that contain clear and concise information on the 

investment objectives, strategies, costs and risks; and any compensation or other financial 

incentive received by the intermediaries.158 Global regulators have long acknowledged 

the importance of disclosure in standardised formats that allow investors to compare 

                                                           
153 ‘Bank of America Settles Over Mortgages’ Sydney Morning Herald (Sydney) 5 January 2001  
154 Warren, above n 136.  
155  See, eg, Vincent Dilorenzo, “The Federal Financial Consumer Protection Agency: A New Era of 
Protection or Mode of the Same?” (St John’s University School of Law, Legal Studies Research Paper 
Series Paper 10-0182, September 2010) available at http://ssrn.com/abstract= 1674016.  
156 See Ray Brescia, ‘The Cost of Inequality: Social Distance, Predatory Conduct, and the Financial Crisis’ 
(2010) 66 NYU Annual Survey of American Law forthcoming.  
157 s 919. 
158 s 919. 
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available opportunities.159 Rule development to encourage clear, concise and effective 

marketing or pre-sale financial services disclosure documentation is a regulatory 

approach that has been used for many years, arguably with some success, in other 

jurisdictions such as the United Kingdom and Australia.160 

 

The most contentious financial intermediary issues in the US were left open to further 

investigation and consultation. The SEC was required to review the duties and standards 

of care applying to brokers, dealers and investment advisors when providing personalised 

investment advice and recommendations in connection with the purchase of retail 

investment products.161 The SEC was given the power to establish a fiduciary standard, if 

appropriate.162 However, the Act provides that clients may consent to material conflicts of 

interest if these are adequately disclosed.163  

 

The Act further mandates the SEC to study a number of issues, including how to improve 

investor access to intermediary registration information,164 the need for greater regulatory 

oversight, and enforcement of financial service intermediaries,165 and whether to restrict 

or prohibit certain sales practices, conflicts of interest, and intermediary compensations 

schemes that are deemed detrimental to the public interest and investor protection. The 

Government Accountability Office (GAO) is required to study mutual fund marketing166 

and potential conflicts of interest if these are adequately disclosed.167               

 

                                                           
159  See, eg, International Accounting Standards Board, Exposure Draft Of An Improved Conceptual 
Framework for Financial Reporting (May 2008) 39. One of the major aims of accounting standards is to 
enable investors to compare alternative investments.  
160 See, eg, Financial Services Authority (FSA), Good and Poor Practices in Key Features Documents 
(September 2007) 5; Australian Securities and Investments Commission, Regulatory Guide 168: Disclosure: 
Product Disclosure Statements (and other disclosure obligations) (6 September 2010).  
161 s 913. This issue was highlighted by the allegation that Goldman Sachs acted inappropriately when it 
recommended structured finance products to its clients while simultaneously selling on its own account: 
See SEC v Goldman, Sachs & Co Fabrice Tourre, Litigation Release 21,489, April 16, 2010). As part of a  
$US550 million settlement with the SEC in relation to civil charges that it mislead clients, Goldman 
conceded it made a mistake by not disclosing the role of a hedge fund Paulson & Co to investors. The firm 
agreed to toughen oversight of mortgage securities, certain marketing material and employees who create or 
market such securities. Goldman will pay $US250 million to investors in the Abacus deal and the 
remaining $300 million will be paid the US government. Possible criminal prosecutions against the firm 
and individual employees are still proceeding.    
162 s 913(g).  
163  s 913(g). 
164 s 919B(a). 
165 s 914. 
166 s 918(a). 
167  s 919A.     
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Regulation to enhance protection for direct investors (investors who invest directly in 

markets on their own behalf) has also been strengthened. The Act establishes a new 

Investor Advisory Committee, 168  an Office of the Investor Advocate 169  and a retail 

investor Ombudsman. 170  The Advisory Committee, which represents retail and 

institutional investors, will advise and consult with the SEC on: 

 regulatory priorities; 

 issues relating to the regulation of securities products, trading strategies, and fee 

structures; and the effectiveness of disclosure; 

 initiatives to protect investor interests; and 

 initiatives to promote investor confidence and the integrity of the securities 

marketplace.171  

The Investor Advocate will identify regulatory issues and problems specifically affecting 

retail investors.172 The new Ombudsman will act as mediator between retail investors and 

the SEC.173  

 

The SEC enforcement regime is strengthened. The Act empowers the SEC to pay 

significant monetary amounts to individuals who provide information that leads to a 

successful SEC enforcement action.174 Further, the SEC may impose monetary penalties 

in administrative cease-and-desist proceedings against a person for a violation of 

securities regulation.175 The rules, penalties, and standards on aiding and abetting have 

also been significantly enhanced.176            

 

Finally, the Act tightens the rules on short selling. Monthly public disclosure on short 

positions is required, 177  and short selling that is deemed to be manipulative is 

prohibited.178 

          

                                                           
168 s 911. In practice, the Investor Advisory Committee was established by Mary Shapiro the Chairman of 
SEC in 2009 under the Federal Advisory Committee Act. The reform Act provides specific statutory 
authority for the creation of the Committee.   
169 s 915. 
170 s 919D. 
171 s 911. 
172 s 915. 
173 s 919D. 
174 s 922(a). 
175 s 929P(a). 
176 ss 929M, 929N, 929O. 
177 s 929X(a). 
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2   Commentary & Analysis 

(i)  Intermediary Conflicts of Interest 

There are no easy regulatory or empirical solutions to issues around how to best deal with 

financial intermediary conflicts of interest. Full disclosures of actual or potential conflicts 

are the most common and reasonable regulatory response. Empirical evidence confirms 

that clients do not always adequately comprehend or properly assess the effects of 

intermediary conflict disclosures.179 However, regulatory options such as prohibiting the 

selling of products when a conflict exists are not always feasible, practical or beneficial to 

potential clients.180  

 

(ii)  Intermediary Duty of Care 

The mandated study on financial intermediary duties of care and standards reflects the 

longstanding debate in the US on the differences in the applicable laws and regulations 

applying to investment advisors and broker dealers. Financial advisors are regulated 

under the Investment Advisers Act of 1940, while brokerage firms are regulated under the 

Securities Act of 1934 and the rules of the Financial Industry Regulation Authority 

(FINRA), a self-regulatory authority. Brokers are able to exempt themselves from the 

investor adviser regulation on the basis that the advice provided is “solely incidental” to 

brokerage services.181  

 

The duties of brokers and advisers were vigorously debated in Congress and at the US 

Treasury Department as part of the policy reform debate. While the initial draft 

legislation by the Senate Banking Committee removed the broker-dealer exemption from 

the Investment Advisers Act, Congress was unable to reach consensus and the exemption 

removal was not included in the Act signed into law.  

 

The SEC has completed its mandated study regarding the obligations of brokers, dealers 

and investment advisers. 182   Public commentary was sought on 14 outlined issues, 

including on (i) the potential impact upon retail customers that could result from potential 

                                                                                                                                                                      
178 s 929X(b). 
179  
180 See, eg, Adam Levitin, ‘Hydraulic Regulation: Regulating Credit Markets Upstream’ (2009) 26 Yale 
Journal on Regulation 1`43, 148. 
181 Investment Advisers Act of 1940 s 202(a)(11)(C), 15 USC s 80(b)-3(a)(11)(C) (2006). 
182 Study Regarding Obligations of Brokers, Dealers and Investment Advisers, Advisers Act Rel No 3058 
(July 27,2010) available at http://www.sec.gov/rules/other/2010/34-62577.pdf.  
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changes in the regulatory requitement or legal standards of care and (ii) the effectiveness 

of the enforcement of the intermediary standards of care. The large number of comments 

received reflects the interest and controversy surrounding this area of law.183  The SEC 

has become increasingly concerned by the differential regulatory approach to the two 

intermediary groups.184 It argued during the reform review period and in the study report 

that all intermediaries providing financial advice should be subject to equivalent 

regulation and every financial professional should be subject to a uniform standard of 

conduct.185  It suggests that demarcation between the functions of the two groups of 

intermediaries has blurred and clients fail to understand the differences between the 

services provided.186  

  

The debates around possible harmonisation of intermediary duties and standards of care 

are linked to the nature and scope of the fiduciary obligations. All investment advisers in 

the US are deemed to be in a fiduciary relationship with their clients and as such, owe 

duties of loyalty and care.187 The courts have consistently indicated that the fiduciary 

standard requires advisers to act continuously in their clients “best interest”. 188  The 

adviser recommendations must be suitable to a client’s circumstances. While advisers 

‘may benefit from a transaction with or by a client … the transaction must be fully 

disclosed.’189 By contrast, the fiduciary obligations that apply to broker-dealers are less 

clear.190 Laby suggests there is general consensus that a broker with discretionary trading 

authority over a customer account is subject to fiduciary obligations, whereas a broker 

without discretionary power is not a fiduciary. However, he concedes that this general 

                                                           
183 The comments are available at http://www.sec.gov/comments/4-606/4-606.shtml. 
184 Mary Shapiro, the Chairman of the US Securities and Exchange Commission told the Senate Committee 
on Banking, Housing and Urban Affairs that the services provided by brokers and advisers are virtually 
identical from the investor’s perspective: ‘Enhancing Investor Protection and Regulation of Securities 
Markets’, Hearings Before the Senate Committee on Banking, Housing and Urban Affairs, 11th Congress 
(2009) available at    
185  See, eg, SEC Oversight: Current State and Agenda, Hearing Before the Subcommittee on Capital 
Markets, Insurance and Government-Sponsored Enterprise of the House Committee on Financial Services, 
11th Congress 62 (2009) (statement by Mary Schapiro, Chairman US Securities and Exchange Commission); 
Elisse Walter. Commissioner of the US Securities and Exchange Commission, ‘Regulating Broker-Dealers 
and Investment Advisors: Demarcation or Harmonisation?’ (Speech at the Mutual Fund Directors Forum 
Ninth Annual Policy Conference, May 5, 2009) 
186 SEC Oversight: Current State and Agenda, Hearing Before the Subcommittee on Capital Markets, 
Insurance and Government-Sponsored Enterprise of the House Committee on Financial Services, 11th 
Congress 62 (2009) (statement by Mary Schapiro, Chairman US Securities and Exchange Commission) 
187 SEC v Capital Gains Res. Bureau Inc, 375 US 180,191 (1963)  
188 See, eg, SEC v Tambone, 550 F3d 106, 146 (1st Cir 2008) 
189 SEC v Capital Gains Res. Bureau Inc, 375 US 180,191 (1963)   
190 For a detailed outline on this topic, see Arthur Laby, ‘Fiduciary Obligations of Broker-Dealers And 
Investment Advisers’ (2010) 55 Villanova Law Review 701.  
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rule is subject to numerous exceptions, resulting in general confusion in this area of 

law.191  

 

The specific client outcomes flowing from the differences in fiduciary obligations 

between the two groups are difficult to define or explain because of a dearth of case law 

on broker dealer duties.192 Laby provides the example of the sale of securities to a client 

from the firms’ own account. He indicates that a broker dealer can do this, however, an 

investment adviser cannot because of the potential conflict of interest.193 He concludes 

that ‘advice is an essential ingredient of a broker’s financial services, rendering the solely 

incidental exclusion no longer applicable and justifying a fiduciary duty for brokers 

providing advice.’194 

 

Langevoort agrees that the differential regulatory regimes applying to advisers and 

brokers are becoming untenable.195  He encourages the SEC to continue with the study 

but warns there are no easy or comfortable solutions. The establishment of a general 

fiduciary duty for broker-dealers may not improve the current position because fiduciary 

obligations are by their very nature open needed.196 He suggests that the SEC need to 

provide ‘more textured rules that apply to both brokers and advisers on each of the crucial 

aspects of the advisory relationship.’197 

 

We endorse Langevoort’s recommendations. The issue of harmonisation of duties of care 

across advisers is only a first step. Arguably, the more difficult and significant policy 

issues concerns the nature and scope of the intermediary duties on a day-to-day basis. It is 

not easy to establish intermediary duty of care standards that achieve an appropriate 

balance between financial intermediaries and clients. Determining what is in a client’s 

best interest at a particular time and on an ongoing basis can be difficult. Intermediaries, 

their advisors and clients need guidance that is as clear as possible on expected behaviour 

                                                           
191 Laby, above n , 701. 
192 Laby, above n  , 705. Most broker dealer disputes are handled through arbitration.  
193 Laby, above n , 702. See also Arthur Laby, ‘Resolving Conflicts of Duty in Fiduciary Relationships’ 
(2005) 54 American University Law Review 75.   
194 Laby, above n  , 742. 
195 Donald Langevoort, ‘Brokers as Fiduciaries’ (2010) 71 University of Pittsburgh Law Review 439, 441. 
196 Langevoort, above n    , 456.  See also Bullard, above n  . Bullard highlights that the fiduciary duty is 
inherently principles-based. The conduct standards that apply under a fiduciary duty are revealed through 
case law.  
197 Langevoort, above n 168, 455.  
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in circumstances that fall within the large “grey or uncertain” areas. In practice, some 

clients, whether sophisticated or otherwise, are eager to take on risk during boom times 

but are quick to pass the blame to an intermediary when things go wrong. Most parties 

would concur that client compensation is justified when product or advisory disclosure is 

fraudulent or blatantly misleading. However, what should a fiduciary standard or a best 

interest duty require from an broker dealer or a financial advisory intermediary when a 

client actively seeks riskier products such as margin loans or derivative products during 

the good times? To what extent are most clients able to theoretically and empirically 

understand notions of risk, reward and lifestyle flexibility? And should an intermediary 

determine the appropriateness of the product or advice based primarily on the ability of 

the client to absorb the risk? These are complex issues that policy makers, scholars, 

lawyers, financial advisors and investors continue to grapple in all jurisdictions. The 

protection of investors and consumers is generally a paternalistic endeavour. 198 

Ultimately, policy makers need to carefully consider the extent to which investors and 

consumers should be accountable for their own interests, actions and decisions.   

 

(iii)  Direct Investor Provisions 

The establishment of an Investor Advisory Committee, an Office of the Investor 

Advocate, and a retail investor Ombudsman are positive novel developments that other 

jurisdictions should note. The credibility of the SEC depends to a large extent on its 

actual and perceived ability to protect investors from exploitation. The cost of these 

reforms is likely to be low while the potential investor benefits may be significant. 

Institutional investors tend to have effective representative bodies with established access 

and relationships at all political and regulatory levels, whereas retail investors often lack 

resources, administrative structures, and political and regulatory access, to gain an 

effective voice.199  

 

(iv)  Short Selling Provisions 

Finally, the short selling reforms are balanced and in line with global regulatory trends. 

Market participants typically argue that short selling enhances market efficiency. 

However, these claims are open to question when the trading is not disclosed or subject to 

                                                           
198 See, eg, Adam Levitin, ‘Hydraulic Regulation: Regulating Credit Markets Upstream’ (2009) 26 Yale 
Journal on Regulation 143, 148. 
199 See Alicia Davis Evans, ‘A Requiem For The Retail Investor?’ (2009) 95 Virginia Law Review 1105. 
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any supervisory oversight.200 The provisions do not prohibit or significantly restrict short 

selling activity. Instead, they seek to improve market transparency by requiring disclosure 

of short positions on a delayed basis, and to enhance market efficiency by banning 

trading that is not driven by economic fundamentals.    

 

 

H   Regulatory Performance 

To operate effectively, the Act requires proactive, well-informed and coordinated 

intervention by the regulators. Thus, the ultimate success of the Act depends on the 

competency, integrity and forcefulness of the individual regulators and their ability and 

willingness to supervise the finance industry on an integrated basis. However, the 

credibility of the overall reforms is significantly weakened by the lack of substantive 

debate and consideration of the regulatory performance leading up to the GFC. Key 

issues around regulatory capture, competition for regulatory turf, and the lack of action 

by regulators to developments prior to the GFC, were not fully debated or resolved during 

the legislative review processes.201  

 

There are significant risks associated with the inchoate legislative approach and the 

number and extent of the required studies, reports and rules.202 The Act requires 533 rules 

and 93 Congressional reports to be written, and 60 studies to be completed.203  The 

rulemaking and studies place a heavy burden on the regulators and there is a real risk that 

significant resources will be shifted from front line duties including enforcement.204 

Moreover, the Act entrusts the regulators, particularly the SEC and the CFPB, with 

extensive discretionary powers. The SEC must write 205 of the mandated rules and the 

CFPB is required to write a further 70, leaving the door open to regulatory capture by the 

very financial institutions that these bodies are supposed to supervise.  

                                                           
200 Carlos Tavares, ‘Short Selling and OTC Derivatives Policy Options’ VoxEU 9 January 2011 available at 
http://www.voxeu.org/index.php?q=node/5996 
201 Levitin, above n   , 154-161.  
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intervention by regulators rather than more predictable, rules-based response to crises. 
203 United States Chamber of Commerce, above n 7.    
204 Congress has authorised annual budget increases to the SEC for the next five years, with $1.3 billion 
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additional mandated tasks is not clear. The funding of the CFPB is more flexible. The director of the 
CFPB determines the amount reasonably necessary to carry out the authorities of the Bureau, up to a 
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Regulatory capture is a major issue in the US, as in many other countries. The financial 

services industry ‘has been the single largest contributor to congressional campaigns 

since 1990’.205 Moreover, one study indicates that the largest six banks and their industry 

bodies spent nearly $US600 million lobbying Congress on the proposed reforms.206 Even 

the institutions that were bailed out using taxpayer funds paid significant sums to 

lobbyists.207 Volcker highlights the political difficulties the regulators face. He suggests 

the response to warnings of destabilising developments in an institution or a market when 

things are going well will generally be we “know more about banking and finance than 

you do, get out of my hair, if you don’t get out of my hair I’m going to write to my 

congressman.”208 

 

There is little doubt that the world has changed after the GFC. However, the extent to 

which recent events have altered the cultures and mindsets of the regulators in the US 

(and elsewhere) is not yet clear. Posner argues that prior to the GFC ‘the regulators of 

financial intermediaries were asleep at the switch’.209  Volcker suggests there was ‘a 

certain neglect of supervisory responsibilities, certainly not confined to the Federal 

                                                           
205 Levitin, above n  , 159. Levitin cites Sunlight Foundation, Industry Sector Campaign Contributions, 
1990-2008 (5 April 2010) available at http://sunlightfoundation.com/blog/2010/04/05/top-20-recipients-of-
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be making money, and there’s exuberance in the markets, it’s extremely difficult to be the Jeremiah saying: 
‘Look, that’s a cliff you’re about to run over’. Nobody wants to hear that message, least of all politicians 
whose funds are perhaps being swollen by the very people making all this money’: ASIC, above n 12, 76. 
209 See Richard Posner, ‘Financial Regulatory Reform: The Politics of Denial’ (November 2009) The 
Economists Voice 2. Posner argues that the two main causes of the financial crisis were incompetent 
monetary policy and ‘the regulators of financial intermediaries were asleep at the switch’. He suggests these 
problems are not cured by the legislative reforms. Posner explains the lack of discussion about regulatory 
failure as the presence of the politics of denial because the government’s senior economic officials were 
implicated in the failures. He concludes that the Fed and the other regulators had the power to avoid the 
monetary excesses that accelerated the housing boom and to stop questionable lending and trading 
decisions by financial institutions. 
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Reserve, but including the Federal Reserve.’210 It is easy in hindsight to argue that the 

regulators should have responded differently. It is more important to understand why the 

regulators acted the way they did, and what changes in approach are required for the 

reforms to succeed. The regulatory responses to developments in the home mortgage 

markets leading up to the GFC suggest that the US regulators need to radically change the 

framework used to assess the net societal effects of the financial policy they administer.                  

 

In 1994 Congress passed the HOEPA prohibiting identified abusive practices. In addition, 

the Congress granted the Fed the power to prohibit other unfair, deceptive or abusive 

practices that it became aware of.211 However, despite the continuing evidence of abusive 

home credit practices,212 from 2000 to 2007 the Fed emphasised educational campaigns 

to improve consumers’ financial literacy and initiated only minor regulatory changes.213 

This approach was consistent with the well established global patterns of increasing 

deregulation and a strong reliance on markets - a fundamental belief in the ability of 

markets to deal with themselves, a view that regulatory interference in markets should be 

                                                           
210 Damian Palenta, ‘Ronald Reagan’s Fed Chief Takes Aim at America’s Battered Financial System’ 
The Wall Street Journal, New York, 24 September 2010 (copied in the Australian, Sydney, 24 
September 2010) 
211 Federal Trade Commission Act Amendments of 1994, Pub L No 103-312 9, 108 Stat 1691 (1994) 
codified at 15 USC 45(n). The 1994 Amendment provided that: The Commission shall have no authority 
under this section or section to declare unlawful an act or practice on the grounds that such act or practice is 
unfair unless the act or practice causes or is likely to cause substantial injury to consumers which is not 
reasonably avoidable by consumers themselves and not outweighed by countervailing benefits to 
consumers or to competition. In determining whether an act or practice is unfair, the Commission may 
consider established public policies as evidence to be considered with all other evidence. Such public policy 
consideration may not service as a primary basis for such determination. 
212 In 2001 the Federal Reserve acknowledged increased reports of home purchase loans and re-financings 
which … generally included one or more of the following: 

1. making unaffordable loans based on the borrower’s home equity without regard to the borrower’s 
ability to repay the obligation; 

2. inducing a borrower to refinance a loan repeatedly, even though the refinancings may not be in the 
borrower’s interest, and charging high points and feeds each time the loan is refinanced, which 
decreases the consumer’s equity in the house; and  

3. engaging in fraud or deception to conceal the true nature of the loan obligation from an 
unsuspecting or unsophisticated borrower – for example, “packing” loans with credit insurance 
without a consumer’s consent: Truth in Lending, 66 Fed Reg 65604 (Dec 20, 2001).  

The Fed also acknowledged evidence of targeting of vulnerable groups. The Board noted: The reports of 
actual cases [about predatory lending] are … widespread enough to indicate that the problem warrants 
addressing. Homeowners in certain communities – frequently the elderly, minorities and women – continue 
to be targeted with offers of high-cost , home-secured credit with onerous loan terms. The loans, which are 
typically offered by nondepository institutions, carry high up-front fees and may be based solely on the 
equity in the consumers’ homes without regard to their ability to make the scheduled payments. When 
homeowners have trouble repaying the debt, they are often pressured into refinancings their loans into new 
unaffordable, high-fee loans that rarely provide economic benefits to the consumers. These refinancing may 
occur frequently. The loan balances increase primarily due to fees that are financed resulting in reductions 
in the consumers’ equity in their homes and, in some cases, foreclosures may occur. The loan transaction 
also may involve fraud and other deceptive practices.   
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kept to a minimum, an emphasis on efficiency or economic factors, and a belief that 

consumers should act rationally and look after their own interests. The actions of the Fed 

were also consistent with the long-standing policy in the US to encourage people to own 

their own homes. Based on these worldviews, the Governors saw the growth in the 

subprime market as a natural and positive development that was allowing millions of 

people to own their own homes. They were therefore reluctant to interfere, and even 

though they acknowledged that abuses were occurring, they determined that the greater 

economic good or the net societal benefit was served by allowing the lending to 

continue.214 As late as May 2007, Chairman Bernanke indicated that 

we believe that the effect of the troubles in the subprime sector on the broader housing 

market will likely be limited, and we do not expect significant spillovers from the subprime 

market to the rest of the economy or to the financial system …  

Credit market innovations have expanded opportunities for many households. Markets can 

overshoot, but ultimately, market forces also work to rein in excesses. For some, the self-

correcting pullback may seem too late and too severe. But I believe that, in the long run, 

markets are better than regulators at allocating credit’215 

It wasn’t until 2008 that the Fed significantly strengthened the level of protection 

provided to consumers by amendments to the HOEPA regulation. 216  Notably, these 

amendments were made using its existing regulatory powers.217   

 

 

I   Conclusion 

 The Act represents the most fundamental reform of financial regulation in the US since 

the 1930s. It contains some bold legislative changes. The establishment of a well-

resourced single consumer protection agency may provide consumers with a regulatory 
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implicated in the failures. He concludes that the Fed and the other regulators had the power to avoid the 
monetary excesses that accelerated the housing boom and to stop questionable lending and trading 
decisions by financial institutions. 
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body focused primarily on their interests. The reforms around trading of derivatives are 

important and are likely to enhance long-term economic outcomes. Likewise the mere 

existence of provisions that provide for some of the losses arising from failed companies 

to be potentially borne by the management and directors may encourage more prudent 

and cautious behaviour on the part of well-advised executives and directors.  

 

However, the communication, implementation and operational capacities of Congress and 

the federal regulators over the next few years will be challenged to the limit as the vast 

array of rules are rolled out. The extent of required rulemaking under the Act leaves all 

parties with significant uncertainties. The nature and scope of the reforms will only be 

known once the mandated studies and rulemaking are completed and the regulation is 

implemented.  

 

Financial institutions will respond vigorously to the reform agenda. Wall Street lobbying 

to influence or derail the studies that have been mandated and water down the 

implementing regulations will be intense.218 New financial products and innovations to 

minimise the potential adverse effects to institutions and to gain competitive advantages 

seem inevitable. Indeed, the most certain consequence of the reforms is that both 

regulators and financial institutions in the US are in for a very interesting and demanding 

few years ahead.  

 

Timothy Geithner recently highlighted the need for the right balance between rules that 

protect consumers and investors and the economy, without stifling the competition and 

innovation that drives economic growth.219 While few parties would disagree with this 

aspiration, maintaining such a balance over entire economic cycles is notoriously difficult. 

The temptation for us all, including policy makers, regulators, financial institutions, other 

capital market participants, and consumers, is to opt for short-term economic gains and to 

ignore longer-term  risks and the adverse consequences of inaction.         
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The success of the reforms over the long term will depend heavily on regulatory 

performance.220 As Shiller suggests, ‘the success of the Act, and the agencies created to 

study aspects of the market, will depend on appointing the right people … It is a good Act 

but only to the extent that we make it a good Act.’221 Given the longstanding regulatory 

struggle around mortgage consumer protection leading up to the GFC, and the reluctance 

of the federal regulators to use their existing powers and discretion to intervene to mitigate 

the building excesses and exposures, the key question that arises is whether the regulatory 

responses will be different the next time around? Have the views of the federal regulators, 

particularly the Fed, fundamentally changed in relation to the ability of markets to order 

themselves and the necessity of regulatory oversight and action? 222  Are the federal 

regulators willing to assess and determine economic policy goals using a longer-term lens 

that better balances public interest factors and longer-term costs with short-term benefits? 

And are the federal regulators willing to use their previous and new powers and discretion 

to achieve the stated purposes of the Act? At the most fundamental level, the success of 

the Act will depend upon deep changes to the culture and mindset of the various US 

regulatory agencies. Whether these changes are achievable remains the pressing question.     
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