[image: image1.png]


Build Knowledge/Market & Economic Commentary    www.horsesmouth.com
Regulatory Reform—Are We There Yet? 
By Nancy Lininger
Dec. 22, 2009 
The House has approved new rules to govern the U.S. financial system, but it remains to be seen what any final laws will be.

On Dec. 11, 2009, the news was trumpeted down Wall Street and up Main Street: "House Approves Historic New Rules to Govern America's Financial System." Is it law yet? No.

The House of Representatives approved the Wall Street Reform and Consumer Protection Act of 2009 (H.R. 4173). Now the Senate needs to do its part, but it's not expected to act on its version until early 2010. 

Here is what H.R. 4173 will do:

· Increase consumer protections. It creates the Consumer Financial Protection Agency (CFPA), a new, independent federal agency solely devoted to protecting Americans from unfair and abusive financial products and services.

· Create a financial stability council. It creates a council of regulators that will identify financial firms that are so large, interconnected, or risky that their collapse would put the entire financial system at risk. These systemically risky firms will be subject to increased oversight, standards, and regulation. 

· End taxpayer bailouts and "too big to fail." It establishes an orderly process for shutting down large, failing financial institutions like AIG or Lehman Brothers in a way that ends bailouts, protects taxpayers, and prevents contagion to the rest of the financial system.

· Rein in executive compensation. It gives shareholders a "say on pay"—an advisory vote on pay practices including executive compensation and golden parachutes. It also enables regulators to ban inappropriate or imprudently risky compensation practices, and it requires financial firms to disclose incentive-based compensation structures.

· Safeguard investors. It strengthens the SEC's powers so that it can better protect investors and regulate the nation's securities markets. It responds to the failures to detect the Madoff and Stanford Financial frauds by ordering a study of the entire securities industry that will identify needed reforms and force the SEC and other entities to further improve investor protection.

· Regulate derivatives. It regulates, for the first time ever, the opaque $600 trillion over-the-counter derivatives marketplace. Under the bill, all standardized swap transactions between dealers and "major swap participants" would have to be cleared and traded on an exchange or electronic platform. The bill defines a major swap participant as anyone that maintains a substantial net position in swaps, exclusive of hedging for commercial risk, or whose positions create such significant exposure to others that it requires monitoring.

· Outlaw predatory mortgage lending practices. It would incorporate the tough mortgage reform and anti-predatory-lending bill the House passed earlier this year. The legislation outlaws many of the egregious industry practices that marked the subprime lending boom, and it would ensure that mortgage lenders make loans that benefit the consumer. It would establish a simple standard for all home loans: institutions must ensure that borrowers can repay the loans they are sold. 

· Require the registration of hedge funds. Closes a regulatory hole that allows hedge funds and their advisors to escape any and all regulation. This bill requires almost all advisors to private pools of capital to register with the SEC, and they will be subject to systemic risk regulation by the financial stability regulator.

Consumer Financial Protection Agency

Under H.R. 4173, the CFPA's rules will cover all financial providers, including banks, thrifts, credit unions, and non-bank financial institutions. Consumers will not face different levels of protection because of the provider they choose. Non-bank institutions—like subprime mortgage companies that contributed significantly to the current crisis and payday lenders and money transmitters that are the source of many abuses in consumer finance—will be brought under comprehensive federal supervision for the first time with this legislation.

Under the merchant exemption, merchants, retailers, and other non-financial businesses will be excluded from the regulation and oversight of CFPA when they extend credit directly to consumers for the purchase of goods or services. Merchants and retailers can continue to provide credit and layaway plans without becoming subject to new regulation as long as they do not choose to resell the credit. Also, doctors and other businesses that bill their customers after a service is provided will be excluded.

Somewhere in here (covered or exempted) fall broker-dealers and investment advisors. The bill, when it was in the House Services Committee, created a new "service provider" definition to cover entities that have a direct relationship to an underlying financial product or service, including facilitating the design or operation of the product or service, having direct interaction with a consumer, or processing related transactions. Service providers that provide only ministerial support services or that do not materially affect the financial product or service will not be subject to CFPA.

The North American Securities Administrators Association (NASAA) expressed concerned about the CFPA's potential jurisdiction over state-registered investment advisors. The original committee bill included a broad exemption stating that the CFPA would have no jurisdiction over any "person regulated by" the SEC, but state securities regulators were not explicitly included in this provision. NASAA engaged officials in the administration and Congress on this issue to ensure the inclusion of an amendment excluding state-regulated investment advisors from CFPA jurisdiction. 

Senate Republicans do not want the CFPA to be created at all, but they are perhaps willing to establish the CFPA with different (limited) powers. So expect changes before we pretend to know what is fact or fiction.

Safeguard investors

The bill will enhance the SEC's enforcement powers and funding by doubling its authorized funding over five years. This will enable the SEC to obtain the tools needed to better protect investors and police today's markets.

The bill will create a whistleblower bounty program with incentives to identify wrongdoing in our securities markets and reward individuals whose tips lead to successful enforcement actions. With a bounty program, we will effectively have more cops on the beat in our securities markets.

The bill calls for an independent, comprehensive study of the entire securities industry to identify reforms and force the SEC and other entities to improve investor protection.

The Madoff fraud also revealed that the Public Company Accounting Oversight Board lacked the powers it needed to examine the auditors of broker-dealers. In addition, it exposed faults in the Securities Investor Protection Act, the law that returns money to the customers of insolvent fraudulent broker-dealers. The bill closes these loopholes and fixes these shortcomings.

What's in (so far) and what's out

H.R. 4173 includes (and excludes) provisions that were contained in the House committee-proposed Investor Protection Act. 

· It includes a fiduciary standard for brokers.

· The provision that would have given FINRA the authority to oversee the RIA side of dual-registered BD/RIA firms has been eliminated.

What's the final word on what will come? Que será, será: whatever will be, will be. The future's not ours to see. However, the future is just around the corner. 
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