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The Growing Regulatory State of Banking

By Alberto R. Gonzales, Doyle Rogers Distinguished Chair of Law, Belmont University ® Counsel, Waller, Nashville

ur country has often

struggled with finding the

richt balance between too
little and too much regulation. Some
believe there should be minimal
government oversight of financial
institutions, betting that the market
will reward those who are honest
and responsive and penalize those
who are not so honest or who do
not offer consumers the best services.
lhe challenge, of course, is that some
businesses will use any advantage in
order to maximize profits, even if it
means bending the rules to the point
of breaching them.

For these reasons, some regulation
klI’ld over
nothine n
field. T
governn

fully appr

sight is necessary—if for
re than to level the playing
danger, of course, 1s that
officials often do not
ciate how the heavy hand

1 affects business, nor an-
1

of regulat
ticipate | lation will affect the

markets long term. Regulators often
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to existing rules and

regulations additional safeguards and
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In response to the 2008 financial
crisis, Congress passed Dodd-Frank.
The objective of the law was to
Prevent the excess risk taking that

le I =
led to the financial crisis and to pro-

Yide conir: . i
de cor on-sense protecrions IOI

American families by creating a new
Consumer watchdog, the Consumer
[”1!1;1‘11‘_1_11 Protection Bureau (CFPB).

The CFPB is unique by virtue of its
iIndependence and scope of authority.
It is supported by a percentage of
i operating funds of the Federal
Reserve. money that the Fed gets
Outside the normal .lpprnpn.lrions
Process to assure its independence
ON monetary policy. Consequently,

Congress is unable to exercise its tra-
ditional oversight role. Furthermore,
while most regulatory agencies are led
by multiple administrators, the CFPB is
headed by a single administrator who
alone decides policy. This person is
appointed for a term of five years and
cannot be removed by the President
except for cause, making the agency
virtually immune from presidential or
congressional accountability.

The President nominated Richard
Cordray to serve as the first director of the
CEPB. but his nomination was blocked
by Senate Republicans in part because
of fears over the expansive power of
this agency. Consequently,
the President appointed
Cordray in Janu-
ary 2012

under his constitutional power to
make appointments while the Senate
is in recess. Although, the CFPB
operated for over two years without
a Senate—confirmed director, the
agency expanded its supervision over
certain nonbank sectors, issued hefty
enforcement penalties against large
financial companies, and released
rules to reshape the mortgage marker.

The July 16 confirmation of Cor-
dray, following a deal between Senate
Democrats and Republicans, likely

]
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Regulatory State of Banking continued

will result in an even more aggressive
agenda. Not only do observers expect
the CFPB to continue progress imple-
menting provisions of Dodd-Frank,
but many anticipate even greater pub-
The CFPB
has already made clear its concerns
about certain products, such as depos-
it advances and auto loans, and indus-
try experts now expect enforcement
actions against institutions in those
Sectors to increase.

lic enforcement actions.

an agency with this much unsupervised
power is necessary or whether it is even
consistent with a constitutional system
based on the idea of separation of pow-
ers. But what is not debatable is that the
CEPB is here to stay for the foreseeable
future, and financial institutions will
have to deal with an ever growing reg-
ulatory entity until there is a change in
the White House and a change in the
control of the Senate.

Court recently decided, over the gov-
ernment’s objections, to consider the
question whether the Fair Housing
Act prohibits practices that are non-
discriminatory but, nevertheless, have
a disparate impact. The outcome of
this case is important to financial in-
stitutions because should the Supreme
Court rule in favor of the Township
of Mt Holly and against the gov-
ernment’s position, the decision will

Although the CFPB
has broadened atten-
tion to multiple types of
credit products, many
believe the agency’s top
priority this year will
continue to be mort-
gages. Following re-
lease of a slew of final
mortgage rules—in-
cluding requirements
that lenders evaluate
borrowers’ “'.lhihl’}' to

Our country has often struggled with finding the right
balance between too little and too much regulation...some
requlation and oversight is necessary—if for nothing more
than to level the playing field. The danger, of course, is that
government officials often do not fully appreciate how the
heavy hand of regulation affects business, nor anticipate
how legislation will affect the markets long term.

repay” mortgages, the
criteria for safe qualified mortgages
that will be protected from borrower
litigation, and a new set of servicing
standards—observers expect the
CEPB to focus on how the industry
implements these new rules.

It 1s also expected that the CFPB
will wrap up its examination of large
banks that fall under its purview and
will accelerate its supervision of more
nonbank industries. Through author-
ity under Dodd-Frank to examine
certain larger participants in nonbank
sectors, the CFPB has already official-
ly added debt collections and consum-
er reporting agencies to its portfolio.
It has been working on, but as yet has
not finalized, a plan to include larger
student loan service providers.

I'hrough the authority of the CFPB
under Dodd-Frank, we have seen the
creation of a regulatory state, the
likes of which we have not seen since
FDR and the New Deal. Some would
argue that extraordinary measures
were needed to deal with extraordi-
nary abuses. We can debate whether
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Some financial institutions have
elected not to wait on the political
process, choosing instead to seck relief
in the courts against aggressive govern-
ment oversight. A number of significant
lawsuits are pending that have 2 bearing
on the financial services industry. The
Cordray recess appointment. plus others
to the National Labor Relations Bo

_ ard,
was successtully challenged

and found
illegal in the 3rd, 4th, and DC circuits.
The courts held the appointment invalid
because the Senate was not in recess.
The US Supreme Court had alrea
cided to hear the case of Noel Canning
v NLRB to review the c()n\rim[i(m.llir‘\-

of these recess appointments,

dy de-

Given
the Cordray appointment. it remains
to be seen whether the Supreme Court
will reconsider. While this case raises
important questions regarding the Pres-
ident’s recess appointment powers, the
court may wisely decline to involve jtself
in a legal issue with such a politically
charged history. -

In the case of Mt Holly v Mt Holly

Garden Citizens in Action, the Supreme

OCTOBER 2013

provide lenders with a strong lega l aks
gument that may help defend agamst
class—action cases brought under the
Equal Credit Opportunity Act.

The Equal Credit Opportunity Act
makes it unlawful for any creditor to
discriminate on the basis of P"““‘Cr“i
attributes, but the law contains no
|.1ngu.1gc prn\'ldln‘a_‘, for liability based
on the “effects™ of nondiscriminatory
actions. The Supreme Court has re-
quired “effects” language —language
not found in the FHA—in a statute
before permitting disparate impact
claims. The ECOA is much broader
than the FHA and applies to nearly all
extensions of credit to consumers anc
business-purpose credit transactions.
In addition to possibly providing a
defense to ECOA actions, the dt’““_‘”"
in this case may also be helpful agamnst
the CFPB, which has indicated rhgt 1t
will evaluate creditor’s loan activities
through a disparate—impact lens.
Other regulatory and enforcement
authorities similarly take the position
that banks are subject to the dispa-
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rate—impact standard. Consequently,
the outcome of this case should be
watched closely.

Finally, some banking experts
anticipate that imaginative plaintiff
lawyers soon will file lawsuits against
financial institutions in state courts
alleging negligence claims in areas
where existing state laws would ab-
solve the banks from liability, but
where rules promulgated by the CFPB
create a different, and most likely
heightened, “standard of care.” For
example, the CFPB is considering
imposing heightened requirements on
banks that deal with fiduciaries such
as holders of powers of attorney.

The CFPB has already begun flex-
Ing its muscles by filing amicus briefs
on various federal issues and soon 1s
“_]\'L']_\ do so in state courts, as well.
While we await the outcome of all
this litigation and watch the political
process move forward, financial insti-
tutions should expect greater scrutiny.

here are a number of important
decisions for leaders of a financial in-
stitution after learning of a government
Investigation into possible w rongdoing.
One is whether the institution should
conduct its own investigation. In Sep-
tember 2003, I faced the same decision
as White House Counsel in connection
with a Department of Justice investiga-
tion into the unauthorized leak of the
covert identity of CIA operative Valerie
]?]Jllk‘. Like the governing board of any
hnancial institution, we at the White
H}‘Llw had to weigh the pros and cons
Ol Initiating our own investigation.

_\1(1~1 leaders of financial insti-
tutions want to know immediately
the facts following an allegation of
wrongdoing. Without information,
Managers cannot deal effectively with
A problem, and the institution is at
the mercy of the working schedule of
Sovernment investigators. Initiating an
Investigation allows business leaders to
dk’Fcrminc what happened, deal appro-
Priately with any responsible parties,
and implement corrective measures to
Prevent future misconduct. Further-
More, with the information from an
Internal investigation, the institution
'S In a better position to shape the

narrative and limit, to the extent it can,
any public relations damage.

In the Plame investigation, I rec-
ommended that the White House not
do its own internal investigation. This
was frustrating for the president’s chief
of staff, Andrew Card, because Andy,
like any good manager, wanted to know
as soon as possible of any wrongdoing
by members of the staff. However, I
anticipated that any White House inves-
tigation would become politicized and
second-guessed by congressional critics.
In essence, our investigation would be
investigated. President George W. Bush
had ordered full cooperation with the
DO] investigation, and I worried that
any internal investigation might inter-
fere with the Justice Department’s work
and subject the White House to charges
of obstruction of justice.

The President of the United States,
of course, does not have to answer to a
governing body, and officials of finan-
cial institutions rarely have the luxury
of sitting back while their institution is
being investigated by the government.
In most cases. therefore, it is wise to be
proactive. By doing so, the institution
is sending a clear message to multiple
audiences. An 1nvestigation by the in-
stitution shows customers and clients,
employees and staff, as well as the local
community, that the institution takes the
.ﬂlcmrmn; seriously and is committed to
accountability. Equally important, ini-
flanng an my L“\Tlt_"ﬁnl‘n ?'L’nd.‘; 4 message

to law enforcement and regulators that

the |
the bottom of what happened.
Anv internal investigation should be

YUSINESS 1S SErious about gettng o

done in a way that does not intertere
nment investigation. In

with the gover
we made no

the Plame investigation, >
contact with the White House statt as
first clearing it with

An internal inves-
tigation must be thorough, unbiased,
and complete—one that will withstand

a group without
the investigators.

law firm of Waller.
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possible public disclosure, as well
as the scrutiny of the trained eye of
government investigators. A sloppy
or half-hearted internal investigation
can do harm by signaling that the
institution is not serious about dis-

covering wrongdoing or is engaged
in a cover-up.

Because of the evolving regu-
latory framework in which finan-
cial institutions operate, many are
struggling with their economic
forecasting. During difficult finan-
cial times, business leaders often
feel pressure to be conservative and
avoid the expense of a thorough
internal investigation except in the
most extreme situations of alleged
wrongdoing. This is a mistake. In
most cases it will be more cost-ef-
fective to implement appropriate
training and preventive measures in
order to discourage wrongdoing in
the first place. However, when these
measures fail, for the reasons stated
above, an investigation is often a
wise investment that may limit legal
liability and protect the reputation
of the institution.

In closing, these are uncertain times
for banks. Lawmakers in several states
have introduced resolutions this year
calling on Congress to split up big
banks by separating traditional bank-
ing services and investment banking.
Five years after the financial crisis,
these state resolutions show there is
still public anger toward big banks. It
these proposals gain enough traction in
state legislatures, a growing number of
members of Congress may feel pressure
to support this effort.

The opponents to such measures
say Dodd-Frank now provides con-
sumers adequate protection against
the abuses of the past, but banks need
to watch this movement carefully.
Many Americans are hurting and
looking for someone to blame. l

Alberto R. Gonzales is the former United States attorney
general and the former counsel to President George W. Bush.
E:urrent]_\‘. he is the Doyle Rogers Distinguished Chair of
Law at Belmont University and counsel at the Nashville
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