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Senate Passes Financial Reform Bill

May 21, 2010 After months of debate, the Senate on Thursday finally approved the most comprehensive
overhaul of financial reforms since the Great Depression. The Senate’s legislation must
sal Guatieri now be reconciled with a broadly similar House bill that was passed in December, a
Senior Economist  process that could take several weeks but is almost certain to result in a final bill for
_ President Obama to sign into law, likely before summer’s end. Some proposals will no
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The Senate bill:
= forces banks to separate derivatives and proprietary trading from their banking operations
= provides regulatory oversight of systemic risks in the financial sector

= gives government the power to liquidate “too-big-to-fail” financial firms without
exposing taxpayers to the bailout costs

= provides new oversight of the derivatives market (derivatives would trade on
exchanges and pass through clearinghouses)

= sets up a new consumer-protection watchdog (within the Fed) to guard against
lending abuses

= imposes new restrictions on credit rating agencies

Compared with the House bill, the Senate version contains somewhat tougher proposals
regarding banks. It would force deposit-taking firms to curb proprietary trading, which
could force some to spin-off their derivative and swap trading operations into affiliates and
sell investments in hedge funds and private equity funds. The House bill does not contain
the so-called Volcker Rule on proprietary trading, but it does allow the government to curb
bank practices that pose a risk to the economy. The House bill also creates a $150 billion
fund financed by large financial firms that would be used to wind down failed companies.
The Senate bill would charge big banks after the fact.

The new regulations could limit risk taking and increase costs especially for large banks.
The Wall Street Journal notes that some analysts think the Senate reforms could reduce
profits of large financial firms by roughly 20%. The reforms could push derivatives trading
offshore towards foreign banks and new players that are likely to pop up on Wall Street.
All in, the financial reforms—especially if the restrictions on proprietary trading prevail in
the final bill—could shift the balance of competitive power from large U.S. banks to new,
smaller and foreign financial companies.

A possible side-effect of the financial reforms is that fees and borrowing costs for
American businesses and consumers could increase. But this would be a small price to
pay if the bill ultimately reduces the risk of another financial calamity.
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