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ABSTRACT: Five years after the financial meltdown of 2008 many of the fundamental questions 

that emerged in the wake of the mortgage crisis remain unanswered. Although Congress and the 

Administration have attempted to address the conditions that contributed to the crisis, no 

consensus has emerged on the level of vulnerability the industry poses to national interests. The 

Eisenhower School Financial Services Industry Study set out to examine whether current 

legislation is adequate to ensure the parallel goals of safeguarding the stability of U.S. financial 

markets and ensuring that the financial sector can provide the capital flows and liquidity necessary 

to provide for national economic security objectives. This paper asserts that the industry is on a 

sustainable path, and indeed quite profitable for several large firms. At the same time, the study 

group concluded that the increasingly concentrated nature of segments of the industry requires 

attention from regulators and policymakers to ensure the public interests in financial stability and 

efficient capital markets.  
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Introduction 

 A healthy economy is an instrument of power in its own right and a critical enabler of other 

instruments of power, including the military. It is also a fundamental objective of national strategy. 

The financial services industry is both a source and indicator of economic health and touches every 

sector of the U.S. economy. It acts as a catalyst for firms, states, and municipalities and underpins 

the nation’s economy and national security. Financial services firms provide liquidity, advisory 

services, and facilitate mergers and acquisitions for the Defense Industrial Base. The financial 

services industry contributes to economic growth by enabling the flow of capital necessary for job 

creation, infrastructure investment, and research and development. It provides tax revenue 

necessary to implement national security objectives.  

 The financial services industry is one of the most heavily regulated sectors of the U.S. 

economy. Historically, the U.S. government has sought to ensure the stability of the financial 

services industry with a regulatory structure that has attempted to balance the need for well-

regulated markets and a banking sector that can innovate and create wealth. Since the Great 

Depression, the federal government has periodically intervened in the markets to either address 

financial crises or perceived threats to the financial stability of the nation, or to encourage the 

industry to fuel economic growth. One such measure, the repeal of the Banking Act of 1933, 

introduced structural changes in the industry that some observers believe contributed to the financial 

crisis of 2008. Following the crisis, policymakers responded by passing the 2010 Wall Street 

Reform and Consumer Protection Act (known as “Dodd-Frank”) intended to strengthen U.S. 

financial markets, ensure financial stability, and limit systemic risk.1 The provisions of Dodd-

Frank are broad and have the potential to transform large segments of the financial services 

industry. The full impact of the act, however, remains unclear as its implementation remains 

incomplete.   

 This study provides an overview of the commercial and investment banking industries as 

core components of the financial services sector in the context of a dynamic regulatory 

environment. It outlines the current state of these industries, their future outlooks, and the 

challenge of regulating markets to provide for both financial stability and economic growth. The 

study highlights that the commercial and investment banking segments of the financial services 

sector are profitable and are contributing to the growth of the national economy.  

 The study considers the potential implications of three broadly correlated trends: 1) the 

relatively high degree of concentration in the industry; 2) the fact that the largest firms are often 

relatively more profitable than much of the rest of the industry; and, 3) the concern that the failure 

of one or more of these firms could imperil the financial system and national economy. The 

remainder of the study explores these and other challenges facing the industry and offers 

recommendations in two forms: 1) policy recommendations; and, 2) emerging issues we assessed 

could merit additional attention from policymakers. Industry study participants examined the 

financial services industry from the perspective of national security professionals, in the context 

of the Eisenhower School mission of evaluating the capabilities of industry to support national 

strategy. These observations and recommendations were informed by high-level access to 

regulators, policymakers, industry leaders, and media observers. These recommendations are 

intended as a good-faith contribution to the dialogue about how to strike the right balance between 

government regulation, innovation, and risk-taking, so that the financial services industry will 

continue to contribute to American prosperity and national security, while maintaining the 

resiliency and stability of the industry and economy as a whole. 
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Industry Defined 

 A broad range of industries comprise the U.S. financial services sector, including banks, 

credit unions, credit card companies, insurance companies, consumer finance companies, 

investment funds, and government-sponsored enterprises. The sector facilitates commercial 

transactions in the United States and around the world. The United States has a global competitive 

advantage because the financial services sector generates the largest and most liquid financial 

markets in the world.2 Domestically, the sector ranks fourth in size among 19 private U.S. sectors 

and directly contributes eight percent to Gross Domestic Product (GDP).3 The financial services 

sector enables growth in other sectors, including manufacturing, real estate, and construction by 

providing capital to fund investment and expansion activities.  

 This study explores two discrete segments within the financial services sector, commercial 

banking and investment banking, because of their importance to the health of the U.S. economy 

as illustrated by their role in the U.S. recent financial crisis. Commercial banks (NAICS code 

52211) are entities that provide commercial, industrial, and consumer loans to retail and business 

clients. These banks “generate the majority of their revenue by accepting customer deposits and 

then lending these deposits out to individuals and businesses at a set interest rate.”4 Major 

commercial banks include Wells Fargo, JP Morgan Chase, Bank of America, and Citigroup.5 

Investment banks (NAICS code 52311) include, “firms and individuals that provide a diverse 

range of securities services including investment banking and broker-dealer trading services. They 

also offer banking and wealth management services and engage in proprietary trading (trading 

their own capital for a profit) to varying degrees. Investment banking services include securities 

underwriting and corporate financial services while trading services include market-making and 

broker-dealer services.”6 Major investment banks include Bank of America, Goldman Sachs, JP 

Morgan Chase, Morgan Stanley, and Citigroup.7   

 

Current Condition Analyzed through the S-C-P Model  

 This section provides an assessment of the economic health of both the commercial and 

investment banking industries using the Structure-Conduct-Performance (S-C-P) model, as it is 

employed at the Eisenhower School.8 The analysis assesses potential tension that can result as 

firms and the government try to balance firm and economic value. In working to achieve firm 

value, banks in this industry seek to maximize profits that allow them to innovate, to attract and 

retain investors, and ultimately to survive in the market. The government, on the other hand, 

provides oversight and regulation in an attempt to mitigate market failure by incentivizing firms 

to make decisions that maximize overall growth in GDP. 

 

Structure (S of the S-C-P Model) 

 This industry study utilized two key tools, the competition spectrum and Porter’s Five 

Forces,  to assess the health of the commercial and investment banking segments.9 Due to 

structural differences between the commercial and investment banking industries, this study 

analyzes each segment separately when appropriate.  

 The competition spectrum can help inform different types of analysis. It can also help 

economists and analysts identify potential market failures. It is useful for policymakers and others 

interested in the “placement” of an industry on the spectrum between perfect competition and 

monopolies.  This in turn can help inform decisions about the need for legislation, regulation or 

other policy steps to shift the placement of the industry on this spectrum. 

http://www.businessvibes.com/industryportal/101/Banking-and-Investment
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 Porter's Five Forces is an analytical model that can be used to assess long term profit 

potential within an industry, which competitive forces are most influential on firm profitability, 

and how profit is divided among firms. The model can assist firms as they develop strategies to 

leverage competitive forces to best situate themselves within the market and maximize profit.    

 

Structure Considered through Competition Spectrum Analysis 

Figure One depicts the position of commercial and investment banking industries along 

the competition spectrum. By using the combined market share of the top four firms in each 

industry for 2007 and 2012 (known as a CR-4 analysis), this analysis finds that the commercial 

banking concentration increased from 31.8 percent in 2007 to 34.2 percent in 2012, while the 

investment banking concentration decreased from 51.7 percent in 2007 to 38.1 percent in 2012.10 

This suggests that the industries have converged since the 2008 financial crisis to the left of center 

between perfectly competitive and monopolistic markets. It also appears that commercial and 

investment banks operate in competitive (Stackelberg) oligopoly market structures as 

characterized by a handful of dominant firms that provide market leadership,  from price setting 

to innovation,  within mature and highly competitive industries consisting of thousands of 

companies. Respectively, the commercial and investment banking industries have 6,235 and 9,049 

operating businesses.11 A competitive oligopoly implies that firms experience moderate economic 

inefficiency and deadweight loss, heavy competition, moderate to high barriers to entry, and 

corporate strategies focused on price and nominal product differentiation achieved through brand 

and reputation building.12 It also suggests that complex and costly government regulations create 

tension. While further elements of the S-C-P model will also examine this preliminary analysis, 

from a purely economic point of view, there may be indicators that one or more market failures 

could exist in these industries. In such cases, policymakers sometimes try to influence the market 

to achieve a balance between economic and firm value. Later, the paper will assess the 

implications of such actions. 

Figure One: Competition Spectrum  
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Structure Considered Using Five Forces Analysis 

Porter’s Five Forces can be used to evaluate the profit potential for the commercial and 

investment banking industries and identify which levers firms can use to craft effective strategies 

to achieve their goals. As shown in Table One, two factors (threat of new entrants and threat of 

substitutes) suggest profit potential is high, while three other factors (bargaining power of buyers, 

supplier power, and degree of rivalry) suggest reduced profit potential. The performance analysis 

will attempt to validate these findings and address two key questions:  

1. Do market failures in these industries translate to excessive profit-taking among firms? 

2. Do industry leaders enjoy substantially higher profits than smaller firms? 

  

Table One. Five Forces Analysis 
 

 Threat of New Entrants: New entrants to any industry change the competitive landscape by 

exerting pressure on existing market shares, price, and investment costs. Commercial banks are 

subject to a medium and steady threat based on significant government regulation and oversight that 

has increased already substantial capital and operational requirements.13 Investment banks are subject 

to a low threat due to increasing barriers to entry from rising capital requirements and start-up 

costs.14 Low and medium threats indicate a low volume of new entrants, meaning existing firms do 

not face significant risk from losing market share and profits to a growing industry. This means that 

profit potential is high.  

 Bargaining Power of Buyers: Negotiating leverage allows buyers to realize more value by forcing 

costs and prices down, and by demanding better and more comprehensive product offerings.15 Low 

switching costs across the financial services sector indicate that buyers can play the field, which 

allows them to exert influence on both commercial and investment banking firms. For these 

industries, the bargaining power of buyers constitutes a medium and steady threat. Price sensitivity, 

low switching costs, and limited product differentiation make it fairly easy for customers to take their 

business elsewhere, thereby reducing profit potential. Not all buyers switch, however, because of 

real or perceived benefits associated with the reputations of certain firms, particularly the largest. 

 Threat of Substitutes: “A substitute performs the same or a similar function as an industry’s 

product by a different means.”16 If the threat is high, profitability suffers and results in increased 

investment in marketing and product differentiation. In both industries, the threat of substitute 

products is assessed as moderately low and thus the potential for profits is high. 

 Supplier Power: The power of suppliers can impact the cost structure of the industry for which they 

provide products or services. For example, the need for a highly educated labor pool can limit profits, 

especially when it is difficult to pass on costs to consumers.17 Supplier power is assessed as 

moderately high in both industries since there is significant demand for both talented labor and a 

continuing need for innovative, highly complex and capable information, communication, and 

technology systems. Such demand increases overhead costs that reduces profit potential. 

 Degree of Rivalry: Intense price discounting, new product offerings, customer service initiatives, 

and intensity of advertising and brand/reputational maintenance are all indicators of the degree of 

rivalry and competition in both industries. In addition, significant barriers to exit can increase rivalry 

as rivals have no choice but to seek to capture and maintain market share and profitability. In both 

industries, the degree of rivalry is assessed as high and increasing. “Competitive conditions are likely 

to continue to intensify as merger activity in the financial services industry produces larger, better-

capitalized and more geographically diverse companies capable of offering a wider array of financial 

products and services at more competitive prices.”18 As this degree of rivalry continues and 

increases, it will exert more pricing pressure on the industry, which reduces profit potential and 

underscores the need for product differentiation. 
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Conduct (The C in the S-C-P Model) 

 A conduct analysis assesses whether firms within an industry are executing successful 

business strategies and projects where market forces may take the industry on the competition 

spectrum. Typically, firms develop strategies based on two key tools: price and differentiation.19 

In a Stackelberg oligopoly, industry leaders set the standards for both price and service levels. 

Volatility in the market and intense competition characterize this model and could be a factor 

limiting profit potential. Thus, some firms avoid competing solely on price and instead seek to 

grow profits by:  

 Gaining market share through mergers and acquisition; and, 

 Growing/maintaining investor and customer base through brand and reputation building. 

 These strategies appear to be moderately successful for commercial and investment banks. 

Within the commercial banking industry, the market share for the top four firms has increased 2.4 

percent since 2007 and the number of customers and deposits has also grown thanks to a 

recovering economy, substantial investments in brand and reputation building, and government 

stimulus.20 As a result, revenues have grown 3.2 percent annually over the past five years, while 

profits and losses vary from firm to firm as they continue to write off “toxic assets” from the 2008 

financial crisis.21 The outlook for investment banks appears less certain. Market share for the top 

four firms has dropped 13.6 percent since 2007. While the stock market appears to be rebounding 

with a Dow Jones Industrial Average higher than pre-recession levels, some have noted that the 

volume of trades has sometimes been lower than pre-crisis levels.22 Revenues have grown a 

modest 2.8 percent annually over the past five years, but profits appear to have declined on a year-

on-year basis at many top firms.23  

 These developments have come as some firms continue to focus on mergers and acquisitions 

to grow market share, along with brand/reputation building to maintain and grow their customer 

base. A continuation of this trend could shift both commercial and investment banking closer to a 

more monopolistic market structure. Economic theory suggests that such a development would 

decrease economic efficiency in the market, despite the benefit to some large firms. Such 

consolidation should be a factor that policymakers consider as they weigh the merits of changes 

in law or regulation designed to maintain competition and stability in these two market segments. 

  

Performance (The P in the S-C-P Model) 

 The industry study conducted a preliminary analysis of financial data and compared it with 

the preceding analysis of structure and conduct. This effort considered several measures of 

operational efficiency, financial strength, profitability, investor confidence, and management 

effectiveness across the six major firms, as well as the industry average and the Standard & Poor 

(S&P) 500 average. Table Two summarizes these data points and the team’s analysis.24  

 The data appear to confirm the popular impression that many of the largest firms in the 

industry are quite profitable, especially when compared with the broader S&P 500.25 As noted in 

earlier analysis, however, profitability varies among the top firms with only half exceeding the 

industry average. This data also reveal substantial variation among the top firms in terms of their 

debt to equity ratios, price to earning rations, ratios and return on investment, even if their 

Earnings Before Interest, Taxes and Depreciation (EBITD) margins were relatively consistent. 

Detailed technical analysis is beyond the scope of this industry study. Nonetheless, we concluded 

that the overall profitability of the largest firms could reasonably be used to inform policy 

recommendations later in the report. In contrast, the team determined that caution was in order to 
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ensure the largest firms are not viewed as a monolith, as sometimes portrayed in the popular 

media. Indeed, while the EBITD margins for many firms were relatively uniform, there appear to 

be important differences among firms in terms degree of leverage, return levels, and investor 

perceptions of firm values. 
 

Table Two. Commercial and Investment Banking Performance Metrics 

 
 Asset Turnover: The asset turnover metric measures a firm's ability to generate revenue using its 

assets. “It also indicates pricing strategy: companies with low profit margins tend to have high asset 

turnover, while those with high profit margins have low asset turnover.”26 The negligible asset 

turnover of 0 and 0.1 across these firms appears correlated with profit. 

 Total Debt to Equity: Debt to equity divides total liabilities by stockholders’ equity to assess a 

firm’s financial leverage. High debt to equity shows that a firm finances its growth with debt at the 

risk of incurring additional interest expense that reduces profits. The top six firms are heavily 

leveraged with total debt to equity figures equaling or exceeding both industry and S&P 500 

averages. While capital-intensive industries tend to have a ratio above two and leveraging is critical 

for financial services firms to generate large amounts of capital, the 2008 crisis introduced a dialogue 

over the appropriate amount of leverage in order to reduce systemic risk.27 The amount of leverage 

appears to be correlated not only to the amount of risk, but also to the amount of profit these firms 

make. The study group considered this relationship to be relevant in formulating its policy 

recommendations.  

 Earnings Before Interest, Tax, and Depreciation (EBITD) Margin: The EBITD margin deducts 

expenses (excluding taxes, interest, and depreciation) from revenues to arrive at a common measure 

of profit. The data demonstrates: (1) that, by this measure, the industry is quite profitable with an 

average EBITD of 36.3 compared to the S&P 500 average of 20.2; and, (2) while the top firms are 

performing well in relation to the S&P 500 average, there are clear leaders in terms of profitability 

across these firms when compared to the industry average.   

 Price to Earning (P/E) Ratio: A measure of investor confidence, the P/E ratio compares a firm’s 

current share price to its per-share earnings. A higher number relative to other firms within the same 

industry signals that investors are expecting higher earnings growth in the future. P/E ratios for the 

top six firms appear to be inversely related to their EBITD margins, suggesting that investors may 

believe that firms still emerging from the 2008 crisis are on track to execute more profitable 

strategies. 

 Return on Investment (ROI): ROI can indicate the success with which management executes its 

strategy in relation to other firms within an industry. Because industries operate under unique 

conditions, it may be more valuable to compare firms within the industry. The S&P 500 average is 

noted for its potential comparative value.  

 

Preliminary Conclusions Drawn from the S-C-P Model 

 In synthesizing our S-C-P model analysis, the industry study concluded that the commercial 

and investment banking industries are viable, but issues exist that may require action by firms and 

policymakers in coming years. Through market forces and both government action and self-

regulation, industries have converged to a slightly left of middle position on the competition 
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spectrum. This suggests a generally optimal convergence of economic and firm value; there are 

sufficiently high profits to incentivize firms to remain in the market, encourage innovation, and 

contribute to national economic growth.  

 One area that may require additional attention is the apparent correlation between the 

profitability of several of the largest firms and relatively high levels of market concentration. 

Several of these large firms appear to be executing strategies designed to grow profits by 

increasing volume in terms of market share and client activity. If the government determines these 

profits to be “excessive,” it must carefully consider the impact of more regulation on the many 

smaller and less profitable firms within these industries. Additional regulation could inadvertently 

lead to increased market concentration, as bigger firms are better able to spread compliance costs 

across their larger enterprises. This could lead to more consolidation and a shift towards the 

monopolistic end of the competition spectrum, suggesting a loss of economic efficiency. In 

addition, such an evolution would likely prolong and potentially aggravate the vigorous “Too Big 

to Fail” debate. Some argue that larger firms increase economies of scale, improve products, and 

reduce costs. Others believe further consolidation allows surviving firms to act as price-setters, 

and – potentially – to engage in riskier behaviors because they are “Too Big to Fail” and are 

implicitly backed by the government. 

 Rendering judgment on the validity of such arguments is beyond the scope of this paper. It 

may be worth noting, however, that during our interactions with firms, these issues of competition, 

concentration, and the costs of regulation were frequent topics of discussion. We attempted to 

synthesize these anecdotal comments with the structured analysis conducted through the S-C-P 

model to inform the policy recommendations contained later in this paper.   

 

Outlook 

 While the U.S. economy is recovering, e.g., all major U.S. indices have set new records of 

trading activity, the first quarter 2013 GDP reports showed only 2.5 percent growth, lower than 

the anticipated 3.0 percent growth.28 Unemployment has also steadily decreased, though not as 

quickly as in previous post-recessionary periods. According to the IBISWorld market research 

firm, overall “U.S. economic growth is expected to occur at a relatively slow rate, as consumption 

growth across the entire economy slows from deleveraging and stagnant wages.”29 While revenues 

in the commercial and banking segments of the U.S. financial services sector have suffered during 

this economic crisis, this paper’s S-C-P analysis demonstrates that both industries are viable and 

generally profitable. Revenues in both will improve as the economy grows. Nonetheless, 

challenges remain. The implementation of new government regulation, international competition, 

cyber threats, and other risks will require attention from the sector in the coming years. At the 

same time, policymakers and industry leaders will need to cooperate to identify emerging market 

failures and preemptively develop, implement, and assess appropriate policy responses. 

 From 1854 to 2009, the United States experienced 33 measurable economic cycles of 

expansion and contraction.30 On average, it has taken 17.5 months to contract and slightly over 

38 months to recover, with one full cycle lasting approximately five years (56 months).31 The U.S. 

commercial banking industry is currently in a “mature” phase of its economic life cycle as 

“characterized by mergers and acquisitions, steady growth, more regulation, a smaller number of 

banks, market saturation, and intense product competition.”32 The U.S. investment banking 

industry, on the other hand, is in a “declining phase…characterized by slow industry growth, 

declining participation, and market saturation.”33 Following the recession of 2008, business 

activity and trading have remained below pre-recessionary levels.34 Nevertheless, securities 
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markets and corporate profits have begun a moderate recovery. While lower than they have been 

historically, IBISWorld projects that corporate revenues for commercial and investment banks, a 

key indicator of market performance and business activity levels, will rise at an annualized rate of 

5.0 and 3.2 percent, respectively.35 This may stimulate business activity as corporations begin 

spending capital accumulated over the past five years.36 These effects, compounded by firm 

consolidation, reduced profitability, and tighter regulation lead to an extended outlook that 

predicts a much shallower growth rate than historically expected.  

 Government regulation, specifically Dodd-Frank, has a major impact on the outlook of the 

investment and commercial banking industries. Uncertainty within the regulatory environment 

will remain the foremost short term political challenge for both industries. The lack of clarity 

regarding the promulgation of Dodd-Frank provisions represents a drag on banks with ambiguity 

over future compliance expenditures hampering firms’ ability to engage in strategic planning and 

investment. Compliance costs and political lobbying efforts will remain significant overhead 

expenditures, especially for leading firms. These costs reinforce already high barriers to entry in 

these industries and limit competition as smaller entities may not be able to either enter or remain 

in this trade space. 

 The current tightening of the regulatory cycle is likely to remain in place through the 

remainder of the current Administration. The pace of the economic recovery and political 

objectives of future administrations will dictate how soon the regulatory cycle will tilt back toward 

less stringent oversight. Increased growth rates and/or interest rates would also likely reduce 

political demands for regulation. However, if Dodd-Frank becomes fully promulgated, its 

provisions will likely remain in force over the longer term.  

 Another important factor when considering the outlook for the industries is how the global 

financial crisis has impacted social trust and harmed the reputation of banks in the eyes of the 

public.37 Firms recognize this problem and some have attempted to rehabilitate their standing 

through public relations efforts. Recent innovations like mobile banking may help improve 

attitudes toward banks and improve their reputations as institutions seeking to serve differentiated 

customer interests. Nonetheless, serious reputational risk remains. One emerging threat is the risk 

associated with cyber-attacks on banks. Every institution we visited cited cyber security as an 

enormous concern and a focus of intense effort. Both theft of information and denial of service 

could significantly damage the reputations of banks. 

 Despite regulatory and reputational concerns, U.S. commercial and investment banks are 

well positioned to remain global leaders in international markets. These industries grew at an 

annual rate of 3.7 percent between 2007 and 2011. In comparison, the European and Asia-Pacific 

industry groups grew at 3.4 and 11.1 percent respectively over the same period.38 The performance 

of the U.S. industry is forecast to accelerate, with an anticipated average growth of 6.8 percent for 

the five-year period 2011 – 2016. Comparatively, the European and Asia-Pacific industry groups 

are projected to grow an average of 2.6 and 9.3 percent respectively.39 U.S. firms also enjoy 

structural advantages over foreign competitors suggesting that they are well placed to compete 

over the long term. U.S. firms operate within mature, transparent political and financial systems 

in which the interests of the financial services industry are well represented. While other 

economies such as China and India enjoy higher economic growth rates, their underdeveloped 

financial systems and legal frameworks are unlikely to provide investors with the level of 

transparency and security necessary to pose a significant threat to U.S. firms. The ongoing 

sovereign debt crisis in Europe suggests the dollar will remain unchallenged as the global reserve 

currency for the foreseeable future, reinforcing the competitiveness of U.S. firms. As a result, 
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foreign direct and portfolio investors will likely continue to view the United States as the world’s 

safest market, contributing to the competitive positioning of U.S. financial firms. 

 Despite challenges, the commercial and investment banking industries will maintain their 

performance advantages for the foreseeable future. High profit margins, huge economies of scale 

among the top firms, increasing consolidation, and technological advantages suggest that U.S. 

banks will continue to set global industry standards in technical and product innovation over the 

near and medium term. The remainder of this paper will examine these and other issues identified 

during our research and field studies, and offer some preliminary recommendations the team 

believes could help commercial and investment banks remain competitive, strengthening the U.S. 

economy and national security. 

 

Challenges and Recommendations 
The Enduring Effort to Build Resilience in the US Financial Services Industry 

 Resilient systems are flexible and adaptable. However, unknown risks and vulnerabilities 

threaten even the most resilient systems.40 Since the 2008 financial crisis, the U.S. government 

has sought to support the “adaptive resilience” of the financial services sector by addressing risks 

that may threaten the overall integrity of the U.S. financial system and cause economic crises.41 

Identifying systemic fragility from this broader perspective rather than separately addressing the 

challenges facing the many components of the financial services industry allows government 

regulators the opportunity to counter potential threats before they endanger not just the financial 

markets, but the U.S. economic system, and potentially U.S. national security. While numerous 

risks exist in the financial services sector, this section considers three pivotal areas where 

structural fragility or regulatory weakness is already present and, based on our field study, 

potentially growing. These areas include systemically important financial institutions (SIFIs), 

government sponsored enterprises (GSEs), and the global interconnectedness of financial markets. 

The following section will examine the perennial tension between the need for well-regulated 

markets and the goal of minimizing interference in the ability of the financial services industry to 

generate wealth. Where appropriate, we have suggested recommendations that may improve 

systemic resiliency. 

 

Key Issue: Systemically Important Financial Institutions 

 Dodd-Frank seeks enhanced prudential review of both large bank and non-bank financial 

institutions because of a perception that their size, interconnectedness, and influence on capital 

markets and the supply of credit could create vulnerabilities for the U.S. and global financial 

systems. The failure of a SIFI could lead to the collapse of other financial institutions, impacting 

not only American consumers, but the U.S. and other economies.42 While interconnectedness is 

essential for banks to diversify risk and maximize liquidity, industry has consolidated to such an 

extent that the failure of one large firm could lead to the collapse of other financial entities.43 In 

part, this is a result of widespread counterparty or default risk associated with SIFIs. Because 

firms are often highly leveraged, or indebted to a creditor counterparty, the failure of one 

institution could jeopardize the viability of its counterparties.44 During the 2008 financial crises, 

defaults of highly leveraged firms transmitted losses to their network of creditors. Confronted by 

catastrophic losses, creditors became less willing to extend credit, resulting in a tightening of the 

credit supply and accelerating recessionary pressures.  

 The financial crisis engendered a vigorous debate on how to regulate SIFIs, also known by 

the monikers “too big to fail” (TBTF) or “too big to save.” Advocates have proposed a broad 
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range of policy options. Some observers have argued that the perception the government is 

unwilling to allow a SIFI to fail creates a moral hazard for the banks – firms that are confident of 

a bailout are more likely to engage in risky behavior – and have called for the breakup of large 

institutions. Others have advocated a laissez-faire approach to the markets. However, most new 

regulation has sought to increase resiliency by combining incentives for large financial institutions 

to avoid excessive risk, while introducing mechanisms to mitigate the systemic impact of any 

future failures. For example, a recent draft Senate bill called the Terminating Bailouts for 

Taxpayer Fairness Act seeks to implement capital requirements of 15 percent for banks with assets 

of more than $500 million, while regional banks at eight percent. 45 The provisions of the bill 

could simplify the regulatory structure by eliminating complex calculations and by including all 

investment instruments involving banks on the balance sheet. At the same time, it is not clear what 

impact it would have on U.S. participation in the Basel III framework, a voluntary international 

banking accord.  

 The industry study found that considerable debate exists about increasing capital and 

liquidity requirements for all financial institutions, including whether there should be more 

stringent requirements on SIFIs. Any changes, however well-intentioned, could have far reaching 

implications, particularly if they lead to a permanent segregation of the industry into two 

categories of SIFI and non-SIFI firms. Furthermore, such measures could put the U.S. out of step 

with its G-7 partners if they set the U.S. on a course that differs profoundly from the Basel III.  

 

Recommendation #1: Ensure any New Requirements beyond Basel III are Coordinated 

Globally and Debated Transparently, Recognizing Competing Interests 

 

 The industry study recommends that before making any fundamental changes to capital and 

liquidity requirements, regulators and policymakers should facilitate a lengthier and more 

transparent period of public discussion about the potential implications of such decisions. This 

could involve Congressional hearings that feature SIFIs, representatives of non-SIFI institutions, 

and other experts. The policy discussion should focus on the potential benefits and risks of any 

new requirements, with a particular focus on: 1) the future of the industry if a split between SIFI 

and non-SIFI entities becomes further institutionalized; and, 2) potential risks for the United 

States if it deviates from the Basel III framework. 

 

Key Issue: Government Sponsored Enterprises (GSE)  

 Elements of risk reside within the complexities of every bank balance sheet, but it is the 

interaction of these risks with government macroeconomic policies that establishes the potential 

for severe economic consequences. This type of fragility exists within the secondary mortgage 

market even as it is a tremendous source of vitality for the US economy. A severely disrupted 

secondary mortgage market could clog liquidity in the capital markets and stall a still vulnerable 

housing market. These concerns were expressed repeatedly during visits to key institutional 

participants in the secondary mortgage market.  

 The secondary mortgage market provides liquidity for trillions of dollars that would 

otherwise tie up bank capital during lengthy mortgage loan amortization. Banks have been able to 

originate and service mortgage loans, while capital is able to move back into the lending pool 

through the transmission of millions of mortgages packaged into bonds (Mortgage Backed 

Securities – MBS) for fixed income investors that are guaranteed against default either explicitly 

through the government-owned corporation Ginnie Mae or implicitly through GSEs Fannie Mae 
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and Freddie Mac. The vital liquidity provided by the secondary mortgage market that fuels the 

flow of capital between lending institutions and consumers and bolsters the national economy 

requires counterparty investors attracted to the low risk and steady yields associated with 

mortgage bonds. This market’s vitality has been a focus of government efforts since 2008, and no 

single mechanism more aptly demonstrates those government efforts than quantitative easing. 

 As a component of quantitative easing (QE) aimed at resuscitating the housing market, the 

Federal Reserve has assumed the role of primary purchaser of mortgage backed securities in the 

secondary market; and, through the Treasury’s conservatorship of Fannie Mae and Freddie Mac, 

the primary generator of mortgage backed securities. As concerns mount regarding the growing 

national debt, the prospect of inflation, and the risk of moral hazard associated with GSEs’ implicit 

guarantee, debate continues about how the government should attempt to end its role in this 

system. The exit of such a powerful force in the secondary mortgage market introduces a potential 

void which, if left unfilled by wary investors, sets preconditions for macroeconomic stress. 

 It seems likely that interest rates will rise in coming years. How quickly rates rise and to 

what level will define the investment landscape. In such a landscape, the large institutional 

investors seeking lower risk, lower yield investment vehicles such as MBS may be driven to invest 

elsewhere as rising interest rates and inflation cheapen the value of existing MBS bonds. If rates 

rise rapidly, both homebuyers and MBS bond investors could begin to avoid this market as interest 

rate risk will be more difficult to price. This price and yield volatility could produce a flight to 

other fixed income investments such as treasuries for many institutional investors. Such a flight 

away would stall secondary mortgage markets and create liquidity risk as lenders would be forced 

to carry the larger burden of credit and interest rate risk over the longer term.  

 While debate continues over the ultimate role of GSEs in the secondary mortgage market, 

the current federal conservatorship of Fannie Mae and Freddie Mac continues to be the primary 

source of MBS generation in that market. If the federal role ends, this would likely increase 

uncertainty for institutional investors and increase the stress on private lending institutions 

involved in residential mortgage lending. Without federal MBS guarantees to investors, private 

issuers of MBS will require increasingly strict bank lending requirements and standards. While 

tighter lending practices are not necessarily counterproductive, loans structured to support the 

longstanding American institution of homeownership such as the 30 year mortgage may be 

jeopardized. Shifts away from affordable monthly mortgage payments provide the preconditions 

for tectonic economic effects. 

 

Recommendation #2: A Clear, Minimally Disruptive QE Exit Strategy 

 As QE purchases represent $45 billion of monthly MBS purchases, the Federal Reserve’s 

eventual exit from this role must be carefully considered, well timed, and clearly communicated 

in advance so as not to disrupt the vital secondary mortgage market and risk lapsing into a 

liquidity crisis. Chairman Bernanke has placed significant emphasis on transparent 

communication of intent as a way of increasing the effectiveness of the Federal Reserve’s efforts 

to promote financial stability. Thus far, his focus on effective communication has had an enormous 

effect on reducing uncertainty throughout most financial sectors. In particular, fixed income 

markets and lending institutions have reacted positively to even negative economic news when it 

has been aggressively accompanied by assuaging Federal Reserve statements promising 

mitigation plans. Because the Federal Reserve’s exit from quantitative easing equates to the 

disappearance of substantial amounts of capital from the secondary mortgage market, its plan to 

do so must also be transparent to allow other market participants to prepare for that disruption. 
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Additionally, the exit would ideally occur with only small incremental changes to the Fed’s 

targeted interest rate. These actions would create an investment landscape that does not drive 

investors away from MBS purchases. In conjunction with the following recommendation, private 

investors could seamlessly assume the Federal Reserve’s current role in the secondary mortgage 

market.  

 

Recommendation #3: Incentivize Private Investment in the Secondary Market 

 Private investment should replace QE MBS purchases. In order to navigate the minefield of 

an exit from QE, while likely raising interest rates and maintaining a healthy secondary mortgage 

market, provisions of fiscal policy should include incentives targeted at the private institutions 

likely to assume the roles of MBS generation and investment. Without willing private investors to 

replace the $45 billion of federal agency MBS purchases, liquidity via transmission through the 

secondary mortgage market would be jeopardized. Incentivization must attract low risk/low yield 

investors without perpetuating the costly federal guarantees against default implicit through 

Fannie Mae and Freddie Mac MBS. The removal of this implicit federal backstop without proper 

incentives will drive lower risk investors elsewhere. Likewise, incentives similar to those offered 

by Treasury Inflation Protected Securities will attract much needed lower yield seeking investors 

into the MBS market.  

 

Key Issue: Global Interconnectedness 

 The global nature of financial services also creates both opportunities and potential risk for 

the U.S. financial services sector. Many U.S. investment and commercial banks operate globally, 

and play important roles in the global economy by enabling investments and facilitating 

international commerce. Nonetheless, several related systemic risks could adversely affect the 

health of the U.S. financial services industry. These include: 1) risks related to the adverse 

economic conditions at the global, regional, or national levels; 2) potential vulnerabilities 

associated with U.S. economic interdependence with China; and, 3) risks related to the Euro. 

 First, the interconnected nature of the financial services industry means that adverse 

economic conditions abroad could adversely impact U.S. investment and commercial banks, even 

as the U.S. economy is growing. For example, if a U.S bank had major financial interests in an 

Asian country that currency speculators bet against, the U.S. bank could incur losses that may 

jeopardize the ability of the U.S. firm to fulfill its commitments to U.S. shareholders or clients. 

Thus, global involvement of U.S. financial service firms could be considered healthy 

diversification, or an example of systemic risk, depending on developments in the world economy. 

To increase resiliency and mitigate these risks, regulators and oversight bodies will have to ensure 

that they fully consider international exposure. 

 Second, there are potential opportunities and vulnerabilities associated with the nature of 

U.S. economic interdependence with China. As China becomes richer, the potential exists that the 

U.S. will be able to export more goods and services to China and the economic relationship will 

grow more balanced. This in turn creates additional opportunities for the U.S. financial services 

industry. If the Chinese economy slows, these opportunities could diminish. Perhaps more 

importantly, China plays an important role in the market for U.S. Treasury bonds used to finance 

U.S. federal deficit spending. Were the Chinese to decide – for either political or economic reasons 

– to attempt to manipulate this market, it could affect U.S. interest rates, with important 

implications for the U.S. financial services industry, and the U.S. economy writ large. This 

potential vulnerability again highlights the potential benefits of political compromise on issues 
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related to the U.S. federal budget. 

 Finally, ongoing instability in the European Union (EU) and its member states is likely to 

continue or worsen in the coming one-to-three years, potentially threatening both the nascent U.S. 

economic recovery and the stability of the U.S. financial services industry in particular. These risks 

stem from the fragility of the EU’s overall institutional design, and most particularly with the 

Economic and Monetary Union (EMU) that underpins the Euro currency. The EU could preempt 

some of this risk with quick, decisive policy action, but such action is uncertain. U.S. policymakers 

could offer useful advice and support, but with its credibility undermined in certain elements of the 

European polity, there appears to be relatively little chance the United States will decisively 

influence EU policy-making in the near term. Rather, the United States will likely regain influence 

as it resolves its own fiscal challenges, or when the European crisis becomes so grave it threatens 

the global economy. 

 

Recommendation #4: Strengthen International Cooperation on Financial Stability 

 Strengthen cooperation between the new Financial Stability Oversight Council (FSOC) and 

counterpart entities in other large countries, with a focus on long-term strategic risks that may be 

developing in the international financial services industry. The focus of such cooperation would 

not be the health of the global economy, per se, as that is currently within the remit of numerous 

other forums and meetings. Rather, it would be to look several steps ahead and determine if 

strategic, systemic risks may be emerging in the system that policymakers may need to address at 

both international and domestic levels. Once risks are identified, the FSOC could provide more 

explicit recommendations to policymakers and industry to address issues the FSOC believes could 

have industry-wide implications. Through the issuance of new rules and the sophisticated use of 

FSOC reports on emerging international risks (both public and inter-agency), the US financial 

services sector would be less likely to become overexposed internationally in ways that could 

affect the entire sector, and the economy as a whole. 

 

Enduring Tension between Open Markets and Regulation in the Financial Services Industry 

 All industries are subject to a tension between the goals of well-regulated markets and 

encouraging firms to create wealth. This tension is pronounced in the financial services sector, 

which has been subjected to wide swings in its regulatory environment during recent decades. 

This cyclical process has been motivated by the critical issues at stake. Whereas in other industries 

regulatory overreach or inattention may result in negative consequences to a specific sector, poor 

regulation of the financial services industry can result in dire consequences for the U.S. economy 

as a whole. The failure of government policies to strike the right balance has the potential to 

impact the economic prospects of American people for generations.  

 As a consequence of these risks, policymakers have historically been prone to reactive rather 

than proactive regulation within the financial services sector. In the wake of banking crises and 

failures, legislators have tended to react quickly to increase oversight and regulatory powers of 

the federal government. Industry leaders often criticize the resulting laws as onerous and stifling 

of the industry. In periods of rapid economic growth, policymakers have acted equally decisively 

to dismantle government oversight authorities with the goal of maximizing the wealth creation 

potential of the financial markets. While this oscillation is a manifestation of the political process, 

the risk and potential inherent in financial markets have sometimes amplified the severity of the 

policy cycle, causing regular and deep fluctuations in the regulatory environments not experienced 

by other industries.   
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 In addition to rapid policy flux, the tension between financial stability goals and the desire 

to avoid interference in markets has resulted in a patchwork of regulatory agencies that some 

commentators have characterized as ill-suited to a modern financial system and plagued by 

bureaucratic overlap and gaps in jurisdiction. As successive bouts of legislation have established 

new agencies, the authorities of legacy regulators have either been circumscribed to smaller 

segments or shared with new entities. The complexity of this regulatory structure has imposed 

compliance burdens on industry and at times has undercut the intent of policymakers. 

One consequence of this reactive legislative process has been the hasty codification of laws 

intended to address public concerns regarding the conduct of financial services firms. These laws 

often have unanticipated impacts on markets. As these second order effects become clear and time 

passes, and political pressure to address perceived improprieties by financial services firms has 

lessened and legislators have historically scaled back regulation. 

 The financial services sector is currently at such a juncture. The Dodd-Frank Act granted 

broad new federal oversight authorities to the federal government. However, the scope and reach 

of the law is such that a many of its provisions have yet to be written into regulations, including 

such major provisions as the Volcker Rule banning proprietary trading (the practice of using 

deposits to invest on behalf of the firm), provisions governing the extraterritoriality of U.S. 

securities regulations, revised liquidity and capital requirements and short term debt limits. This 

lag in regulation promulgation results from both the sheer volume of Dodd-Frank provisions and 

the contentious nature of certain sections. 

 Some believe this regulatory ambiguity exerts a significant drag on industry. Industry 

interlocutors interviewed as part of this industry study almost unanimously noted that uncertainty 

over the scope and timeline of Dodd-Frank implementation was an impediment to strategic 

planning. New rules governing capital requirements and proprietary trading could require 

significant adjustments to the business plans of banks and securities firms. Extraterritorial 

application of rules on securities trading would impact the operations of investment banks. 

Prolonged uncertainty over the future regulatory climate does not appear to serve the interests of 

industry, consumers or the U.S. government and hinders the ability of financial services firms to 

recover from the financial crisis and serve as efficient conduits of capital and credit for the Defense 

Industrial Base and other sectors crucial to national security.  

 The lack of adequate funding for regulatory agencies is a corollary problem that has 

hampered the ability of industry and academics to render a judgment on the efficacy of Dodd-

Frank provisions. Some regulators appear to be understaffed and ill-equipped to monitor the 

rapidly evolving technical innovations in the markets. A common theme during our engagements 

with regulators was that government agencies that are not self-funded are challenged to effectively 

exercise their supervisory mandates at current appropriation levels.    

 While swings of the regulatory pendulum are a part of the U.S. political system, it seems 

advisable for policymakers to not subject industry to prolonged periods of uncertainty during a 

drawn out promulgation process, or to neuter the authorities of regulators as a consequence of 

fiscal debates. Based on our interactions with industry and government, it seems imperative that 

existing statutes be implemented quickly and fully and that regulators be given the resources to 

enact the law in an effective manner. Only then will financial services firms have the certainty to 

plan for the future with a measure of confidence. Full implementation will also allow for informed 

debate on the efficacy of the law and whether certain provisions should be amended or repealed 

through the legislative process. To that end, this paper makes the following recommendations to 

promote a more stable and transparent oversight climate. 
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Recommendation #5: Support Regulators 

 Despite the challenges of sequestration, Congress and the Administration should 

immediately devote additional resources to financial services regulators to enable the federal 

rulemaking process to promulgate Dodd-Frank regulations quickly and in their entirety. While 

extensive public comment periods are important to demonstrate responsiveness to industry 

concerns, extended public review periods do not appear to be required by the Administrative 

Procedure Act and may undermine the industry concerns they ostensibly seek to protect. 

 

Recommendation #6: Allow SEC and CFTC Self-Funding 

 Next, the Administration and Congress should extend to the Securities and Exchange 

Commission and the Commodity Futures Trading Commission the same self-funding provisions 

accorded to the Federal Deposit Insurance Corporation (FDIC) and Financial Industry 

Regulatory Authority (FINRA). It will only be possible to judge the merits of Dodd-Frank when 

regulators are granted the stable revenue stream necessary to fully implement its provisions. 

Allowing financial regulators to fund their own operations through fees and fines will eliminate 

the problem of cyclical enforcement. If it is later determined that the regulators are exacting too 

heavy a toll on industry the problem can be corrected by curtailing their authorities through the 

legislative process, rather than relying on the budget process.  

 

Conclusion 
 This paper sought to examine the current state of the commercial and investment banking 

segments of the U.S. financial services industry five years after the 2008 financial crisis, using the 

tools and methods of the Dwight D. Eisenhower School for National Security and Resource 

Strategy at National Defense University. Given this context, the national security professionals 

who composed the industry study team had the great benefit of being “outsiders” as they met with 

a broad array of regulators, private firms, media members, and other observers of the financial 

services industry. The team received candid input as we sought to objectively assess the state of 

industry and consider related implications for U.S. national security. 

 Repeatedly, our visits and engagements focused our attention on three broadly correlated 

trends: 1) the relatively high degree of concentration in certain segments of the industry; 2) the 

fact the largest firms are arguably quite profitable; and, 3) the concern that the failure of one or 

more of these firms could imperil the financial system and the national economy. 

 In the main body of this report, the team sought to offer reasonable recommendations that 

could help the U.S. financial services industry remain a dynamic and innovative component of the 

national economy, while ensuring it is open to new or emerging competitors and postured to 

remain resilient despite the complex international economic situation. The appendix to this report 

provides additional context, perspective and recommendations on other contemporary issues in 

the industry. The Eisenhower School Financial Services Industry Study hopes this report will offer 

a useful perspective on the important role of this industry for national security, and some modest 

suggestions on how policymakers, regulators and industry could work together to meet identified 

challenges and ensure the industry remains healthy for years to come.  
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Appendix – Context and Additional Issues 

 

Context: A Brief Survey of U.S. Financial Regulation 

 The extent and nature of the U.S. government’s role in regulating the financial services sector 

has fluctuated with historical developments. Since the 1913 creation of the Federal Reserve System, 

there has been general consensus across the political spectrum that it is appropriate for the U.S. 

government to exercise some degree of oversight over U.S. financial markets. The two major waves 

of financial oversight legislation followed severe financial crises that propelled bipartisan interest 

in addressing financial services practices perceived to have contributed to the crises. After the stock 

market crash of 1929 ushered in the Great Depression, policymakers established a strong 

regulatory architecture that segregated market segments. 

 The Banking Act of 1933, crafted by Senator Carter Glass (D-VA) and Congressman Henry 

Steagall (D-ALA) 46 (also known as the Glass-Steagall Act) created the Federal Deposit Insurance 

Corporation (FDIC) to provide a guarantee for bank depositors and to prevent bank runs resulting 

from fears of bank defaults. The Glass-Steagall Act, in response to the promotion of investments 

by the banks that had contributed to the crash, created statutory separations between investment 

and commercial banking activities. It also formally capped interest rate returns on deposits which 

had significant consequences in future market developments. Prior to the 1929 stock market crash 

state banking, securities and insurance oversight agencies performed most regulation of financial 

markets. In the wake of the crash a consensus emerged that the interconnected nature of financial 

markets and their potential to impact the national economy required the federal government to 

exercise oversight over financial markets. In addition to Glass-Steagall, the Securities Exchange 

Act of 1934, the Federal Credit Union Act of 1934 and the Commodity Exchange Act of 1936 

established the patchwork of federal regulatory agencies that remains in place today. This wave 

of financial oversight legislation created the federal banking regulatory system divided between 

the FDIC, Office of the Comptroller of the Currency, and the National Credit Union Association. 

Statutes from this era also established the Securities and Exchange Commission (SEC) responsible 

for overseeing stock and options markets and the predecessor of the Commodity Futures Trading 

Commission (CFTC) with jurisdiction over the trade in futures.  

 As financial markets developed over successive decades, the majority of the Glass-Steagall 

restrictions on banking activity were slowly dismantled. The development of money market funds, 

the shadow banking system, and a growing competitive disparity between the investment and 

commercial banking industries led the Federal Reserve in 1986 to revise its interpretation of 

Glass-Steagall allowing for commercial banks to engage in speculative investments within certain 

limits. By the late 1990s, the U.S. government had effectively ceased to implement Glass-Steagall 

through the systematic retraction of related regulations.47 In November 1999, the passage of the 

Financial Services Modernization Act of 1999 (Gramm-Leach-Bliley Act) formally repealed most 

Glass-Steagall restrictions on banking practices.  

 Like Glass-Steagall in the 1930’s, the 2010 passage of the Dodd-Frank Wall Street Reform 

and Consumer Protection Act was a reaction to a financial crisis, and enacted enhanced government 

oversight and regulatory powers over financial markets. Among several new regulatory entities 

created by Dodd-Frank, the Financial Stability Oversight Council (FSOC) has the most far-reaching 

mandate. The FSOC is consultative council charged with identifying and addressing “emerging 

threats to financial stability.”48 The legislation also created the Consumer Financial Protection 

Bureau (CFPB) to which it granted the authority to safeguard the interests of consumers of financial 

services products and began operations in 2011.49  
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Issue: Credit Reporting Agencies 

 Credit Reporting Agencies (CRAs) play a critical mediating role for the financial industry. 

“Generally, a credit rating is an assessment of the likelihood that a particular financial instrument, 

such as a corporate bond or mortgage backed security, may default or incur losses.”50 Many firms 

and individuals rely heavily on the opinions of these agencies in making investment decisions. 

Historically, the rating agencies have generally encouraged the perception that the higher their 

rating on a security, the less risk it poses for investors. “The Credit Rating Agency Reform Act of 

2006 (Agency Act) was introduced to help foster accountability, transparency, and competition 

among Credit Rating Agencies.”51 However, some observers have noted that the government has 

not dedicated the necessary resources to implement the provisions of the CRA Reform Act. 

 A number of analysts have asserted that the CRAs contributed to the financial crisis by 

awarding overly favorable ratings to risky securities. In the months following the collapse of 

Lehman Brothers, thousands of securities that had received an AAA by the major credit rating 

agencies entered default. Observers have suggested that profit motivations began to impact the 

integrity of CRA opinions in the period leading up to the crisis. Supporters of Dodd-Frank asserted 

that one of the motivations behind the legislation was to establish a regulatory framework for the 

CRA industry. 

 While some concerns over CRA business practices and compensation have been addressed 

by provisions of Dodd-Frank, the question of accountability for past CRA actions may be the 

subject of further legislation and possible litigation. “It was not in the short term economic interest 

of either Moody's or S&P, however, to provide accurate credit ratings for high risk RMBS and 

CDO securities, because doing so would have hurt their own revenues.”52 Institutional investors 

who are not permitted to own low-rated securities, must have the confidence the high ratings 

assigned by CRAs are reliable. Attempts to regulate the CRA industry are complex given that 

such measures could potentially impinge on First Amendment protections. The Department of 

Justice has initiated a civil complaint against Standard and Poors alleging that “S&P’s desire for 

increased revenue and market share…led to S&P to downplay and disregard the true extent of the 

credit risks posed by the investments it was rating.”53  

 

Recommendation: Policymakers should consider developing new mechanisms to increase 

transparency and competition in the CRA industry and ensure investors understand the 

relationships between CRAs and their clients. 

 

Issue: Corporate Governance and Compensation 

 The practice of awarding bonuses, stock options, long-term incentive plans, employee 

benefits, paid expenses, and resignation packages for performance is a common practice in 

financial institutions, especially at the executive levels. Originally, the practice of rewarding 

employee performance by offering monetary incentives was justified by academic work on 

principal-agent contracts, which argued these performance bonuses would better align the 

interests of managers and shareholders.54 The 2008 financial crisis revealed that financial sector 

compensation practices can create incentives for excessive risk-taking in the short-term that poses 

systemic risks to the financial system as a whole.  

 During corporate governance and leadership discussions, executive compensation practices 

are often singled out as one of the most problematic elements of the incentive system; some argue 

they contribute to the accumulation of enormous amounts of risk on bank balance sheets.55 
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Financial sector compensation is designed to encourage competition and attracts highly talented 

people. Analysts have argued that this approach has encouraged some traders to produce analysis 

and products that create the appearance of superior performance while obscuring long term risk. 

New products are often so mathematically complex that they can be difficult and costly to monitor 

risk and related activity directly.56   

 

Recommendation: Regulatory agencies should finish promulgation of Dodd-Frank rules related 

to compensation. Policymakers should more directly establish disincentives to illicit or overly 

risky behavior by establishing clear and simple rules that hold corporate officers and board 

members responsible if they knowingly ignore questionable activity and/or fail to exercise due 

diligence over activities legally proven to be illicit.  

 

Issue: High Frequency Trading (HFT)  

 The investment and commercial banking industries are in a period of strategic 

transformation that will impact the long-term viability and sustainability of the industry as a 

whole. A key challenge confronting the industry is the question of whether HFT and over-the-

counter derivatives (OTC) pose threats to the integrity of the U.S. financial system. Industry 

leaders undermined public trust in the wake of the financial crisis when they acknowledged an 

incomplete understanding of the risk profile of their own firms’ complex products and analytic 

models.57 Despite the reforms instituted in the wake of the crisis, the practice of HFT remains a 

source of potentially opaque risk to the financial system.58 HFT trading currently accounts for 70 

percent of the volume trading on U.S. exchanges.59 Supporters claim that HFT provides liquidity 

to the markets and lowers volatility, making markets more efficient and reducing trading costs to 

investors. Critics posit that as exchanges have competed for HFT volume they have been able to 

obtain better fee structures, faster order interfaces, faster price feeds, and the co-location products, 

all of which generates an unfair competitive landscape and essentially allows for insider-trading. 

Many also blame a recent proliferation of short duration “flash crashes” on the practice of HFT 

and believe it is a serious systemic risk affecting the U.S. financial system.60  

 HFT highlights both the resiliency and fragility of the financial services industry. On the 

one hand it is highly innovative and adaptable. On the other, when innovation outpaces regulation 

it is difficult the government to assess risks to financial stability. 

 

Recommendation: Policymakers should fund additional independent research on the effect of 

HFT on the market. Studies should examine whether the U.S. government should prohibit 

exchanges from collaborating with HFTs to gain an unfair advantage and should examine 

appropriate enforcement actions against those that do. To ensure against market abuse, the U.S. 

government must reassess the equity market fee structure between HFTs and the exchanges. The 

U.S. government should consider requiring an “assessment period” between the creation of an 

HFT algorithm and implementation of the algorithm to determine effects and risks. 

 

 

 

Issue: Over-the-Counter Derivatives (OTC) 

 Unlike the recently developed technological risks posed by HFT, risk in the derivatives 

markets has evolved over decades. Derivatives were conceived as tools to hedge risk associated 

with agricultural commodities, but have expanded so that today, “most derivatives are linked to 
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financial variables, such as interest rates, foreign exchange, stock prices and indices, and the 

creditworthiness of issuers of bonds. The market is measured in the hundreds of trillions of dollars, 

and billions of contracts are traded annually.”61 Unlike stock options and futures contracts which 

are traded on formal exchanges under the oversight of the SEC and CFTC respectively, swaps 

contracts are concluded by private parties outside of formal exchanges in transactions known as 

OTC trades. As such they have been exempt from regulation.62  

 As OTCs developed, many analysts viewed them as a “beneficial financial innovation that 

distributed financial risk more efficiently and made the financial system more stable, resilient, and 

resistant to shocks.”63 Since the financial crisis analysts have engaged in a debate over the value 

of OTCs. Some assert that the volatility, complexity, and lack of transparency associated with 

OTCs, combined with a lack of regulatory oversight, contributed to the 2008 crisis.64 The opaque 

nature of these transactions can contribute to systemic risk and impact not only the integrity of the 

financial services industry, but also health of the national economy.65 Losses incurred in the 

speculative markets in 2008 impacted liquidity and credit and undermined the soundness of many 

firms, including those in the defense industrial base.  

 Dodd Frank attempts to address the risks in OTCs by closing the regulatory gap previously 

existing around OTC. It seeks to mandate standardized central clearing and exchange trading to 

increase the transparency of the trade, to require data collection and reporting of trades again to 

increase transparency and allow regulatory oversight, ensuring capital adequacy of swap 

participants and establishing a formal code of conduct.66 As the regulatory lead, the CFTC faces 

the challenge of being “tasked with regulating the swaps markets with an estimated notional value 

of approximately $300 trillion – roughly eight times the size of the regulated futures markets.67 

Budgetary and staffing constraints, implementation delays, industry and market responses and 

technological challenges all indicate that legislation is being challenged by current events. 

Consistency of regulatory enforcement is also an issue as commissions have indicated that some 

enforcement delay is expected specific to certain rules, and that some rules may never be 

enforced.68 Given the regulatory uncertainty, some swaps firms have opted to register as futures 

exchanges instead of waiting for new swap rules.69 

 

Recommendations: Policymakers should consider providing additional resources for the CFTC 

to regulate the OTC derivatives markets more effectively, particularly if the earlier 

recommendation to allow the CFTC to self-fund is not enacted. CFTC should seek to ensure the 

OTC markets are transparent so that it is clear who all active participants are, including shadow 

banking entities.  

 

Issue: Dark Pools  

 Unlike HFT and OTC derivatives, which the government is seeking to regulate more 

closely, dark pools are currently unregulated exchanges in the capital markets where buyers and 

sellers can trade stocks anonymously. The use of dark pools has risen substantially and the 

percentage of stock trading taking place away from regulated exchanges is at all-time highs. 

According to Rosenblatt Securities, dark pools have accounted for 40 percent of all trades on some 

days this year, up from an average of 16 percent five years ago.70 Regulated exchanges, like the 

NYSE, claim that dark pools have an unfair competitive advantage because they are not subject 

to the regulatory burdens faced by regulated exchanges. Private trading complicates price 

transparency, makes it difficult for individual investors to participate in the market, and according 

to a recent Australian study, increases trading costs.71 
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Recommendation: Regulators should consider whether additional reporting requirements should 

be instituted for dark pools to a governmental regulating body that would not release the 

information to the public. Government regulators should study the work done in Australia and 

Canada on regulation of dark pools and consider whether there are lessons for the U.S.  

 

Issue – Student Loan-Backed Securities (SLAB) 

 Debate over the existence of an “education bubble” in the United States has prompted 

speculation that SLAB may be a source of near term risk to the U.S. financial system.72 Some 

aspects of the one trillion dollar student loan market bear resemblance to conditions preceding the 

collapse of the mortgage backed security market in 2007-2008. High investor demand for riskier 

products, loans originated with low underwriting standards, and rapidly increasing delinquency 

rates draw troubling parallels to conditions that generated the U.S. financial crisis. The SLAB 

market differs from the MBS market of the early 2000s in fundamental ways and, under current 

conditions, is unlikely to be the source of systemic instability. Most importantly, the SLAB 

volume is a fraction of the size of the tens of trillions of dollars’ worth of mortgage backed 

securities traded each year in the period preceding the financial crisis.73 A majority of the one 

trillion dollars of outstanding student debt consists of non-securitized government-backed student 

loans issued under legacy federal education subsidy programs. Securitized loans issued by private 

lenders total only $140 billion. Although the relatively small size of total SLAB volume suggests 

that even widespread default is unlikely to pose a systemic risk to the U.S. financial system, the 

damage of such a scenario could be compounded if brokers amplify the risks by developing 

extensive SLAB-based derivative products and shorting mechanisms.  

 

Recommendation: Federal regulators should closely monitor the development of SLAB-based 

derivatives to ensure they do not develop pockets of low visibility leverage within the financial 

system. Federal regulators should study the effects of securitized debt that have controllable 

variable levels of supply and demand, and commensurately, shifting values of return on investment 

such as student loans or mortgages.  
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