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Restoring the Rule

of Law in Finance
Todd Zywicki

he unraveling of the rule of law in finance is inherent in the sys-

tem’s discretionary process of regulation. Each financial crisis
begets new requlations and new regulatory agencies with more expansive
and discretionary powers. The general entanglement of finance, leftist interest
groups, and the federal regulatory apparatus has created a threat to freedom
that is almost unique in history. Leftist activists, “woke” corporations, and
regulators and politicians have recognized and acted on the opportunity to
use the financial regulatory system both to enact preferred policies through
anti-democratic means and to silence their ideological opponents. As govern-
mental power grows, the threat of its misuse grows concomitantly.

Adherence to the rule of law is essential for economic growth and per-
sonal liberty.! The maintenance of a stable order of rules, transparent and
accountable legislative and regulatory processes, and rules announced in
advance and consistently applied enables individuals to make plans and
have confidence that they will carry them through to fruition. The rule of
law enables private individuals to anticipate other people’s behavior, includ-
ing governmental officials, so that they can make their own plans, pursue
their individual ends in life, and coordinate their activities with others in
the economy.

Yet the rule of law is in steep decline in the United States as seen in
a variety of actions of the current Administration in areas as diverse as
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environmental regulation, immigration policy, public health measures,
student-loan forgiveness, and even an assertion of the power to prevent
landlords from evicting tenants, an action allegedly justified by the Covid
pandemic. Although the demise of the rule of law in finance is not unique,
it is representative, and because of the unusually convoluted and secre-
tive nature of financial regulation, it is a particular exemplar of the clash
between the rule of law and the modern regulatory state, a clash that affects
every one of us but that most of us are not even aware is occurring,

The connection between finance, liberty, and the rule of law may not
be immediately obvious, but the financial system is part of the essential
infrastructure of society and the economy that enables people to have a
bank account, buy a home, start a business, or simply make a purchase
at the grocery store. As Ayn Rand observed, in a free society, money “is a
frozen form of productive energy.”? When converted through the financial
system into active energy, the financial system makes possible the pursuit
of happiness for each of us and our families. The erosion of the rule of law
in finance is thus a threat not only to our nation’s economic system, but also
to our liberty and individual rights.

A series of government crises stretching back to the Great Depression
has built the modern financial regulatory system, expanding government
power and discretion and deeply entangling governmental regulation with
purportedly private financial institutions. Increasingly, the Left is using
this leverage over the financial system to pursue its social agenda for wealth
redistribution and to enrich favored constituencies. In many instances, this
process reflects an unholy alliance with mega-banks and entrenched spe-
cial interests that benefit from the modern system of opaque and complex
regulation and can use the costs and complexity of the regulatory system
as a competitive advantage.

Even more sinister, the financial system increasingly is being used both
to advance the Left’s agenda in the culture war, punishing those with disfa-
vored political opinions and religious beliefs by stripping them of access to
financial services, and to advance a broad and controversial climate change
agenda through antidemocratic means. Faced with these unprecedented
threats to freedom and the rule of law, conservatives must consider real
solutions before it is too late.

Why the Rule of Law Matters for Finance

A defining characteristic of the rule of law is that rules are general, coher-
ent, consistent, and simple enough that those who are governed by them
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can actually understand and conform their behavior to those rules and

anticipate how others will act.? In turn, this enables affected parties to coor-
dinate their plans with minimal friction and conflict. It is recognized that

adherence to the rule of law requires that parties be able to conform their
behavior to it. For example, it would violate the rule of law for an individual

to escape criminal prosecution only if he can hold his breath for 15 minutes

straight. It also violates the rule of law to create thick webs of inconsistent

rules and regulations with which it is impossible to comply as an economic

matter. “[E]conomics is subject to its own set of ‘laws,” as in the physical

world and...excessive economic regulation will run afoul of the empirical

regularities of economics. As a result, excessive economic regulation simply
cannot be applied consistently with the rule of law.”*

Although governance by the rule of law is essential for the operation and
maintenance of a free society generally,’® it is especially important for the
stability and efficiency of the financial system. At root, financial transactions
of any sort are simply contracts; for loans or other financing arrangements
to occur, it is therefore necessary that those contracts be enforceable in a
predictable manner. In order to make a loan, for example, it is necessary
either to price the loan terms efficiently in light of the risk, such as by
pricing the interest rate or other terms based on the loan’s predicted risk,®
or to reduce losses, such as by lending smaller amounts to all borrowers
or by refusing to lend to higher-risk borrowers. Poorly designed financial
regulation that interferes with the ability to price risk effectively, such
as interest-rate ceilings, will thus exert a drag on financial and economic
activity by forcing financial institutions to raise the costs they charge to all
borrowers or lending only to the most creditworthy borrowers.” Raising
the cost of capital will stifle new business creation, entrepreneurship, and
economic growth. Thus, it is not surprising that the presence of the rule of
law is correlated with economic growth and a country’s level of economic
prosperity.®

Beyond the economic effects, however, the absence of the rule of law in
finance can have spillover effects that chill an individual’s expression of
freedom of speech and religion. During the era of the Soviet Union, it was
often noted that the Soviets had a marvelous bill of rights that guaranteed
freedom of speech and religion—but it was also noted that the guarantee of
freedom of speech or press was meaningless if the government controlled
access to financial capital and all of the paper and printing presses.® If an
author or website cannot receive payment for items they produce, then they
are effectively subject to the political whims of the banks and payments
providers that enable them to make sales and pay employees.
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Consider, for example the case of Martin Luther King, Jr., and the South-
ern Christian Leadership Conference. What if banks of the era had been
unwilling to provide financial services to King or the SCLC so that they could
travel, pay employees and lawyers, or even post bail when arrested on the
basis that they were effectively an organized criminal conspiracy designed
to break the law through trespass and by creating a nuisance? Astonishingly,
that is precisely what the government of Canada did to those who partici-
pated in the “Trucker’s Freedom Convoy” in Toronto last year when it froze
their bank accounts. According to some reports, the government froze the
bank accounts of those who merely contributed to the truckers’ accounts.
Even more alarming, according to one poll, 65.7 percent of American Dem-
ocrats approved of Prime Minister Justin Trudeau’s actions.*

Although adhering to the rule of law in finance promotes overall eco-
nomic activity and facilitates access to financial services for all, there
are interests that benefit from providing the government with greater
regulatory discretion. Those who benefit from a system grounded on rule-
of-law values are likely to be heterogeneous and largely disorganized, and
the costs of such policies are spread widely."! Those who benefit from a
more complex, discretionary system will be those with a comparative
advantage in bearing the costs imposed by such as system and with supe-
rior power and influence that enables them to influence governmental
decision-making.

First, government officials, both in Congress and the regulatory agencies,
will support greater discretion in financial regulatory policy. More com-
plex, unpredictable, and confusing regulation gives government officials
greater power and ability to influence policy to pursue their own personal
and policy agendas. Increased government power and discretion will also
increase the market value of bureaucrats’ human capital if they leave the
government and move into the private sector. A vague and complex reg-
ulatory framework places a premium on gaining access to governmental
decision-makers and using those personal relationships to secure beneficial
regulatory outcomes.

For example, empirical studies have found that the likelihood that
financial institutions would acquire funds from the federal government’s
Troubled Assets Relief Program (TARP)'? during the 2008 financial crisis
was substantially related to the extent of their political influence, such
as their political campaign contributions to influential Members of Con-
gress, the intensity of their lobbying operations, or the presence of former
Treasury or banking regulatory officials on their boards of directors.’
The relevance of these political factors is notable in light of the fact that

JUNE 2023 | 4



FIRST PRINCIPLES | No. 92

heritage.org

eligibility for TARP funds was subject to specific formal requirements; nev-
ertheless, those criteria were so vague and discretionary that they clearly
provided little constraint on the ability of governmental officials to pick
winners and losers.

Certain outside interest groups also benefit from a more discretion-
ary and uncertain regulatory environment. It has long been understood
that compared to smaller businesses, larger businesses can typically
deal with more expensive and more complicated environments at rela-
tively lower cost. Financial regulation is no exception. As several studies
have documented, it has been easier for large institutions to absorb the
immense regulatory costs imposed by the Dodd-Frank Act' than it has
been for smaller institutions. Thus, while Dodd-Frank has imposed
higher costs on all elements of the financial sector, its costs are rela-
tively more expensive for smaller banks than they are for larger banks.'
Larger banks can simply hire more compliance officers or lawyers or
invest in expensive automated compliance systems; bearing these costs
is much harder for smaller banks. Larger banks also have a standing
army of lobbyists and government relations employees that can be
brought to bear to influence efforts to reform the financial regulatory
system to reduce these costs.

As aresult, larger, too-big-to-fail banks have become even larger and
more systemically important since Dodd-Frank’s enactment, while smaller
banks have been driven out of business, have merged with larger institu-
tions, or have abandoned certain product lines because of the regulatory
risk associated with them.!® For example, since 2008, JPMorgan Chase’s
assets have grown by 16 percent to $2.6 trillion, and Bank of America’s assets
have grown by 69 percent to $3.1 trillion. As JP Morgan Chase CEO Jamie
Dimon famously quipped, Dodd-Frank erected a “bigger moat” to protect
large banks from competition from smaller banks."”

For similar reasons, non-financial businesses and consumers also bear
unequal costs and benefits from financial regulation. Larger businesses,
which are the clients of larger banks, gain a comparative advantage because
they are more likely to rely on larger banks for financing and in general
take larger loans. Smaller businesses, by contrast, tend to patronize smaller
community banks and take smaller loans. As smaller and community banks
have shrunk in number and significance, access to financial services for
small businesses has likewise been reduced.

Financial regulation also can create regressive and arbitrary redistri-
bution among different groups of consumers. For example, regulation that
increases the costs of issuing or underwriting mortgages or real estate
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closing procedures will have a greater relative impact on the cost of under-
writing smaller mortgages and less expensive houses than it will on those

for more expensive houses as those costs will have to be spread among a

smaller overall loan value. New residential mortgage regulations mandated

by Dodd-Frank increased the fixed costs and per-loan costs of originating

amortgage, and this proportionately increased the costs of issuing smaller

mortgages relative to larger mortgages.'® At the same time, the Qualified

Mortgage Rule, mandated by Dodd-Frank and issued by the Consumer

Financial Protection Bureau (CFPB)," imposed price controls on the fees

and points that lenders can charge based on the loan size, thereby restrict-
ing the ability of lenders to recover these higher costs. The result has been

that since Dodd-Frank was enacted, the overall number, size, and approval

rate of small and medium-sized residential mortgages have been decreasing
relative to large loans.?°

In addition, because larger lenders are more likely to make large loans
than small lenders are, Dodd-Frank’s regulatory burden has tended to
drive more concentration in the mortgage market toward larger lenders.
Reviewing the overall impact of Dodd-Frank and other similar regulations
in June 2014, Goldman Sachs concluded that “low-income consumers and
small businesses—which generally have fewer or less effective alternatives
to bank credit—have paid the largest price for increased bank regulation.”*
A similar trend toward greater concentration has been observed in invest-
ment banking and the financial management industry.?*

Over the past few decades, a third interest group has emerged that sup-
ports less rule-bound financial regulation. Various progressive interest
groups and politicians have learned to exploit the ambiguities and discre-
tion in the financial regulatory system to use the financial system as a means
to accomplish broader social goals that they could not accomplish through
democratic means.?

These three forces—government self-interest, economic special interests,
and progressive activists—all benefit from greater regulatory discretion, and
they have combined both to erode the rule of law in the financial regulatory
system and to oppose efforts to reform that system. The influence of these
groups is often a contributing cause of an initial crisis; for example, hous-
ing activists, the self-interest of elected politicians, and certain elements
of the financial system all supported expansionary housing policies in the
run-up to the 2008 financial crisis. But the influence of these groups might
be even more important in supporting a post-crisis consolidation of power
and discretion in federal regulators.
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Crises and Erosion of the Rule of Law

The rule of law in finance has eroded as a result of a series of financial
crises, beginning with the Great Depression and the government’s response
in the New Deal, then continuing through the 20th century and into the trio
of national crises in the 21st century: 9/11, the 2008 financial crisis, and the
2020 SARS-CoV-2 pandemic. In each of these instances, the financial crisis
itself was triggered by errors in government policy (often by the Federal
Reserve), and in each case, the government response resulted in greater
governmental power, weakened rule of law, and greater influence of special
interests and government bureaucrats.*

During the crisis, it is argued that the government must suspend the rule
of law and procedural and substantive restraints on government action so
that it can act swiftly and decisively, with minimal deliberation, limited
information, and often while short-circuiting procedures designed to pro-
mote consideration of long-term effects and limit the influence of special
interests.?® After the crisis has abated, it is further argued, Congress can
return to the issue to address long-term concerns and prevent future reoc-
currences. In fact, this reexamination rarely happens in practice. Once the
government slips its constitutional reins to embrace broad discretion, it
rarely surrenders this power but instead consolidates and extends it, and
the regulatory ratchet is complete. As Friedrich Hayek observed, ““Emer-
gencies’ have always been the pretext on which safeguards of individual
liberty have been eroded—and once they are suspended it is not difficult for
anyone who has assumed emergency powers to see to it that the emergency
will persist.”2¢

According to regulators, increased discretionary power is necessary to
anticipate and prevent future financial crises, but as will be seen, the pres-
ence of regulatory discretion is often the cause of government errors and
reckless behavior by private industry. Simple rules grounded in rule-of-law
principles would provide a superior regulatory framework for preventing
future crises, constraining the arbitrary power of government bureaucrats,
and limiting the influence of special interests.

The federal government responded to a cascade of bank failures during
the Great Depression with anumber of interventions, including the Glass—
Steagall Act 0of 1932 and the creation of the federal deposit insurance system
in 1933 accompanied by the creation of the Federal Deposit Insurance
Corporation (FDIC). The provision of deposit insurance was intended to
prevent runs against illiquid banks by ensuring depositors that they would
be made whole,* but the presence of deposit insurance also creates a moral
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hazard problem: If depositors (as creditors of the institution) know they will

be made whole, then they will have an incentive to shirk their responsibility
to monitor the bank’s activities, which will encourage banks to take exces-
sive risk. To mitigate this problem, the Banking Act 0f 1935 empowered the

FDIC to supervise bank activities on an ongoing basis as a condition for

participation in the deposit insurance system. “Supervision,” as the CFPB

Taskforce on Federal Consumer Finance Protection concluded in its Jan-
uary 2021 final report, “attempts to mitigate this moral hazard problem by
monitoring the bank’s ongoing performance and risk-taking activities to

ensure that the bank is not engaging in overly risky activity.”2®

Federal supervision had existed before the Federal Reserve and before
the era of the Great Depression, but the supervisory apparatus took on
a completely different tenor with the introduction of deposit insurance.
Historically, the federal government had imposed certain minimum cap-
ital requirements and other simple rules to stabilize banks but otherwise
had relied largely on market discipline as the primary means of policing
unsound banks. As economic historian Eugene White writes, “The financial
collapse of the Great Depression prompted the imposition of a new regu-
latory regime and a shift in bank supervision away from market discipline
towards a supervisory regime with considerable discretion.”®

One manifestation of this new regulatory philosophy was the FDIC’s
decision to protect the safety and soundness of banks by limiting entry by
new banks (as well as new branches by existing banks), restricting com-
petition for deposits by limiting the interest rates banks could pay under
Regulation QQ, and otherwise ensuring their profitability. In addition,
supervision increasingly came to be seen as a tool to aid in implement-
ing monetary policy by taking into account general economic conditions
and valuing bank assets to exert a countercyclical influence that would
reinforce Federal Reserve actions with respect to inflation, deflation, or
recessionary periods.

This system of protecting bank stability through government-created
barriers to competition collapsed as interest rates soared in the 1970s. As
assets flowed out of the banking system to alternatives, financial institutions
responded by increasing their risk-taking in pursuit of higher yields. The
inevitable result was a wave of bank and savings and loan institution failures
and bailouts through the 1980s. These bailouts solidified the modern practice
of discretionary bailouts of large, frequently politically connected financial
institutions that are considered “too big to fail.”*° By the time of the 2008
financial crisis, politicization and inability to prevent bank failures had been
prominent features of the supervisory process almost since its inception.
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The 2008 Financial Crisis: End of the Rule of Law in Finance

The roots of the 2008 financial crisis trace back to the Federal Reserve’s
response to the combined shocks of concerns about a Y2K crisis, the crash
of the NASDAQ stock market bubble, and disruption of the economy and
financial system by the 9/11 terrorist attacks. These multiple shocks in a
short period of time led then-Federal Reserve Chairman Alan Greenspan
to fear that the United States would fall into a deflationary cycle like the one
that occurred in Japan in the 1990s. As a result, the Federal Reserve made
the decision to lower short-term interest rates dramatically in order to
stimulate the economy. Greenspan later observed that when the Fed made
this decision, he feared that it could eventually lead to inflation.* He did not
expect what actually happened, however, which was that the excess liquidity
would flow into speculative asset investments—in this case, housing.**

This flood of money into the housing market was furthered by a variety
of government policies.

¢ First, along-standing bipartisan political enthusiasm for promoting
home ownership was pushed to new heights by President George W.
Bush’s “ownership society” agenda, a centerpiece of which was greater
access to housing.*

¢ These efforts were reinforced by similar efforts by government-spon-
sored entities such as Fannie Mae and Freddie Mac to reach certain
“affordable housing goals.”

¢ Finally, failures in the bank regulatory system that subsidized investor
demand for housing-backed securities produced an excess demand for
the generation of new mortgages.

All of these factors, together with others such as an excess of global
capital flows into the United States during this period, led to a speculative
bubble that then began to burst.

Violating the Rule of Law During the Financial Crisis. The govern-
ment responded by bailing out the first bank to show signs of trouble, the
investment bank Bear Stearns. Thus, when the larger and arguably more
systemically important investment bank Lehman Brothers got into trouble
in the summer of 2008, its management and market investors assumed
that, based on the government’s actions with respect to Bear Stearns, it too
would be bailed out.
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Infact, in the days leading up to its eventual bankruptcy, Lehman Broth-
ers had ample opportunities to pursue private transactions that would have
saved it; instead, it chose to hold out for a better deal in the belief that the
government would not allow it to fail. As David Skeel has noted, this con-
fidence was mirrored in capital markets as prices of Lehman’s securities
reflected almost no risk premium in the days preceding its eventual bank-
ruptcy filing.** As a result, when the government chose not to save Lehman,
its collapse was far messier and catastrophic than would have been the case
otherwise. Although Treasury Secretary Hank Paulson tried to claim after
Bear Stearns that under no circumstances would he bail out future institu-
tions, his boast was not credible and was thus discounted by market actors.

Why did Paulson eventually relent and engage in wholesale bailouts?
According to his memoir, Paulson’s primary motivation was his belief that

“the market” expected him to provide bailouts and that unless those expecta-
tions were met, market actors would lose confidence in the financial system.
In short, the market’s expectations became self-fulfilling; to the extent that
Paulson held discretion to bail out failing firms, it was fully expected that
he would exercise this discretion to do so. Sophisticated market actors
understand the incentives that political actors face during periods of crisis:
incentives to overvalue the importance of preventing a financial crisis in
the short run even if that increases the moral hazard and the risk of an even
larger financial crisis in the future. The only way to temper this dynamic
is to deprive the government of the ability to engage in bailouts, and this
in turn requires a credible commitment and adherence to the rule of law.

Following Lehman’s collapse, the government implicitly decided to
protect all large, purportedly systemically risky financial institutions
against failure for the duration of the crisis, including not just depository
institutions, but other investment banks and insurance companies as well.
Paulson and the Bush Administration rushed to Congress to seek hundreds
of billions of dollars through the TARP legislation to stabilize the financial
system by having the federal government purchase mortgage-backed secu-
rities and other low-value assets from banks.

Ironically, even the TARP funds that Congress approved ended up being
used for purposes other than those for which Congress initially authorized
them, as they were used to make direct capital infusions into banks rather
than to purchase “troubled assets.” While the program itself purported
to establish objective, rational criteria to determine a bank’s eligibility
for TARP funds, politically connected banks were more likely to receive
bailouts than were those that were not so connected. Perhaps even more
troubling was the U.S. government’s decision through Secretary Paulson
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to force certain banks to take bailout funds even though they did not want
or need the support.®

Still later in its response to the crisis, the United States government redi-
rected TARP funds—authorized for support of financial institutions—to
bail out the automotive companies Chrysler and General Motors.* In the
unprecedented Chrysler bankruptcy case, the federal government used its
leverage as Chrysler’s debtor-in-possession lender to strong-arm secured
creditors into permitting their property rights to be plundered in order to
prop up the United Auto Workers’ underfunded health care plans.?” While
this benefited the UAW workers in that case, the long-run effect was to
create political risks in heavily unionized industries that creditors would
risk having their property rights violated if the government felt it conve-
nient to do so.*® Subsequent empirical research found that in the aftermath
of those cases, bond markets adjusted to price in the risk of government
intervention in future cases—a political risk variable that had not previously
been present in U.S. credit markets but is common in other countries.*

After the Crisis: Failure to Restore the Rule of Law. Far from
restoring the rule of law following the financial crisis, the government
responded by enacting the Dodd-Frank financial reform legislation, which
is the antithesis of the rule of law. Over 2,000 pages long, the law called
for hundreds of required rulemakings that spawned tens of thousands of
pages of regulations and tens of billions of dollars (or more) in regulatory
compliance costs. Dodd-Frank contemplates a deep ongoing entanglement
between banks and their regulators as the regulators ostensibly monitor
those institutions for safety and soundness.*°

The intended central purpose of Dodd-Frank was the permanent elim-
ination of future bailouts* and the concept of too-big-to-fail financial
institutions through a novel process for the resolution of a failed financial
institution called the Orderly Liquidation Authority (OLA).*> But while
Dodd-Frank provides a potential solution to the legal problem of averting
bailouts, it fails to address the political problem: its inability to persuade
the public that the government will be willing to risk a potential financial
crisis if the OLA scheme is actually implemented.*® As a result, it is widely
recognized across the ideological spectrum that Dodd-Frank permanently
entrenches the practice of too-big-to-fail rather than eliminating it.** The
fact that despite Dodd-Frank, large banks still receive a too-big-to-fail
subsidy that provides a competitive advantage in capital markets reflects
market participants’ agreement with this assessment.*®

Any pretense that Dodd-Frank would “put a stop to taxpayer bailouts
once and for all”*¢ was eliminated when the federal government intervened
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to backstop depositors of failed regional banks Silicon Valley Bank, Signa-
ture Bank, and Republic Bank in 2023. When depositor runs on those banks
started, federal regulators swiftly moved to lift the FDIC’s $250,000 ceiling
on insured deposits to guarantee the full amount of deposits. Although the
enhanced insurance protection was to be funded by a special assessment on
banks (and indirectly their customers) and not directly by the taxpayers, the
implication was clear: If the FDIC’s funds were inadequate to cover the full
deposits of a failed bank, the government would not hesitate to turn to the
taxpayers to provide additional funds as needed. Perhaps more striking, the
perceived instability of regional banks spurred a massive shift of deposits
to banks that were considered “too big to fail,” which were perceived as
safer because those large banks would be backed by the federal government
in a crunch.”

This divergence between the de jure law on the books (no bailouts) and
the de facto reality expected by market actors (bailouts of large banks in
a crisis) illustrates the dangers of departures from the rule of law. The
problem stems from the government’s inability to make a credible com-
mitment not to bail out banks during an economic crisis. This challenge
of enabling the government to make a credible precommitment by lim-
iting its discretion and tying it to clear rules announced beforehand is
precisely the problem the rule of law is intended to solve.*® As Friedrich
Hayek observed long ago, the principle of the rule of law, “[s]tripped of all
technicalities...means that government in all its actions is bound by rules
fixed and announced beforehand.”*

The Rule of Law in Finance Today

Other than a somewhat brief interlude during the Trump Administration,
the use of federal regulators’ supervisory powers to pursue the political
agendas of regulators, interest groups, and social activists has accelerated
in the Dodd-Frank era. Supervision in particular has been used aggressively
to accomplish substantive purposes that regulators would have been unable
to accomplish through more accountable or democratic means, such as
enforcement actions in court or rulemaking. The growing use of supervi-
sory powers to accomplish general substantive policy goals seems to be a
strategic choice specifically to avoid the procedural checks associated with
notice-and-comment rulemaking or due process protections for litigation.
Agencies are able to use supervision, guidance, bulletins, litigation settle-
ment consent decrees, and other informal means to act and potentially to
evade these requirements.*
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Misuse of Supervisory Powers. During the Obama Administration,
for example, federal regulators used supervisory powers to implement an
initiative called Operation Choke Point, which effectively used the process
of bank examination to prohibit federal banks from providing financial
services to certain legal but politically disfavored (by the Obama Admin-
istration) industries such as payday lenders, pawn shops, firearms shops,
fireworks sales, sellers of allegedly “racist materials,” and others.*! Although
ill-defined, the asserted basis for targeting these industries was that they
created a “reputation risk” for those who provided payments processing and
other services to such institutions. This led to the sudden and unexpected
termination of accounts for many merchants in these industries by their
long-standing financial service providers. Moreover, in most instances,
because supervisory decisions typically are considered confidential, banks
generally were not permitted even to detail the reasons for the account
terminations, leaving those who were affected in the dark with respect to
why they were the targets of this adverse action.

During the Obama Administration, the Consumer Financial Protection
Bureau also showed how it could use its powers to accomplish goals that it
was unable to accomplish through legislative and official rulemaking pro-
cesses. On March 21, 2013, the CFPB issued a bulletin on “Indirect Auto
Lending and Compliance with the Equal Credit Opportunity Act [ECOA].”>?
Dodd-Frank expressly states that the CFPB has no jurisdiction over auto-
mobile financing contracts with consumers; such authority is retained by
the Federal Trade Commission. To circumvent this limit on its authority, the
CFPB issued the aforementioned bulletin that it intended to prosecute finan-
cial institutions that provided financing to auto dealers that enabled them to
make loans that are alleged to violate the ECOA. The CFPB then pointed to
the bulletin to signal to dealers how they could change their compensation
structure to create a safe harbor from litigation (by adopting a flat-fee com-
pensation system and abandoning the traditional scheme) and relied on the
bulletin to try to extract litigation settlements from financial institutions
that failed to adopt the CFPB’s preferred compensation structure.

The legal force and significance of an agency bulletin are unclear. What is
clearis that the agency expected parties to follow the bulletin even though
it was touted as a nonbinding general statement of policy, promulgated with
no due process or protections such as notice-and-comment rulemaking.
Moreover, it was unclear whether any private party had standing to chal-
lenge the legal authority of the bulletin, because its ambiguous nature left
open the question of whether it was a legally binding final agency action or
merely advisory and thus not ripe for challenge.
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In 2017, however, Senator Pat Toomey (R-PA) requested from the U.S.
Government Accountability Office (GAO) an opinion as to whether the
“Indirect Auto Lending” bulletin should be considered a “rulemaking” pro-
cess for purposes of application of the Congressional Review Act (CRA).>
The GAO concluded that even though the bulletin was a nonbinding state-
ment of policy, it was “designed to assist indirect auto lenders to ensure that
they are operating in compliance with ECOA and Regulation B, as applied to
dealer markup and compensation policies”** and was subject to disavowal
under the CRA, a power that Congress exercised to vacate the bulletin
through a joint resolution of the House and Senate that subsequently was

signed by President Trump.*®

ESG. This use of authorities such as supervision, guidance documents,
and the like to evade legal accountability (for example, through the Admin-
istrative Procedure Act®®) has accelerated under the Biden Administration.
Two areas have been particularly problematic: use of the financial system
to pursue environmental, social, and governance (ESG) policies and the
continued aggressive use of supervision and other types of informal guid-
ance by the CFPB.

Use of the financial system to pursue ESG policies is problematic because
it evades the process of democratic deliberation over important economic
and social policies that invariably involve trade-offs, such as the goal of
advancing economic growth and security on one hand and certain envi-
ronmental objectives (such as reducing carbon dioxide emission levels)
on the other. In the United States, efforts to enact stricter laws regarding
energy and the environment, as well as many other wide-ranging social
goals, have largely failed, and efforts to end-run the legislative process
through rulemaking have been blocked by judges, most notably through
the Supreme Court’s “major questions” doctrine and various procedural
and substantive obstacles imposed by the Administrative Procedure Act
and other limits on agency rulemaking.>”

Frustrated by the inability to enact limits on emissions directly by leg-
islation or regulation, government officials and their non-governmental
environmental activist allies have turned increasingly to financial regula-
tion to impose indirectly what they have been unable to accomplish directly.
For example, the Securities and Exchange Commission (SEC) recently pro-
posed a new rule that would require publicly traded companies to provide
information about “climate-related risks that are reasonably likely” to have
an impact on their business or financial condition, including “disclosure of
aregistrant’s greenhouse gas emissions.”®® The agency’s proposal makes
minimal effort to explain why this risk would be material to most investors;
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quite obviously, its intent is to induce corporations to reduce emissions in
order to prevent or alleviate climate change, not provide information to
investors regarding financial risks.*

If finalized, the SEC rule would require disclosures about such ele-
ments as “transition plans, scenario analysis, internal carbon prices, and
climate-related targets and goals,” all of which bear minimal relevance to
financial risk. The rule originally was scheduled to be published in December
2022, but its breadth and controversial nature have generated substantial
public criticism. As a result, the SEC originally announced that it would
postpone publication until April 2023, but it has subsequently been sug-
gested that the rule might not finally arrive until late 2023 or early 2024.%°

Targeting the Banking System. Similar efforts have taken place with
respect to the banking system. Again, these restrictions have come about
not through legislation or regulation but through supervision and other
similar means. As noted above, under the Operation Choke Point initia-
tive during the Obama Administration, regulators relied on the ill-defined
concept of “reputation risk” to shut off access to the financial system for
certain politically disfavored industries. More recently:

e Under the Biden Administration, debanking has spread to include
certain individuals and organizations that express disfavored political
opinions such as My Pillow CEO Mike Lindell.*!

e In October 2022, former Senator Sam Brownback, Chairman of the
National Committee for Religious Freedom (NCRF), revealed that
Chase Bank had closed the organization’s bank account and would
reinstate it only if the NCRF would provide to the bank its donor list,
alist of political candidates it intended to support, and a full expla-
nation of the criteria by which it would endorse and support those
candidates.®? This use of the supervisory concept of “reputation risk”
to justify the termination of an individual’s or organization’s bank
account constitutes a significant risk of chilling free speech and other
democratic values.®®

e Recentreports also suggest that federal regulators, encouraged by
Members of Congress, now are effectively executing an Operation
Choke Point-style crackdown on providers of crypto financial services,
pointing to the heightened safety and soundness risk these companies
supposedly pose to traditional banks.%*
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Itisunclear whether these debanking decisions are initiated by the indi-
vidual banks or whether regulators are pushing them, as banks routinely
stand behind a claim of confidentiality when debanked customers request
more information. That defense implies the presence of external pressure
on the institutions, but regardless of the source of the pressure, the impli-
cations of these practices affect individual liberty, not just economics.

To be sure, the economic implications of being debanked are important
in their own right, as it is impossible to start a business, run a nonprofit, or
get a credit card or mortgage without a bank account. One cannot get access
to the payments system to pay bills or write checks without a bank account.
Being debanked is functionally identical to being “de-personed” because
of the difficulty associated with living and functioning in society without a
bank account. But the chilling effect of such severe and arbitrary sanctions
on the willingness of individuals to express their ideas or practice their
religion freely may be even more profound.

Misusing UDAAP. President Joe Biden’s CFPB has been particularly
aggressive in pushing the limits of the use of supervision and other similar
techniques to advance policy goals. Earlier this year, for example, the CFPB
announced the unprecedented claim that its authority to regulate unfair,
deceptive, and abusive practices (UDAAP) included the power to regulate
allegedly discriminatory conduct. This is a highly debatable and novel claim,
as the implication that UDAAP also encompasses discriminatory financial
services practices would swallow up ECOA and other express prohibitions.
At the same time that it asserted this novel authority to regulate discrim-
inatory practices under ECOA, the CFPB also adopted the controversial

“disparate impact” standard for evaluating discrimination, an issue that has
been hotly debated in the context of anti-discrimination and fair lending law.

Finally, and perhaps most important, the CFPB announced this bold new
standard not through the initiation of a notice-and-comment rulemaking
procedure or even by filing a lawsuit, but rather by a small revision of a para-
graph in its 2,000-page Supervision and Examination Manual.®® As aresult,
regulated parties had no advance notice of the pending announcement of
the new standard and, therefore, no opportunity to challenge the CFPB’s
judgment before it took effect.

In October 2022, a collection of trade associations and private parties
led by the United States Chamber of Commerce filed a lawsuit in the United
States District Court for the Eastern District of Texas. They argued that the
CFPB’s amendments to its supervisory manual regarding discriminatory
treatment under UDAAP should be considered a legislative rule, thereby
requiring that it be promulgated through notice-and-comment rulemaking,
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not through a mere amendment to the agency’s supervisory manual. As a
result, the amendment to the manual was equivalent in effect to a final rule,
making the issue one for which the parties could request judicial review.

The banking industry also has been put on the receiving end of ESG
pressures from activists who are urging banking regulators to use their
authority under the Basel accords® to manipulate risk-based capital
rules to discourage continued financial support of fossil fuels projects and
instead to subsidize green energy projects.®” In particular, these proposals
would require banks to hold higher capital reserves against loans and other
investments in fossil fuels and other industries that are viewed as exposed
to physical and “transition” risks involving climate change, including the
financial risks associated with future changes in regulatory policies that are
designed to force a transition to a “lower carbon economy.”*®

As with the SEC’s proposals, however, it is evident that these supposed
financial risks are largely a fig leaf to cover what really is an effort to target
and reduce fossil fuel investment. The objective of deeming these industries
to carry significant investment risk is to increase the costs of financing firms
in the relevant industries compared to those in other industries, including
green energy. Increasing the cost of lending will in turn increase the cost of
business for these politically unpopular firms, thereby reducing expected
profitability and leading to a reallocation of capital away from these indus-
tries to alternatives and a correlative shrinking of their economic and
energy significance.

So prominent has this idea of pursuing environmental goals through the
regulation of the financial sector become that Saule Omarova, President
Biden’s first nominee to head the Office of the Comptroller of the Currency
(OCC), famously boasted that this mechanism could be used to “bankrupt”
the fossil fuels industry.® Once her statement came to light, it spawned
great resistance among elected officials and eventually led to withdrawal of
her nomination. Nevertheless, this ability to circumvent the rule of law to
effectively bankrupt an industry that is essential to the lives and livelihoods
of all Americans shows the profound lack of meaningful constraints on the
financial regulatory system.

Central Bank Digital Currency. Looming on the horizon is the greatest
threat of all to individual liberty through control of the financial system:
the prospect of programmable central bank digital currency (CBDC). The
emergence of CDBC would enable the government to exercise direct control
over individuals’ finances by limiting their ability to spend their own money.
For example:
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¢ Inorder toreduce fossil fuel use, the government could program
CBDC to limit the amount of gasoline one could buy in a month;

e The government could restrict the reading materials that a person
could purchase if it deemed certain opinions to be “misinformation”
or otherwise socially dangerous; or

e Currency could be programmed to be worth more if spent at, say, a
minority-owned business rather than other businesses.

Is such a threat to liberty unrealistic? One would hope so, but as the
example of Operation Choke Point a decade ago and the more recent exam-
ples of debanking today (as well as the “Twitter Files”) reveal, where the
rule of law is shaky, government authorities cannot be trusted not to abuse
their power.

Restoring the Rule of Law to Finance

Can the rule of law be restored to finance, and if it can, what is to be done?

Bailouts. A primary goal of restoring the rule of law to finance should be
to reduce the risk of bailouts for large financial firms. One option would be to
force most non-depository financial firms simply to file bankruptcy. Unlike
the Orderly Liquidation Authority system created by Dodd-Frank, bank-
ruptcy is an orderly and predictable process that is designed to establish
aresolution process swiftly and decisively, assess a firm’s value accurately,
and minimize any future loss of value or dissipation of the assets. More-
over, despite its equitable nature, bankruptcy is a well-established process
for resolving financial distress, thereby protecting it from the problems of
discretion and arbitrariness that frustrate the rule of law.

As aresult, regulators and politicians may be more willing to trust the
bankruptcy system to resolve financial distress than they are to trust novel,
untested processes. Both during and after the debates over Dodd-Frank,
commentators have proposed adding a new Chapter 14 to the Bankruptcy
Code that would be designed specifically for the resolution of financial
firms.”® That proposal, which has been largely ignored for political reasons,
should be revisited.

Prudential Regulation. As chairman of the House Financial Services
Committee during the latter part of the Obama Administration, Congress-
man Jeb Hensarling (R-TX) proposed an important set of reforms known
as the Financial CHOICE Act that was designed to strengthen rule-of-law
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values throughout the financial regulatory system by ending “too big to

fail” and bank bailouts; ending government guarantees (including for gov-
ernment-sponsored enterprises); and simplifying the financial regulatory
system to comport with the rule of law.”

One particularly noteworthy proposal would have created a voluntary
regulatory “off ramp” from the comprehensive and expensive system of
supervision by permitting strongly capitalized institutions to “elect” an
elevated level of capital reserves (at least 10 percent) in exchange for relief
from certain federal regulations that are more appropriate to more thinly
capitalized institutions.”

Several possible measures could be taken to restrict the abusive use of
supervisory processes to impose substantive policy ends that should prop-
erly be pursued through notice-and-comment rulemaking.

e First, following the precedent set by Senator Toomey regarding the
CFPB’s “Indirect Auto Lending” bulletin, Congress could be more
assertive in using its Congressional Review Act authority to challenge
initiatives that fit the definition of a “rule” as articulated by the GAO in
that case. For example, the CFPB’s recent amendments to its supervi-
sory manual to declare any perceived discrimination in the provision
of any financial services an unfair, deceptive, or abusive act or practice
seemingly fit that definition. As the GAO made clear, the substance
of the initiative, not its form, and whether it is a generally applicable
statement are the most relevant considerations.

e Second, courts should recognize that in practice, despite their osten-
sibly “nonbinding” nature, these various policy statements, bulletins,
guidance documents, and general supervisory manuals effectively
have the force of law for regulated parties. As a result, affected parties
should have the opportunity to bring an action in court to challenge
nonbinding policy statements that are in effect rules, following logic
analogous articulated by the GAO regarding the auto dealer bulletin
and the applicability of the Congressional Review Act.

e Third, Congress and/or the regulatory agencies should create a
process for the swift and unbiased appeal of contested supervision
decisions by independent third-party adjudicators. The current
processes for appealing supervisory decisions at most federal financial
regulatory agencies lack both basic protections for neutrality and
fundamental fairness.”



FIRST PRINCIPLES | No. 92

heritage.org

e Fourth, with respect to the growing risk of debanking in financial
services for individuals and the use of the financial system to pursue
non-financial ends (such as regulation of climate change), Congress
should consider passing a version of the Fair Access to Financial
Services Rule that the Office of the Comptroller of the Currency pro-
mulgated during the waning days of the Trump Administration.” The
purpose of that rule was to address the problem of banks that employ

“subjective or category-based evaluation to deny certain persons
access to financial services.””” As the OCC noted in the introduction to
the final rule:

These banks are often responding to pressure from advocates from across
the political spectrum whose policy objectives are served when banks deny
certain customers access to financial services. When a bank predicates

a person’s access to financial services on factors other than quantitative,
impartial risk-based standards, it has failed to act consistent with basic
principles of sound risk management and...failed to provide fair access to
financial services.”

As aresult, the rule required certain large banks to rely only on
relevant financial and economic risk factors unique to the individual
customer, such as the customer’s ability to pay. Publication of the rule
was stopped upon President Biden’s inauguration, and the rule has
subsequently been rescinded. The rule has been reintroduced as the
basis for proposed congressional legislation, however, and legislative
enactment would give the rule a degree of stability and legitimacy
that would be stronger than if it were issued pursuant to the rulemak-
ing process.”

Congress should also place greater limits on the willingness of courts
to defer to agency decision-making under Chevron.” For example, Dodd-
Frank instructs courts to defer to the CFPB’s interpretation of statutes
under its authority.” The CHOICE Act would eliminate this requirement
and provide that in construing any financial statutory provision, a court
should conduct a do novo and provide no deference to an agency’s interpre-
tation. Adopting this admonition as a general instruction to courts would be
useful in putting greater checks on agencies’ authority to construe statutes
to expand their powers. On the other hand, reducing the scope of Chevron
deference for agency rulemaking could be expected to prompt agencies to
substitute greater use of less transparent and less accountable means of
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control, such as supervision and guidance, thereby making it necessary to
place further restraints on those government tools.

Finally, Congress should move immediately to prohibit the government
from issuing a central bank digital currency.®® The Federal Reserve’s author-
ity to issue a CBDC is hotly contested as a legal matter. As this essay has
made clear, however, the fact that government lacks specific legal authority
to intervene in the financial system has provided little obstacle to doing
so, and there is even less reason to believe that courts would block such
a power grab.

The most reliable way to prevent the government from seizing on an
opportunity to issue a CBDC would be to prohibit it explicitly from doing so.
Infact, in November 2022, the New York Federal Reserve Bank, in cooper-
ation with nine major U.S. financial institutions (including Citibank, Wells
Fargo, and Mastercard) and the Swift network, initiated a 12-week “proof
of concept” trial of a digital dollar to facilitate interbank and international
settlements of financial accounts.® In short, U.S. financial regulators are
already preparing for the introduction of digital currencies notwithstanding
the absence of any formal legal authorization.

Expansion of the government’s role in the financial system and the relent-
less attenuation of the rule of law as a restraint have come about through
responses to crisis. It is not hard to imagine another crisis like the Covid
pandemic with the government responding by issuing direct payments to
millions of Americans who are not working. It is also not hard to imagine
that this promise of faster access to “free money” through the establishment
of a CBDC might induce many Americans to overcome their reluctance to
adopt digital currency. Once established, it would be difficult to roll back
the establishment of a CBDC, just as the issuance of “greenbacks” during
the Civil War eventually led the Supreme Court to ratify the government’s
endorsement of paper money as having legal tender status notwithstanding
constitutional prohibitions to the contrary.’?

Conclusion

The unraveling of the rule of law in finance is inherent in the system’s
discretionary process of regulation. The entrenchment of bailouts and
the ever-growing use of informal regulatory tools such as supervision and
guidance documents have increased the opportunities for regulators and
interest groups to pursue controversial social policies without seeking
democratic legitimacy. This web of complex, expensive, and unpredictable
regulations also benefits large banks and large businesses at the expense of
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smaller ones, stifling economic growth and dynamism. Yet each financial
crisis begets new regulations and new regulatory agencies with more expan-
sive and discretionary powers, all of which is why Congressman Hensarling
warned during the debates on passage of Dodd-Frank that “[m]y guess is
there are three unintended consequences on every page of this bill.”#?

The general entanglement of finance, leftist interest groups, and the
federal regulatory apparatus has created a threat to freedom that is almost
unique in history. Because of the inherently dense and technical nature of
financial regulation, courts traditionally have been reluctant to intervene
in financial regulatory decisions. Informal processes such as the power of
supervision and vague standards such as “reputational risk” have been an
inherent part of financial regulation almost since its inception. The danger
that these vague powers could be misused has been latent as well.

Leftist activists, “woke” corporations, and regulators and politicians have
recognized and acted on the opportunity to use the financial regulatory
system both to enact preferred policies through anti-democratic means and
to silence their ideological opponents. As governmental power grows, the
threat of its misuse grows concomitantly. The rule of law is not a system of
perfection, but as Michael Oakeshott has observed, “The rule of law bakes
no bread, it is unable to distribute loaves or fishes (it has none)...but it
remains the most civilized and least burdensome conception of a state yet
to be devised.”®*

Todd Zywicki is George Mason University Foundation Professor of Law in the Antonin
Scalia Law School.
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