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Volcker Rule May Make the Financial and Banking System Riskier

David C. John

y now, it should be clear even to
casual observers that the Volcker

Rule, which was intended to limit
the “risky” activities of banks by
banning them from certain types of
transactions, will be nearly impos-
sible to implement without severe
unintended damage to the U.S. finan-
cial system and many other types of
businesses both here in the U.S. and
overseas.

Even though the Federal Reserve
now says that banks will not have
to fully comply with it until July
2014, they will have to show “good
faith planning efforts” to prepare
for full compliance in the interim.
Combined with the continuing con-
fusion about what the Volcker Rule
will actually prohibit, the rule will
continue to cause serious uncertain-
ty about the structure and services
provided by banks for at least the
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next two years. Since neither the
banks nor the regulators have any
idea what the final regulations will
say, they will have no idea what con-
stitutes good faith efforts to comply.
Because of the continuing confusion
and its effects on the financial sys-
tem, Congress should immediately
begin a serious re-examination of the
Volcker Rule’s likely effect both in
this country and abroad and repeal it
as quickly as possible.

While many were concerned
about the negative effects of the
Volcker Rule before the Dodd-Frank
financial regulation bill passed,?
the realities of the situation became
clear last October, when four finan-
cial regulators® jointly issued a 298-
page draft regulation* that would
implement it. The fact that the regu-
lators were extremely unclear them-
selves about what the Volcker Rule
intended them to do and how they
were supposed to implement the rule
was made clear by the 394 separate
questions about various bank ser-
vices and how they are used by their
customers that were contained in the
draft regulations.

The situation is so bad that so far,
three high-ranking finance officials—
including former House Financial
Services chairman Barney Frank
(D-MA)>—have either called for

the regulators to scrap the current
draft regulations and start over or
have urged them to release a greatly
simplified version. However, as the
comments on the draft regulations
show, it would be impossible for the
regulators to create workable regula-
tions anywhere close to the July 21,
2012, deadline in Dodd-Frank. In
the meantime, the financial institu-
tions that would be most affected are
living in limbo,® unable to plan for
the future with any confidence.

The draft received 383 detailed
responses’ and a roughly 18,500
additional form letters generated
by various groups. The detailed
responses included submissions
expressing concern about the effect
of the proposal from a number of for-
eign governments—including Canada,
Japan, the United Kingdom, and the
European Union—all of whom are
worried that the Volcker Rule would
limit liquidity in the global finan-
cial system and make it harder for
it to recover from the 2008 reces-
sion. This concern was echoed by a
number of U.S. state and local gov-
ernments as well as the Municipal
Securities Rulemaking Board, which
regulates the sale of state and munic-
ipal securities. Clearly, the Volcker
Rule would have harmful effects on
many more entities than its intended
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target and could result in making
future financial crises even worse®
than they would be otherwise.

The Regulators’ Delay Will
Not Prevent Permanent Damage.
Regardless of the status of the regu-
lations and the regulator’s delay of
the date at which banks must be in
full compliance with the Volcker
Rule, banks will be legally bound to
comply with something that no one
really understands. Although the law
allows for the phase-in period, the
anticipated lengthy delay in the final
regulations means that any bank that
has made a good faith effort to com-
ply with the law’s spirit and guessed
wrong would still face a fairly short
period to come into compliance and
could sustain serious losses. The
delay until 2014 really does not
change this fundamental problem
with the Volcker Rule.

Instead of forcing banks to rely on
guesswork, Congress should rec-
ognize the Volcker Rule’s continu-
ing potential to impose unintended
consequences on both the U.S. and
international financial markets. The
delay prevents the immediate dam-
age if banks had to comply with the
original July 21, 2012, implementa-
tion date, but it also has the negative

effect of increasing the uncertainty
that has helped to destabilize U.S.
banks. An immediate re-examina-
tion of the Volcker Rule will reveal
that it was a misguided effort that
resulted from a fundamental misun-
derstanding of the financial system
and the role that banks play in it. A
full repeal is the only way to correct
the situation.

What the Volcker Rule
Attempts to Do. Named after
former Federal Reserve chairman
Paul Volcker, who championed the
proposal after the 2008 financial
crisis, the Volcker Rule is supposed
to make banks safer by prohibiting
them from owning or investing in
hedge funds or private equity funds
or from any “proprietary” trading.
Private equity funds typically invest
in smaller or start-up companies and,
in return for their investment, retain
an ownership interest in those com-
panies. Proprietary trading refers to
the bank making investments for its
own profits rather than on behalf of
a client. The Volcker Rule would only
apply to banks, not to any other types
of financial services firms—including
any non-banks that are designated
as “too big to fail” by the Financial
Stability Oversight Council.

The theory behind the Volcker
Rule is that without it banks, being
FDIC insured, would be essentially
gambling with their capital if they
invested in these so-called risky
activities. Supporters of the rule
believe that banks would be likely to
make risky investments because if
they made money on the investments,
profits and bonuses would go up, but
if they lost money, the banks would
just be bailed out by taxpayers.

Reality is much more complex
than supporters of the rule under-
stood. This is especially true for
proprietary trading. While banning
any trades not made on behalf of a
customer sounds simple enough, the
difference between the two may be
very hard to determine. The draft
regulations consistently use the term

“short-term” in defining proprietary
trading but fail to define what it
means. Thus, if a bank that buys a
financial position for a client and
then holds it for a time either in hope
that the market will improve or to
assist another client that will need
that kind of financial instrument in
the fairly near future, is it complying
with the Volcker Rule, or is it in viola-
tion? Determining which could be
extremely difficult.
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The situation becomes even more
confused if the bank serves as a
“market maker” for a security. A mar-
ket maker plays a vital role in ensur-
ing the efficient running of financial
markets by both buying and selling
that security so that others can be
assured of buying and selling oppor-
tunities, an activity that requires the
bank to own a certain inventory of
the security. Market makers operate
in both stocks and bonds, as well as
foreign exchange and a wide variety
of other markets. The draft regula-
tions go to great lengths to try to pro-
tect bank involvement with market
making, but it is extremely difficult
to distinguish between it and propri-
etary trading. A major fear of foreign,
state, and local governments is that
the Volcker Rule as implemented
would end up reducing banks’ ability
to perform this role, thus crippling
financial markets and in the process
making their bonds more difficult to
sell.
An Attempt to Go Back to
1930s Banking. The Volcker Rule

is amisguided step toward putting
banks back into the limited roles
that they had 50 and more years ago.
In the 1930s, Congress passed the
Glass-Steagall Act to separate highly
regulated banks from the rest of the
financial services sector. However,
other types of financial institutions
managed to create products that
duplicate banking products at a lower
cost while Glass—Steagall limited
banks to their existing product mix.
As banks were forced to offer out-
dated products to riskier borrowers
because their best customers went
elsewhere, Glass—Steagall actually
made banks riskier than if they had
been allowed to compete. This was a
major factor in the 1999 repeal of the
law.

If fully implemented, the Volcker
Rule is similarly likely to backfire
and to end up making the financial
system riskier than it would have
been without it. As with Glass-
Steagall, the Volcker Rule’s poorly
designed attempts to restrict bank
activities is likely over time to keep

banks from meeting legitimate cus-
tomer needs, forcing those customers
to move their business to other pro-
viders. As the dramatic failure of the
proposed implementing regulations
proves, the simple fact is that today’s
financial markets are far too complex
for such limitations to work.

The longer it takes for Congress
torecognize this fact, the greater the
damage the Volcker Rule will cause
to the financial system—and the
more likely that much of that dam-
age will be permanent. Congress
should not use the regulators’ delay
as an excuse for inaction. It is time
to repeal this deeply flawed part of
Dodd-Frank and to recognize that
the Volcker Rule was a mistake.
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