
 

 
 

 

The Volcker Rule:  
  

Liquidity Impacts and Other Myths Used to Carry Water for the 
Banks 

 
 
The Volcker Rule is a critical financial reform that prevents taxpayer-backed financial institutions 
from engaging in short-term, speculative trading that is socially useless and beneficial solely to Bank 
management.  
 
Section 619 of the Dodd-Frank Wall Street Reform and Consumer Protection Act, also known as the 
Volcker Rule, prohibits Banks from engaging in proprietary trading, which is short-term, speculative 
trading without a socially useful purpose.1  Banks subject to the Volcker Rule benefit from taxpayer-backed 
insurance—federal deposit insurance—either directly or through their subsidiaries or affiliates,2 meaning 
short-term, speculative trading can ultimately become the responsibility of the taxpayers when it results in 
significant losses.  This has been the case too often in the recent past, for example during the 2008 banking 
crisis.   
 
The Banks have a “heads we win, tails you lose” proposition, because (1) when such speculative trading is 
profitable, Bank management is rewarded with very significant compensation, but (2) when such 
speculative trading results in significant losses or even insolvency, the taxpayers must provide the capital 
necessary to stabilize the Bank to prevent losses to depositors and the banking system as a whole (i.e., 
taxpayers receive the bill).  The critical role of Banks in the payments system, potential impacts on retail 
depositors, and the interconnectedness of institutional markets all but ensure that governmental responses 
of various types—e.g., bailouts—will be a consequence of any significant proprietary trading losses that 
threaten a large Bank’s stability.   
 
The Volcker Rule prohibits the short-term, speculative trading common in these Wall Street Banks, and 
others, preventing the type of trading losses that make the above governmental interventions into the 
banking system more likely and produce distortions in compensation, risk management, and lending 
incentives.  The Volcker Rule, in essence, reorients Bank activities to socially useful, client-oriented lending 
activities that benefit the real economy—such as starting a business or buying a home—and therefore are 
properly facilitated through the taxpayer-backed banking system.  
  
Follow the Money:  The banking industry’s specious arguments opposing the Volcker Rule are part 
of a self-serving, Bank-sponsored campaign to protect Wall Street compensation and short-term 
Bank profitability.    
                                                                 
1  Section 619 of the Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 124 Stat.1376 (July 21, 2010) 

(“Dodd-Frank” or the “Act”); Section 13 of the Bank Holding Company Act (“BHC Act”), 12 U.S.C. § 1851. 
 
2  Banking Entities subject to the Volcker Rule include the following: (1) any insured depository institution; (2) any company that controls 

an insured depository institution; (3) any company that is treated as a bank holding company for purposes of section 8 of the International 
Banking Act of 1978 (“Foreign Banking Organization”); and (4) any affiliate or subsidiary of (1)-(3).  See 12 U.S.C. 1851(h).  The term 
“Bank” is used throughout this document to mean any Banking Entity as defined in 12 U.S.C. 1851(h). 
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Banks—and none more than dominant Wall Street Banks—are profit-maximizing entities that seek returns 
for shareholders.  Within these Banks, Bank management also is incentivized to seek to maximize its own 
profits, too frequently through participation in short-term, speculative trading.  The Volcker Rule’s 
prohibition on short-term, speculative trading therefore threatens to diminish earnings derived from 
risk-enhancing activities for Bank management and Bank shareholders alike.  Despite the Volcker 
Rule’s benefits in better ensuring stable, financial resilient, and client-oriented Banks, it should be expected 
that Bank management would not welcome prohibitions that diminish near-term compensation and returns.  
Banks and Bank management have much personally and institutionally at stake from the Volcker Rule’s 
prohibition on proprietary trading.   
 
The following outlines liquidity and other myths frequently cited by Banks and Bank management to 
protect their interests to the detriment of broader financial stability; each is a form of misdirection, focusing 
on the supposed negative consequences of the Volcker Rule but in actuality, defending the banking industry 
status quo for propping up the Wall Street earnings and compensation derived from risk-enhancing trading 
that is unnecessary and contrary to the public interest. 
    
 

Bogus Bank Argument #1 
 

“The Volcker Rule drains liquidity from the markets by restricting market-making  
and underwriting activities in the U.S. capital markets.”  

 
Reality:  There is little evidence that the Volcker Rule has impaired market liquidity, and   
many measures suggest liquidity has improved since adoption of the Dodd-Frank Act and the Volcker Rule. 

   
 First, independent, non-industry sponsored studies repeatedly find that the Dodd-Frank Act and 

the Volcker Rule have not impaired liquidity. 
 
1. Securities and Exchange Commission:  The U.S. Securities and Exchange Commission’s (“SEC”) 

Division of Economic and Risk Analysis (“DERA”) published an August 2017 study finding no 
empirical evidence to support the assertion that the Volcker Rule had generally impaired liquidity 
in corporate bond and U.S. treasury markets.3 
 

2. U.S. Department of the Treasury:  The U.S. Department of the Treasury (“UST”) staff examined 
a number of liquidity measures for corporate bond markets, including secondary trading volumes, 
bid-ask spreads, liquidity costs, and primary bond issuance.  UST staff concluded that “available 
data does not show convincing broad-based evidence of dwindling liquidity” in corporate bond 
markets.”4   

                                                                 
3  SEC Report to Congress, Access to Capital and Market Liquidity, Division of Economic and Risk Analysis of the U.S. Securities and 

Exchange Commission, pg.4., available at https://www.sec.gov/files/access-to-capital-and-market-liquidity-study-dera-2017.pdf.  SEC 
staff found, among other things, the following:  (1) That “total primary market security issuance is [not] lower after the enactment of the 
Dodd-Frank Act (including during the implementation of the Volcker Rule) . . . and it may have increased around the implementation of 
the JOBS Act;” (2) That there is “no empirical evidence . . .  that [U.S. Treasury market] liquidity has deteriorated after regulatory reforms” 
and “[m]ore specifically, there is no support for a causal link between the Volcker Rule and U.S. Treasury market liquidity conditions;” 
and (3) That “[i]n corporate bond markets, trading activity and average transaction costs have generally improved or remained 
flat,”“[m]ore corporate bond issues traded after regulatory changes than in any other sample period,” and “[a]lthough capital commitments 
have fallen, there has not been a commensurate decrease in the number of dealers participating in the market.”  Id. 

 
4  Jake Liebschutz and Brian Smith, Examining Corporate Bond Liquidity and Market Structure (July 7, 2016), available at 

https://www.treasury.gov/connect/blog/Pages/Examining-Corporate-Bond-Liquidity-and-Market-Structure.aspx.  UST staff observed, 
among other things, the following: (1) That “corporate bond average daily trading volumes have trended upward, roughly doubling since 
the financial crisis;” (2) That “bid-offer spreads are generally consistent with or below recent historical levels;” (3) That “the price impact 
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3. Financial Industry Regulatory Authority:  The Financial Industry Regulatory Authority’s 
(“FINRA”) Office of the Chief Economist conducted an Analysis of Corporate Bond Liquidity using 
more than a decade of TRACE transaction data for corporate bonds.5  The FINRA Chief Economist 
concluded as follows:   
 
“Some industry participants have become alarmed about the decline in liquidity in the corporate 
bond market.  Based primarily on evidence collected by FINRA through TRACE, there does not 
appear to be strong evidence to support this view.  New issuance is strong, secondary market trading 
volume continues to rise and bid-ask spreads continue to fall.”6  
 

4. Federal Reserve Bank of New York:  This also confirms findings by the Federal Reserve Bank of 
New York’s (“FRBNY”) staff.  In a paper examining Market Liquidity after the Financial Crisis,7 
FRBNY staff concluded that “[o]verall, we do not find strong quantitative evidence of a widespread 
deterioration in bond market liquidity in the years after the crisis.”8  It further noted that “average 
bid-ask spreads for benchmark notes in the interdealer Treasury market were narrow and stable” 
and that “Treasury market depth and price impact, though suggesting reduced liquidity, were within 
historical variation and far from crisis levels.”9 
 

5. National Bureau of Economic Research and Other Academic Studies:  Independent academic 
research has repeatedly affirmed that market liquidity remains strong as well.  For example, consider 
the following: 
 
(1) Anderson and Stulz found “that, on average, price-based liquidity metrics improve after the 

crisis and are better in 2013-2014, when more reforms are implemented, than before the crisis.  
The improvement from 2010-2012 to 2013-2014 occurs across both investment grade and high 
yield bonds.”10 
 

(2) Trebbi and Xiao found that “the data display no statistical evidence of substantial deterioration 
in market liquidity after 2010” and that “they consistently show no significant liquidity 
deterioration in the period of regulatory intervention covering the approval of the Dodd-Frank 
Act and Basel III, shutdowns of proprietary trading desks by major banks, or the proposal and 
finalization of the Volcker Rule.”11  They further “detect evidence of liquidity improvement 

                                                                 
per $100 million of corporate bonds traded has declined since the crisis and now sits below pre-crisis levels;” and (4) That “continued 
strength [in corporate bond issuance] to date suggests secondary market liquidity conditions have not been constraining issuance.”  Id. 

 
5  Bruce Mizrach, FINRA Office of the Chief Economist, Research Note, Analysis of Corporate Bond Liquidity, available at 

https://www.finra.org/sites/default/files/OCE_researchnote_liquidity_2015_12.pdf.  
 
6  Id. at 20. 
 
7  Tobias Adrian, Michael Fleming, Or Shachar, and Erik Vogt, Market Liquidity after the Financial Crisis, Federal Reserve Bank of New 

York Staff Reports, Staff Report No. 796 (October 2016), available at 
https://www.newyorkfed.org/medialibrary/media/research/staff_reports/sr796.pdf?la=en. 

 
8  Id. at 3. 
 
9  Id. 
 
10  Mike Anderson, Rene M. Stulz, Is Post-Crisis Bond Liquidity Lower?, National Bureau of Economic Research, Working Paper 23317, 1, 

28 (2017), available at https://www.nber.org/papers/w23317.pdf. 
11  Francesco Trebbi and Kairong Xiao, Regulation and Market Liquidity, 1, 30 (May 27, 2016), available at 

http://faculty.arts.ubc.ca/ftrebbi/research/tx.pdf. 
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during periods of regulatory interventions, possibly due to the entry of non-banking participants” 
and “[e]vidence from the U.S. Treasuries market [that], by and large, confirms the absence of 
liquidity deterioration.”12   

 
(3) Bessembinder et al. “document that . . . customer trade execution costs are on average nearly 

unchanged from 2006 to 2016” and that “the evidence for customer trade execution costs, 
obtained over a relatively long time series, does not indicate systematic degradation of corporate 
bond liquidity in recent years.”13  They also find evidence that corporate bond market liquidity 
diversified, with non-Bank participants “steadily increase[ing] their market share” and 
participation.14 

 
These studies, and others, clearly contradict the banking industry’s self-serving refrain about the 
supposed liquidity impacts of the Volcker Rule.   
 

 But the Banks have not let the facts get in the way of their story.  For example, in a Federal Reserve 
staff working paper frequently cited by the industry, Bao et. al. concluded that dealers regulated by 
the Volcker Rule reduced market-making activities in the corporate bond markets focused on the 
high yield (sometimes called “junk”) debt issued by recently downgraded companies, where trading 
has been historically thin and, unsurprisingly, remains so.15  The industry contends that this 
demonstrates that liquidity may be most affected when liquidity is most valuable—during periods 
of significant market stress. 
 
However, the Banks fail to acknowledge the significant risks attendant to trading in distressed debt 
and conveniently omit important findings.  First, these are the corporate debt instruments that Banks 
should be reluctant to hold and that are far from representative of the overall corporate bond 
markets.  Indeed, they are among the riskiest segments of the broader corporate debt markets, which, 
discussed above, have remained quite liquid since the adoption of the Volcker Rule.  Second, the 
Bao et. al. paper also finds that non-Banks have entered into the distressed debt markets to provide 
additional liquidity.  This, too, is a good thing, as it diversifies the liquidity in the market, making it 
more stable, and diversifies the exposures from the market as well.   
 

 Moreover, Former Federal Reserve Chair, Janet Yellen, recently raised concerns about precisely 
this segment of the corporate debt markets, noting the “huge deterioration” in lending standards and 
that regulators appeared to “have turned in a very deregulatory direction” that ignores the 
“weaknesses in the system.“16  Yellen stated that she “worried about the systemic risks associated 

                                                                 
12  Id. 
 
13  Hendrik Bessembinder, Stacey Jacobsen, William Maxwell, and Kumar Venkataraman, Capital Commitment and Illiquidty in Corporate 

Bonds, Working Paper, Journal of Finance, Forthcoming, 1, 44, available at https://cpb-us-
w2.wpmucdn.com/people.smu.edu/dist/6/414/files/2017/09/BJMV.JF2017.pdf. 

 
14  Id. at 45. 
 
15  Jack Bao et. al., The Volcker Rule and Market-Making in Times of Stress, Finance and Economics Discussion Series, Divisions of 

Research & Statistics and Monetary Affairs, Federal Reserve Board, Washington, D.C., 2016-102, available at 
https://www.federalreserve.gov/econresdata/feds/2016/files/2016102pap.pdf. 

 
16  Sam Fleming, Janet Yellen sounds alarm over plunging loan standards, Financial Times (October 25, 2018), available at 

https://www.ft.com/content/04352e76-d792-11e8-a854-33d6f82e62f8. 
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with these loans” and emphasized that “it is not just a question of what banks do that imperils 
themselves, it is what they do that can create risks to the entire financial system,” a “lesson . . . [that] 
seems to have been lost” since the 2008 banking crisis.17 
 

 In addition, industry cited papers contain important nuances and caveats in their findings, in each 
case conveniently omitted from discussions of the Volcker Rule.  For example, Choi and Huh found 
that average bid-ask spreads may underestimate the liquidity changes in the corporate bond markets 
due to increased customer (i.e., non-dealer) liquidity provision.18  Choi and Huh concluded that 
increased non-dealer participation increased spreads in the years since passage of the Dodd-Frank 
Act.   

 
Banks were quick to cite to this finding.  However, Choi and Huh are careful to acknowledge that 
the change in spreads “may be due to bank regulations such as Volcker Rule or more stringent 
capital regulations” and “[a]lternatively, [that] it may be due to changes in large dealer banks’ risk 
preferences or risk management practices that may not directly be caused by regulations.”   
 
Those critically important caveats are, again, conveniently omitted in industry discussions of 
this and other papers.   
 

 This type of caveat appears throughout the literature on corporate bond liquidity and reflects a 
methodological challenge articulated well in the SEC’s DERA paper (discussed above): 
 
“Dealers in the corporate bond markets have, in aggregate, reduced their capital commitment since 
the 2007 peak.  This is consistent with the Volcker Rule and other reforms potentially reducing the 
liquidity provision in corporate bonds.  It is also consistent with alternative explanations, such as an 
enhanced ability of dealers to manage corporate bond inventory, shorter dealer intermediation chains 
associated with electronification of bond markets, crisis-induced changes in dealer assessment of 
risks and returns of traditional market making, and the effects of a low interest rate environment.  
These alternative explanations are not mutually exclusive or necessarily fully independent of 
regulatory reforms, so distinguishing between these potential explanations from the market 
trends data is not possible.”19 

 
In short, if government and academic findings are considered holistically and with attention to 
methodology, even industry-cited working papers identify positive consequences of the Volcker Rule. 

 
 Second, not all “liquidity” is a measure of good or socially useful trading activities.   

 

                                                                 
17  Id. 
 
18  Jaewon Choi and Yesol Huh, Customer Liquidity Provision: Implications for Corporate Bond Transaction Costs (January 2017), available 

at http://apps.olin.wustl.edu/Conf/CFAR-FTG/Files/pdf/2017/109.pdf. 
 
19  SEC Report to Congress, Access to Capital and Market Liquidity, Division of Economic and Risk Analysis of the U.S. Securities and 

Exchange Commission, pg. 6-7; 8.  There is considerable literature to support these alternative explanations of the changes, if any, in the 
corporate bond markets following the 2008 banking crisis.  For one example, see Paul Schulz, Inventory Management by Corporate Bond 
Dealers, University of Notre Dame (May 2017) (noting changes in the manner that dealers manage corporate bond inventories), available 
at https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2966919.  
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One possible genuine objection might be that the Volcker Rule reduces client-oriented and “economically 
important” proprietary trading.  But that argument is not often made; in any event, it is not true. 

 
1. Before the 2008 banking crisis, there were historic volumes involving highly leveraged and 

overvalued (and later, worthless) financial instruments, including CDS, CDOs, CDO squared and 
synthetic CDOs.  Hundreds of billions of dollars of losses arising from trading in these financial 
instruments threatened the solvency of countless investment and other Banks, and the entire 
financial system.   

 
That kind of liquidity is counterproductive.  Not only does it disappear during market stress.  It also 
reallocates capital and institutional attention to activities that are less likely to increase productivity 
and economic growth.  It is good for everyone that such trading has greatly decreased, and it 
should not be encouraged again, especially where such trading has no connection to client-
oriented activities.   
 

2. In other words, it is not sufficient to examine that the Banks are or were doing something; we must 
examine whether it is or was something worth doing.  It is clear that there is little value to trading 
that contributes to outsized Wall Street bonuses but does not contribute to price discovery, capital 
allocation, primary issuance incentives, or risk management.   
 
Even in less obviously problematic financial instruments, liquidity must be sustainable, optimal, and 
consistent with financial stability objectives.     
 

 Third, taxpayer-backed Banks should not be encouraged to metaphorically “catch a falling knife” 
and provide liquidity through proprietary trading during periods of significant market stress or 
volatility.   

 
1. There are plenty of market participants that do not benefit from taxpayer support and that can and 

will provide liquidity through their proprietary trading activities.  These firms, if they lose 
spectacularly on their proprietary trading, would not pose the same systemic risks presented by 
Banks.     
 

2. Consider, for example, two recent financial firm failures involving significant proprietary trading 
losses that did not require taxpayer-supported bailouts or other forms of governmental assistance:  

 
a. MF Global:  MF Global Holding Ltd. (“MFG”) misappropriated at least $413 million in 

segregated funds (deposited by customers) in a subsidiary to finance a multi-billion dollar 
proprietary trading position on Portuguese, Italian, and other European debt.  In connection with 
this proprietary trading position, MFG and its subsidiary filed for bankruptcy protection on 
Halloween 2011, leaving more than one billion dollars in customer funds in dispute for years 
between multiple legal entities.20    
 

                                                                 
20  See Commodity Futures Trading Commission v. MF Global Inc. et. al., Complaint for Injunctive and Other Equitable Relief and for 

Civil Monetary Penalties under the Commodity Exchange Act, United States District Court Southern District of New York (June 27, 
2013), available at 
https://www.cftc.gov/sites/default/files/idc/groups/public/@lrenforcementactions/documents/legalpleading/enfmfglobalcomplaint06271
3.pdf. 
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b. Knight Capital:  Knight Capital Americas LLC (“KC”) lost more than $460 million dollars 
from erroneously trading 397 million shares over 45 minutes, resulting in a $3.5 billion in net 
long positions and $3.15 billion in net short positions.21  This is the single largest trading loss 
arising from a glitch in an automated order routing system and totals more than NASA’s losses 
arising from malfunctions of the Mars Climate Orbiter and Polar Lander.22  KC ultimately was 
acquired by another firm with little systemic impact, despite the fact that KC’s aggregate trading 
represented approximately ten percent of all trading U.S. listed equity securities prior to the 
incident.23    

 
3. These cases, and numerous others, demonstrate that even massive losses from proprietary trading 

can be managed without taxpayer support (i.e., not create a systemic crisis) if taxpayer-backed 
Banks are not involved.  There was no taxpayer bailout, because despite significant proprietary 
trading losses leading both firms to bankruptcy, neither Knight Capital nor MF Global were 
systemically important financial institutions on account of their critical payments system functions, 
interconnectedness in the financial markets, retail depositor base, size and other considerations.  
Contrast that with the systemically important Wall Street Banks eager to again openly engage 
in proprietary trading.   
 

4. The American public does not want Banks to “provide liquidity” through proprietary trading if that 
means taxpayers are again on the hook for the kinds of losses that occurred in the 2008 banking 
crisis.  Taxpayers especially should not subsidize risk-enhancing, proprietary trading during markets 
that may be precipitously falling.   

 
It is doubtful, in any event, that Banks would provide the liquidity support necessary to enhance the 
stability of the markets and support clients unwinding positions ahead of their own proprietary 
trading interests.  It has been argued, moreover, that proprietary trading provides stabilizing liquidity 
only during a flood, but not during a drought (i.e., when the liquidity is least needed, and not when 
it is most needed).24   
 
History should be our guide, not the unsupported, self-serving, and empirically inaccurate 
assertions of the Banks.   

 
5. Even if the Volcker Rule has had some measurable impact on the riskiest segments of the bond 

markets (and that is far from clear based on current evidence), such supposed negative affects must 
be balanced by (1) the public interest in insulating Banks—and ultimately, taxpayers—from 

                                                                 
21  See In the Matter of Knight Capital Americas LLC, Securities Exchange Act of 1934 Release No. 70694, Administrative Proceeding File 

No. 3-15570, available at https://www.sec.gov/litigation/admin/2013/34-70694.pdf. 
 
22  Brian Patrick Eha, Is Knight’s $440 million glitch the costliest computer bug ever?, CNN, available at 

https://money.cnn.com/2012/08/09/technology/knight-expensive-computer-bug/index.html. 
 
23  See In the Matter of Knight Capital Americas LLC at 5. 
 
24  See, e.g., Andrew Haldane, The race to zero:  Speech by Mr. Andrew G. Haldane, Executive Director, Financial Stability, Bank of England, 

International Economic Association Sixteenth World Congress (July 8, 2011), available at https://www.bis.org/review/r110720a.pdf (“Far 
from solving the liquidity problem in situations of stress, HFT firms appear to have added to it. And far from mitigating market stress, 
HFT appears to have amplified it.  HFT liquidity, evident in sharply lower peacetime bid-ask spreads, may be illusory.  In wartime, it 
disappears.  This disappearing act, and the resulting liquidity void, is widely believed to have amplified the price discontinuities evident 
during the Flash Crash.13 HFT liquidity proved fickle under stress, as flood turned to drought.”).   
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economic downturns; and (2) the value of diversifying liquidity providers in the bond markets as a 
whole.   
 

 Fourth, and finally, supporters of Wall Street’s gambling ignore the fact that there is no greater 
threat to market liquidity than another financial crisis.   

 
1. Proprietary trading activities and poor risk management contributed to the banking crisis of 2008, 

reducing liquidity, bringing securitization markets to a virtual halt, impeding lending and capital 
formation, and diminishing job creation and economic growth.  Liquidity based on the proprietary 
trading of the Banks, as it turned out, was illusory and contributed to false sense of market 
depth and stability that actually exacerbated the downward pressure in the course of the 2008 
crisis.   
 

2. The Volcker Rule is one critical measure, among others, that better protects the liquidity of the U.S. 
financial system today.  Prohibiting socially useless, short-sighted, and dangerous proprietary 
trading by taxpayer-backed Banks—including those that have absorbed the very financial 
institutions that precipitated the 2008 crisis—therefore must be an element of the regulatory 
framework preventing another crisis.   

 
3. The U.S. economy has spent a decade crawling back from the devastation of the 2008 banking crisis.  

Protecting hard-won economic gains, and preventing another banking crisis, must be the first 
priority for policymakers and regulators concerned about promoting economic growth and market 
participation.  Specious contentions relating to vague “liquidity” impacts or concerns associated 
with the Volcker Rule rarely withstand scrutiny, which, of course, is why they must be carefully 
scrutinized.      

 
 

Bogus Bank Argument #2 
 
“The Volcker Rule is too complex for the Banks to implement.”  
 
 

Reality:  The Volcker Rule is a narrow prohibition on proprietary trading made complex  
by the efforts of the Banks themselves.  For permitted trading activities, the Volcker Rule requires Banks 
to implement risk management, compliance, and controls frameworks that largely leverage existing 
frameworks.   
 
 First, Banks lobbied for many of the complexities in the current Volcker Rule.   

 
1. Banks have long focused on the Volcker Rule’s supposed complexities, rather than the fundamental 

principles behind it.  But ironically, the Banks themselves introduced many of the supposed 
complexities into the Volcker Rule.   
 
The current version of section 619 of the Dodd-Frank Act is eleven pages and the product of a 
sustained lobbying effort intended to undermine the Volcker Rule’s fundamental prohibitions and 
restrictions.  It substantially expanded the original three-page Volcker Rule amendment offered by 
Senators Merkley and Levin, which would have avoided adding complexities through exemptions, 
exclusions, details, and authorities for the agencies to further delineate permissible trading 
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activities.25  This preceded the significant, further efforts of the Banks to ensure the Volcker Rule 
adopted by the agencies would implement the statutory provisions in a manner that maximizes 
flexibility and minimizes regulatory oversight. 
 
In other words, if the Volcker Rule is complex, it is because the Banks lobbied for the 
complexities when it served their interests.  The Banks complaining about complexity is like 
the son who gets convicted for killing his parents but pleads for leniency because he is an 
orphan. 

 
2. In addition, in the aftermath of the 2008 banking crisis, many observers commented that Bank 

management was too often incentivized to make financial instruments and trading strategies more 
complex than they needed to be, which better ensured that compensation could be extracted from 
products and trading strategies that were rarely understood, or even capable of being understood (in 
light of the lack of transparency and meaningful disclosures), by clients.26   
 
Regulations constraining activities involving these complex financial instruments and trading 
strategies must be sophisticated, which is often mischaracterized to make the Volcker Rule seem 
more complex than it is.  The same Banks that figured out how to package and sell (and supposedly 
risk manage) CDOs should not find a compliance and controls framework too complex to 
implement. 

 
 Second, the Volcker Rule’s risk management, compliance, and controls frameworks leverage 

existing frameworks and best practices across the banking industry. 
 

1. The Volcker Rule’s risk management, compliance, and controls requirements largely reflect 
existing frameworks and best practices, which Banks have implemented and maintained for 
years.  The three lines-of-defense framework, for example, has been implicitly or explicitly 
codified not only by U.S. regulators (see, e.g., swap dealer chief compliance program 
requirements in CFTC Regulation 3.3) but also by global regulators relying upon second line-
of-defense functions to monitor risks arising from Bank trading activities (see, e.g., the European 
Securities and Financial Markets Authority’s Guidance on the Application of the Markets in 
Financial Instruments Directive to the Compliance Function”).   
 
Banks therefore already should have had risk management, compliance, and controls 
frameworks in place that could be adapted to the Volcker Rule’s requirements.  To the extent 
they did not upon finalization of the Volcker Rule, they should have been established and 
implemented in recent years, requiring them to absorb exceedingly low ongoing, incremental 
costs.    

                                                                 
25  For additional information on the legislative history of the Volcker Rule, see Senator Jeff Merkley and Senator Carl Levin, Policy Essay:  

The Dodd-Frank Act Restrictions on Proprietary Trading and Conflicts of Interest:  New Tools to Address Evolving Threats, 48 Harvard 
Journal on Legislation 515 (2011), available at http://harvardjol.wpengine.com/wp-content/uploads/2013/10/Merkley-Levin_Policy-
Essay1.pdf.  See also Protect Our Recovery Through Oversight of Proprietary Trading Act of 20 I 0 (PROP Trading Act), S. 3098, 111th 
Congress (2010). 

 
26  See, e.g., The Financial Crisis Inquiry Report:  Final Report of the National Commission on the Causes of the Financial and Economic 

Crisis in the United States, 9 (Feb. 25, 2011), available at https://www.gpo.gov/fdsys/pkg/GPO-FCIC/pdf/GPO-FCIC.pdf (“The 
instruments grew more and more complex; CDOs were constructed out of CDOs, creating CDOs squared.  When firms ran out of real 
product, they started generating cheaper-to-produce synthetic CDOs—composed not of real mortgage securities but just of bets on other 
mortgage products. Each new permutation created an opportunity to extract more fees and trading profits.  And each new layer brought in 
more investors wagering on the mortgage market—even well after the market had started to turn.  So by the time the process was complete, 
a mortgage on a home in south Florida might become part of dozens of securities owned by hundreds of investors—or parts of bets being 
made by hundreds more. Treasury Secretary Timothy Geithner, the president of the New York Federal Reserve Bank during the crisis, 
described the resulting product as “cooked spaghetti” that became hard to “untangle.”). 
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 Third, the “complexity” of the statutory and regulatory Volcker Rule was once welcomed by 
the Banks as an alternative to more considerable structural reforms to the U.S. financial 
system.   
 
1. Complexity is unavoidable in any regulatory framework intended to constrain capital markets 

trading activities of too-complex-to-manage Banks.  It would have been far simpler to 
constrain proprietary trading activities through more structural changes to the financial 
markets, for example by reinstating certain of the Glass-Steagall limitations on the 
affiliation of investment and commercial Banks.  Indeed, Former Federal Deposit Insurance 
Corporation Chair, Sheila Bair, has noted complexities incident to maintaining integrated 
investment and commercial banks: 
 
“FDIC insured banks and their affiliates should make money by providing credit intermediation 
and related services to their customers, not by speculating on market movements with the firm’s 
funds.  However, to some extent this basic construct is at odds with Congress’ 1999 repeal of 
Glass-Steagall, which allowed insured banks to affiliate with securities firms, and—let’s be 
honest—making money off market movements is one of the things that securities firms have 
long done . . . I fear that the recently proposed regulation to implement the Volcker Rule is 
extraordinarily complex . . . Complex rules are easy to game and difficult to enforce.  We have 
too much complexity in the financial system already.  If regulators can’t make this work, then 
maybe we should return to Glass-Steagall in all of its 32 page simplicity.”27 

 

2. If the Banks find the Volcker Rule too complex to implement, perhaps a simple and blunt 
separation of investment and commercial banking would be a better solution.  Or perhaps the 
U.S. should follow other jurisdictions that have opted for different solutions to certain of the 
public policy issues addressed by the Volcker Rule, or focus instead on compensation practices 
that incentivize and reward complexity.28   

 
 Fourth, the very same Banks making “complexity” arguments continue to advocate for 

increasing complexities in the New Volcker Rule Proposal.   
 
1. The New Volcker Rule Proposal makes clear the contradictions in Bank contentions on supposed 

Volcker Rule complexities.  The proposed fair value accounting prong, for example, has been 
widely criticized by the Banks, because it would bring a number of additional financial 
instruments into the Volcker Rule’s regulatory regime.  However, it cannot be denied that this 
proposal would institute a simple, well-settled accounting standard that benefits from existing 
Bank accounting frameworks.   
  

                                                                 
27  Testimony of Sheila C. Bair before the Senate Committee on Banking, Housing and Urban Affairs Financial Institutions and Consumer 

Protection Subcommittee, “A New Regime for Regulating Large, Complex Financial Institutions” (December 7, 2011), available at 
https://www.banking.senate.gov/imo/media/doc/BairTestimony12711.pdf. 

 
28  The ring-fencing rules for retail banking in the United Kingdom, for example, restrict inter-affiliate funding and other activities that 

increase the connectivity between functions of large financial institutions and remain unaddressed in the Volcker Rule’s prohibitions and 
restrictions.  The starting point for the United Kingdom ring-fencing policy discussion was that “[p]roprietary trading, in particular, is 
not a necessary part of intermediation in the real economy and so should not be conducted in the same entity as the mandated [retail 
banking] services” and “introduces risks to the mandated [retail banking] services which are not necessary for economic efficiency.”  
Independent Commission on Banking, 45, available at http://webarchive.nationalarchives.gov.uk/20131003105424/https:/hmt-
sanctions.s3.amazonaws.com/ICB%20final%20report/ICB%2520Final%2520Report%5B1%5D.pdf. 



11 
 

Simple is good, it seems, only if the Banks benefit from it.  Otherwise, they much prefer 
complexity.    
 
 

Bogus Bank Argument #3 
 
“The Volcker Rule is a solution in search of a problem, because proprietary trading  
Was not a central cause the financial crisis!” 
 
Reality:  Proprietary trading resulted in hundreds of billions of dollars of trading losses in 
the period leading up to and during the 2008 banking crisis.    
 

 Proprietary trading by systemically significant Banks was a clear, contributing factor to the 
2008 banking crisis.   
 
1. Bank trading activities and speculative inventories in CDOs, Synthetic CDOs, MBSs, and 

similar mortgage and real estate-related financial instruments, for example, caused direct and 
significant losses to most of the major financial institutions that failed during the 2008 banking 
crisis.  Those financial institutions have since been acquired by the systemically important 
commercial Banks.   
 

2. It is often noted and correct that dubious lending practices in traditional consumer debt markets 
played a key role in the failure of financial institutions in the 2008 period.  But that conveniently 
focuses on one element of the 2008 banking crisis (where the policy changes are less likely to 
affect Bank management’s compensation), while ignoring another problematic issue—
proprietary trading (where the policy changes are certain to affect Bank management’s 
compensation).    

 
The Volcker Rule’s prohibition on “proprietary trading” is a narrow limitation on only the most 
dangerous element of total risk taking—short-term, speculative trading—but such trading 
limitations do not, and are not intended to, address the many other types of risks incident to the 
business of banking.     

 
3. It is difficult to estimate precisely the extent of crisis-era losses from proprietary trading, because 

financial institutions were not always in the habit of characterizing trading activities as 
“proprietary” or “short-term” and often mischaracterized them as “market-making” or other 
socially useful activities.       

 
Nevertheless, consider one view of the proprietary losses leading up to and during the 2008 
banking crisis:   
 
In all, Lehman lost more than $32 billion from proprietary trading and principal transactions 
during the year and a half leading up to the financial crisis and [in two years] since . . . That’s 
nearly double the $18 billion in common equity the firm had in late 2006 . . . And Lehman wasn’t 
alone.  Merrill Lynch lost nearly $20 billion on investments in collateralized debt obligations 
(CDOs).  Morgan Stanley had a nearly $4 billion loss in proprietary trading in the fourth quarter 
of 2007.  Goldman Sachs spent $3 billion to bail out one of its hedge funds.  And Citigroup has 
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poured more than $3 billion into fixing its problems with structured investment vehicles, 
investments the bank set up with its own capital.  Like Merrill, Citi lost big — as much as $15 
billion, on the CDOs it decided to hold rather than sell off.   
 
In fact, nearly every large financial firm that stumbled during the financial crisis had 
billions of dollars in proprietary-trading or hedge-fund losses.”29 
 
By the end of the 2008 banking crisis, the total proprietary trading losses would dwarf even the 
cited figures (see, e.g., MS’s 2008 proprietary trading losses totaling $9 billion in one trading 
group alone). 

   
4. Proprietary trading losses of this magnitude obviously have the potential to affect the safety and 

soundness of taxpayer-backed Banks.  However, a frequently overlooked, and perhaps more 
concerning issue, is that they tend to correlate with other Bank losses.  In other words, 
proprietary trading losses can arise from market stresses that serve as a common accelerant for 
other types of losses.   
 
Consider the single largest trading loss at a large financial institution, which occurred in the 
months leading up to the 2008 crisis.  Morgan Stanley’s Proprietary Trading Group lost 
approximately $9 billion through a supposed hedging strategy employed by Howard Hubler, a 
Morgan Stanley (“MS”) Managing Director.  In that case, MS’s derivatives positions were 
intended to profit from a deterioration in the subprime mortgage market; MS’s proprietary 
trading desk actually was on the right side of the market going into the 2008 banking crisis 
period.  But, ironically, it was the ineffectiveness of the hedge that generated the multi-billion 
trading loss.   
 
MS’s losses in other areas of the firm mounted just as historical correlations of the MS positions 
were breaking down and causing significant losses in the Proprietary Trading Group.  By the 
second quarter of 2008, MS announced that its profits declined by 57%, led by lower revenues 
in asset management, fixed income, investment banking, and commodities businesses (including 
more than $500 million in losses on the types of leveraged loans that Former Federal Reserve 
Chair Yellen recently warned about, mentioned in the liquidity discussion above).  In other 
words, MS’s proprietary trading produced losses at the very time that the firm least 
wanted and could afford them.     
 

5. MS’s proprietary trading activities were different in degree, but not kind.  Every major Wall 
Street financial institution was involved in some type of proprietary trading in the lead up to and 
during the 2008 banking crisis.  The trading strategies may have been different in each case, but 
the economics generally were not:  trading too often involved leveraged loss positions (rather 
than real assets) that provided capital efficient and outsized—but risk-enhancing and 
procyclical—returns.   
 

6. Even with the Volcker Rule’s sword of Damocles hanging over Bank trading desks, this 
proprietary trading continued long after the height of the 2008 banking crisis.  The “London 

                                                                 
29  Stephen Gandel, Is Proprietary Trading Too Wild for Wall Street (Feb. 5, 2010), available at 

http://content.time.com/time/business/article/0,8599,1960565,00.html. 
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Whale” episode involving J.P. Morgan Chase & Co.’s (“JPM”) Chief Investment Office (“CIO”) 
is the best example.  In 2012, JPM realized a loss of at least $6.2 billion dollars primarily from 
proprietary trading involving credit derivatives.30  One of JPM’s many explanations for the 
losses was that an ineffective hedge of the CIO’s available-for-sale securities book had not been 
rebalanced and therefore had “morphed” into a speculative position.31  The supposed “hedging 
strategy,” however, was a continuation of proprietary trading strategies that pre-dated the 2008 
crisis; in fact, the particular trading strategy involved was identified by JPM internal audit as 
one of many “proprietary position strategies executed on credit and asset-backed indices” as 
far back as 2007.32   

 
JPM’s 2012 European credit-related losses were not existential.  Had they occurred in 2007-08 
when the trading strategy was first implemented, however, they would have been far more 
devastating.  Moreover, the CIO losses were realized in the aftermath of the second bailout 
package intended to stem the Greek debt crisis.  The European debt crisis ultimately stabilized 
due to extraordinary interventions by European governments and the European Central Bank.  
But JPM’s massive losses could have been far worse had those interventions been less 
successful.  In that event, JPM undoubtedly would have been forced to unwind its positions at 
significant losses and to withdraw liquidity at precisely the same time that it took losses on other 
European assets, and these effects would no doubt exacerbate the impact of the debt crisis on 
other market participants.   
 
The fact that proprietary trading was not a central “cause” of the European debt crisis should not 
argue against regulatory measures that seek to confine its negative consequences.       
 

 The role of proprietary trading in the 2008 banking crisis long has been recognized by 
prominent central bankers, regulators, and policymakers.    

 
1. Proprietary trading leading up to and during the 2008 banking crisis contributed to the Group of 

Thirty’s33 2011 Framework for Financial Stability, which observed the following: 
 
“Recent experience in the United States and elsewhere has demonstrated instances in which 
unanticipated and unsustainably large losses in proprietary trading, heavy exposure to 
structured credit products and credit default swaps, and sponsorship of hedge funds have 
placed at risk the viability of the entire enterprise and its ability to meets its responsibilities 
to its clients, counterparties, and investors . . . In essence, these activities all step away from the 

                                                                 
30  JPMorgan Chase Whale Trades:  A Case History of Derivatives Risks and Abuses, United States Permanent Subcommittee on 

Investigations, Committee on Homeland Security and Governmental Affairs, 1 (April 11, 2013), available at 
https://www.hsgac.senate.gov/imo/media/doc/REPORT%20-%20JPMorgan%20Chase%20Whale%20Trades%20(4-12-13).pdf.   

 
31  Id. at 43-44. 
 
32  Id. at 38. 
 
33  The Group of Thirty is a private, nonprofit, international body composed of distinguished representatives of the private and public sectors 

and academia.  Current members include Ben Bernanke (Former Chairman, Federal Reserve), Mark Carney (Governor, Banking of 
England, Chairman, Financial Stability Board), Mario Draghi (President, European Central Bank), William C. Dudley (Former President, 
Federal Reserve Bank of New York), Kevin Warsh (Former Member of the Federal Reserve Board of Governors), Timothy Geithner 
(President, Warburg Pincus, Former U.S. Secretary of the Treasury), Mervyn King (Member, House of Lords, Former Governor, Bank of 
England).    
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general concept of relationship banking . . . toward a more impersonal capital markets 
transaction-oriented financial system . . . Almost inevitably, the complexity of much proprietary 
capital market activity, and the perceived need for confidentiality of such activities, limits 
transparency for investors and creditors alike.34   
 

2. Paul Volcker, Former Chairman of the Federal Reserve, summarized the broader public policy 
concerns relating to proprietary trading concisely: 
 
“. . . there has been, and remains, a strong public interest in providing a “safety net”—in 
particular, deposit insurance and the provision of liquidity in emergencies—for commercial 
banks carrying out essential services.  There is not, however, a similar rationale for public 
funds—taxpayer funds—protecting and supporting essentially proprietary and speculative 
activities.  Hedge funds, private equity funds, and trading activities unrelated to customer needs 
and continuing banking relationships should stand on their own, without the subsidies implied 
by public support for depository institutions.  
 
Those quintessential capital market activities have become part of the natural realm of 
investment banks.  A number of the most prominent of those firms, each heavily engaged in 
trading and other proprietary activity, failed or were forced into publicly-assisted mergers under 
the pressure of the crisis.  It also became necessary to provide public support via the Federal 
Reserve, The Federal Deposit Insurance Corporation, or the Treasury to the largest remaining 
American investment banks, both of which assumed the cloak of a banking license to facilitate 
the assistance.  The world’s largest insurance company, caught up in a huge portfolio of credit 
default swaps quite apart from its basic business, was rescued only by the injection of many tens 
of billions of dollars of public loans and equity capital . . . .35 

 
 
 
As memories of the 2008 banking crisis fade, Wall Street Banks and their allies undoubtedly will seek to 
revise history and again engage in the types of proprietary trading activities that have had devastating 
consequences in the past.   
 
The Volcker Rule does not address every concern relating to the regulation, structure, and operation of 
financial institutions and the financial markets, but it does address one critical contributing factor of the 
2008 banking crisis: proprietary trading by taxpayer-backed Banks.  
 
 
 
 
 
 
 
 
 
 

                                                                 
34  Financial Reform, A Framework for Financial Stability, Group of Thirty, 1, 27 (2011), available at 

http://group30.org/images/uploads/publications/G30_FinancialReformFrameworkFinStability.pdf. 
35  Paul Volcker, Statement of Paul A. Volcker, Prohibiting Certain High-Risk Investment Activities by Banks And Bank Holding 

Companies: Hearing Before the S. Comm. on Banking, Housing, and Urban Affairs, 111th Cong. 49, at 1-2 (Feb. 2, 2010). 
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Bogus Bank Argument #4 
 
“The Volcker Rule will make it difficult for U.S. Banks to compete for business  
globally.”  
 
Reality:  There is zero evidence that the Volcker Rule has hurt the competitiveness of 
U.S. Banks.  In fact, U.S. Banks continue to generate record profits and continue to dominate capital markets 
activities globally.   

 
 Wall Street Banks’ predicted negative effects from the Volcker Rule never came to pass, while 

the evidence demonstrates that these same Banks are doing better than ever.   
 

1. The Volcker Rule has not prevented return-on-equity, income, and profits at the largest Wall 
Street Banks from reaching historic levels. 
 
For example, many Banks have increased return-on-equity for their shareholders since the 2008 
banking crisis.  According to Federal Reserve Bank of St. Louis data, the general trend in 
returns-on-average-equity across middle and large-sized Banks is clearly positively sloping, 
with no observable reversal of that trend since the implementation of the Volcker Rule.   
 
Consider the following chart:   

 
 

 
                                                                                                                               Data Source:  Federal Reserve Bank of St. Louis 
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A similar general trend exists for reported non-interest income across FDIC-insured Banks:   

 

         
                    Data Source:  Federal Deposit Insurance Corporation 

 
There is simply no evidence that U.S. Banks are failing to generate non-interest income or 
return-on-equity.  To the contrary, those two measures indicate that U.S. Banks are doing quite 
well.   
 
Moreover, the largest U.S. Banks reported $44 billion in trading revenue during the first half 
2018 alone, which puts them “on track for the best year since 2011.”36  Those figures arose from 
significant percentage increases in trading revenue growth across the largest U.S. Banks, with 
Goldman Sachs and J.P. Morgan posting 24% and 13% increases in trading revenues over last 
year, respectively.37       
 

2. The Volcker Rule also has not been demonstrated to place U.S. Banks at a competitive 
disadvantage to non-U.S. Banks.   
 
 
As can be seen in the below chart compiled by Coalition and the Financial Times, U.S. Banks 
continue to dominate investment banking globally and have increased their relative standing 
since 2007.38 

 
 

                                                                 
36  Matt Scuffham, Rishika Dugyala, Wall Street traders set for best year since aftermath of crisis, (July 18, 2018), available at 

https://www.reuters.com/article/us-usa-banks-results-trading/wall-street-traders-set-for-best-year-since-aftermath-of-crisis-
idUSKBN1K82I1. 

 
37  Id. 
 
38  Stephen Morris and Laura Noonan, Goldman Sachs passes Citigroup in investment bank rankings:  rebound fueled by revenue from fixed 

income and banking, (Sept. 19, 2018), available at https://www.ft.com/content/4b8cced4-bc33-11e8-94b2-17176fbf93f5. 
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Consider the 2018 rankings relative to the 2007 rankings of the largest Banks across lines-of-
business globally: 

 
 

 
 
Note that five of the largest U.S. Banks occupy the top five positions in the Bank rankings (J.P. 
Morgan, Goldman Sachs, Citi, Morgan Stanley, and Bank of America). 
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 This fact has been confirmed by the International Monetary Fund, which noted in its Global 
Financial Stability Report that global systemically important U.S. Banks now comprise more than 
50% of global fixed income trading revenues for peer group banks, which represents an increased 
share of global revenues since 2010:39 
 

 
 
In short, Better Markets is unable to find any verifiable and generally applicable (i.e., not 
idiosyncratic) metric that demonstrates U.S. Banks have been competitively harmed by the Volcker 
Rule.  Once again, revenue and other data should be our guide, not the unsupported, self-serving, and 
empirically inaccurate assertions of the Banks standing to benefit the most from rollbacks of the Volcker 
Rule.    
 
Conclusion  
 
We must avoid the types of severe crashes that send markets reeling and set tens of millions of Americans 
back by years.  That means at least avoiding the risky gambling that helped cause the 2008 banking crisis 
in the first place.   
 
The Volcker Rule reasonably constrains the rapacious, bonus-focused culture on Wall Street that 
encourages socially useless trading with little demonstrable benefit to the real economy.  The Volcker Rule 
therefore must be maintained and strengthened, not rolled back on account of Wall Street’s self-serving, 
specious arguments. 

                                                                 
39  See International Monetary Fund, Global Financial Stability Report:  Is Growth at Risk?, 9 (October 2017), available at 

https://www.imf.org/en/Publications/GFSR/Issues/2017/09/27/global-financial-stability-report-october-2017. 


