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On January 21, the Obama Administration proposed two sets of new measures to contain systemic risk:  limits on financial 
firmsʼ size (as a fraction of market liabilities); and the so-called “Volcker Rule”, which would bar bank and financial holding 
companies from putatively high-risk activities like private equity investing, managing hedge funds, and proprietary trading.  

• A real solution to a non-problem.  Firms that combine elements of the commercial banking, broker-dealer, and 
proprietary trading business models can pose systemic hazards.  But the Volcker Rule focuses on the least 
problematic of those hybridized activities.  For sound market-based reasons, commercial banks are simply not 
involved in significant levels of private equity or hedge fund-like investing.

• A non-solution to a real problem.  By contrast, broker-dealers (or investment banks) are quite frequently engaged 
in trading and investing for their own account -- both as a necessary consequence of their market-making function, 
but also as a means to capture incremental value.  Because investment banks (appropriately) fund themselves 
substantially in short-term and overnight markets, allowing them to take on volatile and illiquid assets is systemically 
dangerous.  Indeed, it was the proliferation of such “shadow banking” that was perhaps the single biggest driver of 
the credit bubble and ensuing crisis and government response.  But the Volcker Rule, as currently defined, does not 
apply to most investment banks.  Indeed, if the largest investment banks (Goldman Sachs and Morgan Stanley) 
were to give up their bank holding company status, the Volcker Rule would leave even them untouched. 

• Two recommendations.  The Volcker Rule can be improved.

- First, policy-makers should focus their efforts on preventing too-big-to-fail firms (which are large broker 
dealers, not banks) from taking on credit and rate risk that their funding structures do not suit; the Volcker 
Rule should therefore apply to investment banks.  

- Second, rather than trying to define “proprietary trading” (such definitions are hard to create, and easy to get 
around), policy-makers should adopt a tailored approach to capital requirements.  For example, because 
inventories of securities that are disproportionately large compared to trading flow are more likely to represent 
proprietary risk, they might carry higher capital requirements.

EXECUTIVE SUMMARY

Copyright 2010 Cambridge Winter Incorporated 2



Like the Glass-Steagall regulatory framework, the Volcker Rule focuses on the intersections between 
commercial banking, investment banking, and proprietary activities.  Notably, each of those business models -- 
in their “pure” forms -- has a funding model that suits its asset risk profile.  Commercial banks make relatively 
illiquid loans, but they have privileged access to relatively resilient core deposit funding.  Investment banks 
hold inventories of relatively liquid securities, which enables them to use extremely efficient, short-term, low-
cost funding (like the overnight “repo” markets).

Proprietary Trading
Example:  Paulson & Co.
• Strategy:  Principal investment based on 

privileged access or insight
• Risks:  Market, rate, credit, liquidity,  operational
• Assets:  Generally securities, with varying levels 

of liquidity
• Funding:  Heavy equity component, plus prime-

broker leverage

Investment Banking
Example:  Goldman Sachs
• Strategy:  Securities origination and 

market-making
• Risks:  Market, counter-party
• Assets:  Generally liquid sovereign, 

corporate, structured and derivative 
instruments
• Funding:  Wholesale markets; often 

secured, short-term funding; very 
efficient

Commercial Banking
Example:  SunTrust
• Strategy:  Financial intermediation 

through spread-based lending
• Risks:  Credit, rate
• Assets:  Relatively illiquid commercial 

and consumer loans
• Funding:  Relatively “sticky” core 

deposits; moderate all-in costs
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BASIC FINANCIAL BUSINESS MODELS
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Proprietary Trading
Example:  Paulson & Co.
• Strategy:  Principal investment based on 

privileged access or insight
• Risks:  Market, rate, credit, liquidity,  operational
• Assets:  Hedge funds generally hold securities, 

with varying liquidity; private equity firms hold 
control stakes in operating companies
• Funding:  Heavy equity component, plus prime-

broker leverage

Investment Banking
Example:  Goldman Sachs
• Strategy:  Securities origination and 

market-making
• Risks:  Market, counter-party
• Assets:  Relatively liquid sovereign, 

corporate, structured and derivative 
instruments

• Funding:  Wholesale markets; often 
secured, short-term funding; very 
efficient

Commercial Banking
Example:  SunTrust
• Strategy:  Financial intermediation 

through spread-based lending
• Risks:  Credit, rate
• Assets:  Relatively illiquid 

commercial and consumer 
loans
• Funding:  Relatively “sticky” core 

deposits; moderate all-in costs

• Merrill / First 
Franklin

• Bear / EMC
• Lehman / 

BNC, Aurora
• CIT
• GE Capital
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Many of the credit bubbleʼs excesses can be traced to the “shadow banking” sector, which is essentially the 
intersection between commercial banking and investment banking business models:  shadow banks take 
illiquid credit and interest rate risk (like commercial banks), but fund themselves principally through the 
wholesale markets (like investment banks).  Because of long-recognized regulatory loopholes, shadow banks 
were also frequently able to operate with significantly lower capital requirements than commercial bank 
competitors.  With both capital and funding advantages in hand, shadow banks grew to some 60% of the U.S. 
credit system. 

DANGEROUS INTERSECTION:  THE SHADOW BANKING SECTOR

• Fannie & 
Freddie
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To many investors and policy-makers during the bubble, shadow banking vehicles (like “SIVs”) appeared to 
perform precisely the same functions as commercial banks, but were more efficient.  Unfortunately, shadow 
banks proved to be extraordinarily fragile; both the asset and liability components of their business models 
suffered as the credit cycle turned.  Unwilling to risk a shutdown in the short-term funding markets, central 
banks and governments stepped in to prop up the shadow banking system.

SHADOW BANKING LED TO BAILOUTS:  SIV EXAMPLE

SIV

SIV Sponsor 
(e.g. Citi)

Bond Investors 
(e.g. Pension Funds)

SIV Equity 
Investors

(e.g. Hedge 
Funds)

Commercial Paper Investors 
(e.g. Money Market Funds)

ABS 
Underwriter
(e.g. Merrill 

Lynch)

Mortgage 
Bank 

(e.g. First 
Franklin)

Mortgage 
Brokers

Borrower
Borrower

Borrower
Borrower

Borrower
Borrowers

Mortgage 
Brokers
Mortgage 
Brokers

Lo
ans

Lo
ans

Lo
ans

ABS Equity

Backup Line 
of Credit

Medium- 
Term Debt

Short-Term 
Debt

Amplified Credit Risk
SIVs are synthetic structures; they 
don’t have customers.  So they rely on 
a chain of intermediaries to acquire 
assets.  In a downturn, those 
intermediated channels produced 
astonishingly bad credit performance.

Amplified Liquidity Risk
To generate incremental value, SIVs funded 
long-term assets with short-term liabilities, 
like a commercial bank does.  But unlike with 
FDIC-insured deposits, wholesale market 
funding dries up quickly when credit trouble 
appears.

Amplified Bailouts
More than any other single factor, it was the 
exposure of short-term funding markets to 
the shadow banking system (including, but not 
just SIVs) that triggered massive government 
rescue efforts.  Post-Lehman, policy-makers 
were unwilling to risk a “run” on uninsured 
money market funds, the consequent 
shutdown of commercial paper markets, and 
the very real prospect of cascading failures of 
commercial firms.5



With that context in mind, the focus of the Volcker Rule, as currently described, seems misplaced -- or at least 
too narrow.  The crisis did not stem from commercial banks stumbling into investment banking businesses; the 
crisis did stem, in the main, from allowing firms that fund themselves in the wholesale markets to take on credit 
and rate risk as though they were commercial banks or hedge funds.

Proprietary Trading
Example:  Paulson & Co.
• Strategy:  Principal investment based on 

privileged access or insight
• Risks:  Market, rate, credit, liquidity,  operational
• Assets:  Generally securities, with varying levels 

of liquidity
• Funding:  Heavy equity component, plus prime-

broker leverage

Investment Banking
Example:  Goldman Sachs
• Strategy:  Securities origination and 

market-making
• Risks:  Market, counter-party
• Assets:  Generally liquid sovereign, 

corporate, structured and derivative 
instruments
• Funding:  Wholesale markets; often 

secured, short-term funding; very 
efficient

Commercial Banking
Example:  SunTrust
• Strategy:  Financial intermediation 

through spread-based lending
• Risks:  Credit, rate
• Assets:  Relatively illiquid commercial 

and consumer loans
• Funding:  Relatively “sticky” core 

deposits; moderate all-in costs
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FOCUS OF VOLCKER RULE SHOULD SHIFT OR EXPAND

• Merrill / First 
Franklin

• Bear / EMC
• Lehman / 

BNC, Aurora
• CIT
• GE Capital

• JPM / JP 
Morgan 
Partners

• Citi / Old Lane

The Volcker 
Rule

The Biggest 
Problems

• Goldman / 
Global Alpha

• Day-to-day 
prop positions

• Fannie & 
Freddie
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Regulatory Capital 
Requirement 
(% of Trading 

Assets) 

Daily VaR of Trading Assets / Gross Change in 
VaR Due to Daily Trading (Illustrative)

Low High

High

Low

• Bright line distinctions are 
difficult to make, and easy to 
game

• In general, prop activities have 
disproportionately high 
inventories versus trading 
volumes (exceptions might 
include high-frequency strategies)

• Defining the “kink in the curve” 
will require inside data -- perfect 
for a new systemic regulator with 
blue-chip analytical talent
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Probably more 
market-making

Probably more 
proprietary

Implementing a re-scoped Volcker Rule will be challenging.  But it need not be made more challenging by 
trying to precisely define “proprietary” activities.  A new systemic risk regulator, if it is appropriately staffed and 
resourced, should be able to accomplish the same objective by appropriately tailoring capital requirements to 
proprietary risk-taking and market-making activities.

ILLUSTRATIVE NON-LINEAR CAPITAL FRAMEWORK
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