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Abstract:

The Volcker Rule—a section of the Dodd-Frank Wall Street Reform and Consumer Protection
Act—restricts commercial banks from trading securities for their own accounts and limits their
ability to affiliate with hedge funds and private-equity firms. The rule is intended to limit risk in
the financial system by restricting institutions that are supported by public institutions from
taking on risk that may ultimately be borne by taxpayers. This essay uses economic theory to
examine the justification for such a rule, whether the rule is likely to be effective, and the
additional economic effects that may arise from having the rule in place. The research in this
essay suggests that the rule is unlikely to limit risk in the way that its supporters hope, because it
attempts to work around, rather than address, a fundamental source of risk in the financial
system: the moral hazard that results from public institutions providing support to banks and
their creditors, which creates incentives for banks to assume more risk than they would
otherwise.
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Introduction

The recession between December 2007 and June 2009 is officially considered the longest' and most
severe' economic contraction since the Great Depression. The economic contraction unsurprisingly
resulted in financial regulatory reform on a scale not seen since the Depression era.” While some
economic theorists consider financial crises a natural aspect of a market economy,” such crises are
considered failures of public policy by many economists and public officials, and, consequently, new
regulation has arisen to prevent further financial crises in the future and to restore confidence in the

banking system.

The Volcker Rule, which is the informal name given to section 619 of the Dodd-Frank Wall Street
Reform and Consumer Protection Act (Dodd-Frank)," is one of many financial regulatory reforms put in
place by the law. This section of the law amends the Bank Holding Company Act of 1956 to prohibit
banking entities—financial institutions that benefit from federal deposit insurance, control insured
depository institutions, or are subsidiaries or affiliates of insured depository institutions"—from trading in
most securities for their own accounts or affiliating with hedge funds or private-equity firms."" Under the
rule, the ownership interests of banking entities cannot represent more than 3% of the total ownership
interest of any hedge fund or private-equity firm after the fund has been established for a year, and

ownership interests in such firms cannot represent more than 3% of any banking entity’s tier 1 capital.""

The following essay examines the justifications that economic theory provides for such a rule, and also
examines the drawbacks of having such a rule in place. Ideas from microeconomics, macroeconomics,
and public choice all provide useful insights for evaluating the likely impact of this rule. The analysis put
forth in this essay suggests that the rule will likely prove ineffective at limiting excessive risk taking in
the financial sector. Importantly, even if it does successfully limit excessive risk taking it will likely do so
in a way that reduces economic efficiency and benefits certain financial institutions at the expense of

others.



The Volcker Rule addresses a legitimate problem in the financial sector, which is that commercial banks
have incentives to take excessive risk, because their creditors are covered by deposit insurance, and
because commercial banks have access to the Federal Reserve’s discount window, meaning that they can
obtain short-term loans from the Federal Reserve if they are unable to obtain funding elsewhere.
However, a more effective way to deal with that concern is to incentivize the creditors and shareholders
of financial institutions to take a more active role in monitoring the risks that financial institutions take,
rather than altogether restricting commercial banks from certain types of activities. Repealing the Volcker
Rule and instead implementing reforms that place the banks’ creditors in charge of monitoring financial
institutions would help achieve a desirable balance of risk and return in the financial system more

effectively than the Volcker Rule.



Chapter —What Does Economics Say about Financial Regulation?

This chapter examines the discourse surrounding the need for financial regulatory reform. Policymakers
and economists have provided numerous and varied explanations for the causes of financial instability.
They have offered ideas for how to mitigate risks to the financial system, and consequently the economy
in general. This chapter provides a discussion of those ideas and examines their strengths and weaknesses.
A discussion of the causes of financial instability will establish a framework for explaining exactly what

policymakers hope to achieve by implementing the Volcker Rule.

Financial regulation falls essentially into three broad categories: protection against systemic risk,
prudential regulation, and consumer protection.™ While economists generally consider free trade and
market competition as the most effective methods for allocating resources and ensuring economic growth,
many economists support government regulation of private transactions that create externalities, meaning
either positive or negative effects on people other than the buyer or seller. When a transaction creates
externalities, the parties to the transaction do not incur its full costs and benefits. The market consequently
underprovides products that create external benefits for society and overprovides products that create
external costs.” Each of the three types of financial regulation mentioned above addresses some form of
perceived market failure, meaning situations in which markets allocate resources at a level that is

substantially different from their socially optimal level, such as externalities.
Mitigation of systemic risk

Economists offer many different definitions of systemic risk, and, as many have pointed out, there is no
unified definition on which all economists agree.” In a broad sense, systemic risk is the risk of a collapse
in financial market activity, which is a risk that financial institutions cannot effectively control or hedge.™"
Systemic risk falls into two categories: domino effects resulting from firms that are “too big to fail,” and

contagion.



Domino effects

Domino effects result from the fact that large financial institutions have many creditors and
counterparties, and their failure can consequently impose large, widespread losses on other firms. Since
many large financial institutions fund, and are funded by, numerous other financial institutions, the failure
of a large institution can have devastating effects on the industry, because the ability of other institutions
to borrow and earn returns will be curtailed significantly. Also, since businesses in general depend on the
financial sector to conduct their daily activities, a collapse in lending that results from losses to financial

xiii

institutions threatens the economy in general, not just the financial sector.

The collapse of one institution could conceivably cause other institutions to fail, which could set off a

chain reaction.™ Because the failure of one firm can impose costs on individuals besides the firm and its
business partners, it is plausible from the standpoint of economic theory to argue that regulation is
necessary to limit the likelihood that large firms will fail. This argument justifies the policy of “too big to

fail,” which is the name colloquially given to the practice of preventing large firms from failing.*

Not everyone agrees that the potential for a domino effect is a serious public-policy concern. In a recent
paper, Harvard law professor Hal Scott argues that too-big-to-fail institutions played little role in creating
the recent financial crisis and that the reforms in Dodd-Frank that address the interconnectedness of large
financial institutions are largely misguided.™ Furthermore, precisely measuring systemic risk is
extremely challenging, so even if regulation is justified it is not clear that federal regulators will be able to

Xvii

mitigate systemic risk effectively.
Contagion

Contagion is a form of systemic risk that spreads in a less direct way than with domino effects. Contagion
can occur when a few firms must sell their assets to raise capital, which lowers the price of those assets

and therefore reduces the net worth of other firms, who then must themselves sell assets to raise capital,



which depresses prices further." Fear and rumors can also cause contagion, which can create problems
even for financial institutions that are not exposed—either directly or indirectly through exposure to other
firms—to an event that causes a shock to financial markets. Because creditors of financial institutions do
not typically have full knowledge of the activities of the firms to whom they entrust their savings, a
problem in one sector of the financial industry can lead depositors to withdraw their savings even if they
do not know with certainty whether their financial institution itself faces trouble. They withdraw their

money out of fear that their financial institution is exposed to the same risks that are causing problems for

institutions elsewhere in the economy.

Widespread bank failures can ensue when depositors withdraw their money en masse, because banks’
ability to borrow and lend will be severely reduced as they divert funds toward paying depositors.
Economists characterize bank runs as an example of coordination failure. If depositors and other creditors
could coordinate among themselves to withdraw their savings at later times when the bank has sufficient
liquidity to meet their demands, then bank runs would not be a concern. However, the fact that such
coordination is costly means that creditors are more likely to simply race to withdraw their funds from the

bank, which results in financial instability.™

The same phenomenon can affect financial institutions besides commercial banks, since all financial
institutions rely on borrowing in order to finance their operations. When people and institutions become
fearful that financial institutions in general face trouble they may demand their money back and withhold
additional funding, which can force financial institutions to raise more capital by selling their assets in
order to remain solvent. Under these circumstances many financial institutions may fail simply because
funding is scarce and the value of their assets declines substantially due to the fact that many institutions
must also sell their assets at the same time.™ These types of events can also be characterized as self-
fulfilling prophecies,™ since healthy banks can go bankrupt simply by the mere speculation that they

might be facing trouble. Furthermore, even people who know that their bank or financial institution is



healthy may still withdraw their savings simply out of a concern that a large number of other depositors

XXii

may do so, in which case their institution would be in real danger of bankruptcy.

Policies to address systemic risk

The external costs from the failure of large firms and contagion provide economic justification for

regulations and policies that mitigate systemic risk. Examples include lender-of-last-resort functions, in
which central banks provide liquidity to banks that are technically solvent but suffering from temporary
xxiii

liquidity constraints that prevent them from meeting their short-term obligations,”™" and deposit

insurance, which guarantees that depositors at commercial banks can get their money back and thereby

XXiV

reduces the likelihood of bank runs.

Both of these functions carry substantial costs, however, since they reduce the likelihood that depositors
will monitor their banks’ practices to ensure that they do not take excessive risks. Many economists have
offered ideas for mitigating systemic risk while maintaining some degree of private monitoring. Such
recommendations include scaling back deposit insurance, making banks’ shareholders liable for losses
even after they lose the full value of their initial investment, and improving the transparency of financial
institutions.™ Such policies would reduce the danger of contagion from bank failures, because depositors
would have a better idea of their institution’s exposure to various segments of the market. Depositors
would also have incentives to obtain more knowledge of the extent of their financial institution’s reliance
on other institutions for funding, which would reduce the problem of domino effects, since depositors
would be more likely to seek out highly diversified institutions. Chapter 4 discusses these proposals in

greater detail.

Opponents of regulation to reduce systemic risk argue that in historical bank runs, the fearful environment

that causes panics results in a flight to quality, in which investors refuse to put their money in anything

XXVi

but the safest assets.™ " In the recent financial crisis, the price of U.S. Treasury securities increased

substantially as investors sought what have historically been safe and stable assets. Supporters of free
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banking™"" argue that under an alternative system with fewer regulations and less government support for
creditors, banks would compete to distinguish themselves as comparatively safe. Competitive banks
would thereby presumably attract more funds, especially in the event that investors flee relatively risky
investments. ™ Free-banking supporters and others who argue for a less-regulated financial sector also
argue that banks would advertise their conservative practices—such as making prudent loans and holding

substantial capital—in the absence of government protection, but in its presence they do not have an

incentive to do so, since creditors have guarantees of getting repaid regardless of the risks that banks take.

Prudential regulation

Prudential regulation involves government agencies overseeing the activity of financial institutions to
ensure that they do not take excessive risks. Through prudential regulation, regulators monitor risk to
specific institutions rather than risk to the financial system overall. Justifications for prudential regulation
include protecting the value of the Federal Deposit Insurance Corporation (FDIC) Deposit Insurance Fund
(because the existence of deposit insurance encourages excessive risk taking), and reducing adverse

selection.

Supporters of free banking argue that prudential regulation is unnecessary since the large losses that
creditors stand to incur from the failure of financial institutions provide them with strong incentives to

XXiX

ensure that institutions behave prudently.™" Economics provides two possible counterarguments. First, if
every creditor monitors her financial institution to ensure that her money is being managed prudently,
then many people would be gathering the same information, which would entail a substantial duplication
of efforts. That outcome is economically inefficient, because a potentially more cost-effective method is
to have one or a few institutions monitor the financial system on behalf of all depositors. Regulators can

potentially serve that role.™ Collective monitoring allows the market to take advantage of economies of

scale, since the marginal cost—that is, the cost of monitoring an additional firm—is much lower for

10



institutions that have already incurred the large overhead costs of monitoring firms than for

XXXi

individuals.

Secondly, monitoring by individuals creates external benefits, so individual monitoring might occur to an
extent that is less than socially optimal in the absence of prudential monitoring by regulators. If some
people monitor the behavior of firms, which is costly to do, then depositors may reasonably assume that

XXXii

others will monitor their firms and then attempt to free-ride off of their monitoring.™" If depositors do
not know who monitors the institutions and assume that others who have their money at stake are doing

so, then a risk arises that very few people, or possibly no one, will actually invest the resources to ensure

that financial institutions are taking appropriate risks with their creditors’ money.

Another justification for prudential regulation is that institutions established by the government to
mitigate systemic risk create a moral hazard. Deposit insurance significantly reduces the costs to
depositors of bank failures, since the full value of deposits is guaranteed regardless of how their bank
performs. Financial institutions whose depositors have access to government-provided deposit insurance
do not have an incentive to compete by behaving prudently because, when the government guarantees the
value of deposits, depositors do not take the risk level of banks into consideration when deciding where to

place their money.

The lender-of-last-resort function creates moral hazard as well. Federal law™" only permits the Federal
Reserve to make funding available to solvent banks facing liquidity constraints, ™" but the Federal
Reserve cannot perfectly distinguish between solvent banks and insolvent banks.”™" Therefore, the

existence of a lender-of-last-resort function raises the likelihood that banks that take excessive risks will

have access to public funds in the event that those risks lead to substantial losses.

Because the institutions that policymakers deem necessary to prevent systemic risk also have
destabilizing effects, plausible justification exists for regulating financial institutions to ensure that their

XXXVi

risk-taking behavior does not place excessive strain on the Deposit Insurance Fund or taxpayers.
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A final justification for prudential regulation is that adverse selection can occur in the absence of such
regulation. Financial products are generally not transparent, so those who invest in them cannot really
know what type of product they are getting without incurring a large expense. The interconnected nature
of the financial industry means that the risk associated with any particular financial product depends on
the positions and solvency of so many other institutions that knowing the exact quality of a product is
expensive for investors and savers.™"" As a result, their valuation of financial products will reflect their
expectation of the average quality of all similar products, rather than the value of the particular product
they are purchasing. That leads to an example of adverse selection, in which the market price punishes
high-quality producers, who incur high costs to produce a high-quality product but can only receive a
price that reflects average quality, while rewarding low-quality producers, who receive an average-quality
price despite only incurring the costs required to produce low-quality products.™" As a result, high-
quality producers leave the market and low-quality producers enter the market, and the quality of

financial products overall could deteriorate.

That situation may be avoided by having regulators set minimum standards of quality. Those minimum
standards will benefit high-quality producers, who will be able to sell their products at prices that more
closely reflect their quality. Savers and investors benefit as well, because they will be able to obtain

XXXIiX

higher-quality products.

Importantly, empirical research suggests that private institutions have strong incentives to profit by
overcoming the problem of adverse selection. In other industries that are subject to adverse selection,
private institutions such as warranties have arisen to mitigate that effect. No reason exists to expect that
firms could not similarly mitigate adverse selection in the financial sector. As with the case of regulating
to reduce systemic risk, the fact that adverse selection potentially exists does not by itself imply that

regulation is practical, or that it is even capable of correcting the problem.
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A more effective approach to mitigating the moral-hazard and adverse-selection concerns created by the
federal safety net may be to reform the safety net so that more responsibility for ensuring prudent
behavior falls on private individuals rather than on the government. Some economists have argued that
deposit insurance and the lender-of-last-resort functions fulfilled by central banks result in homogeneity
of banking practices and lead banks to adopt more risky practices than they would otherwise.™ When
banks’ creditors have guarantees from the federal government for the value of their deposits, less risky
banks are placed at a competitive disadvantage, because the market does not punish their competitors for

imprudent behavior. Therefore, less risky banks either go out of business or adopt riskier practices.

Furthermore, private monitoring institutions could overcome the duplication-of-efforts problem and gain
the pricing advantages from economies of scale, since having a small number of institutions carrying out
prudential monitoring could conceivably be achieved by having large private firms that depend on their
reputation for effectively monitoring financial firms.*™ Also, attempts by the government to provide
prudential monitoring preclude private solutions by limiting the need for transparency and private

i
arrangements to reduce risk.*"™

Consumer protection

Consumer protection is the third and final major economic justification for financial regulation. While
issues of consumer protection were partially addressed in the section discussing prudential regulation,
consumer protection falls into a separate category, since financial institutions may face incentives to

deceive and mislead their customers.

Entrusting one’s savings to a financial institution is a classic example of a principal-agent problem.
Economists are well aware that when a principal hires an agent to act on her behalf, the agent has a strong

liv - .
1.*" Financial

incentive to shirk her duties, since monitoring the agent is very costly for the principa
institutions are agents acting on behalf of their creditors and shareholders, and the principal-agent

problem suggests that they perform their job of managing money less carefully than they would if they
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knew their creditors and shareholders were monitoring their every move. Financial institutions are also
likely to know more about the quality of their products than their customers. Although very wealthy and
sophisticated investors and savers often have as much financial knowledge as financial institutions, less-

sophisticated savers and investors generally do not.

Furthermore, banks’ interests can conflict with those of the investors and savers to whom they provide
financial advice. For instance, banks may be able to sell securities to customers through their financial-
advisory institutions and then take positions that will profit from a decline in value of those same

.. . I
securities. Goldman Sachs was recently accused of such behavior.™

Interestingly, the former co-head of
Goldman Sachs, John Whitehead, expressed reservations about the firm’s increasing involvement in
trading securities for its own account by saying, “The minute you exchange the role of agent for one as
principal, you change the traditions of your business. If you’re out looking for deals for yourself, you

99xlvi

can’t do the best for your client.

The dangers of deceptive and misleading practices are not unique to the financial industry. Any firm in an
industry in which distinguishing between high-quality and low-quality products is difficult and costly for
consumers faces incentives to cheat its customers, but that incentive is generally offset by the incentive of

xlvii

the firm to preserve its reputation and remain profitable by providing quality service.” " Federal law

prohibits outright fraud, such as Ponzi schemes,™" but “false and deceptive practices” in commerce

constitute legal violations in every industry,"™

so policing deceptive practices in the financial industry
specifically may be redundant. Financial institutions that lie or knowingly mislead their customers face

legal recourse as they would in any other industry.

Also, the fact that firms’ interests conflict with the interests of their clients does not by itself indicate a
need for regulation. Any time a security changes hands, the buyer is betting that the security is
undervalued and that the price will rise, while the seller is betting that the security is overvalued and that

its price will fall. Both parties benefit from the transaction, because they are limiting their exposure to a

14



price change that they perceive as likely, even though only one of the parties will turn out to be correct.'
Since buyers and sellers of securities cannot have perfect knowledge of the future, it is difficult to state
with certainty that the one who makes more money deceived the other, since they both willingly take part

in the transaction.

Regulation to protect consumers may also end up having the opposite effect by making financial services
more expensive and giving consumers fewer choices about where and how to obtain them. For example,
regulation can have the effect of simply changing the composition or structure of the market in a way that
benefits larger firms in the industry by sheltering them from competition.” A consequence of regulation
can be that only large companies, which can distribute the costs of compliance over many units, remain
competitive, since smaller firms will need to raise prices substantially in order to cover the costs of
compliance. A major effect of not just the Volcker Rule but many other aspects of Dodd-Frank may
simply be that large incumbent banks will become more profitable at the expense of smaller banks."™ To
the extent that regulation creates a barrier to entry and generates competitive advantages for larger firms
by keeping smaller firms out of business, heavily regulated industries not only become less competitive
but also become less innovative and dynamic, since smaller companies usually enter the market by
offering a new product or a new style of service."" Because larger firms have an interest in maintaining
the status quo rather than adopting new technologies or practices in order to avoid having their market

share captured by new banks, they frequently favor complicated and strict regulation that reduces

... li
competition."”

Additionally, financial regulators are frequently influenced by the financial industry itself."" Most of the
nation’s financial regulators, including the Office of Thrift Supervision (OTS)," Office of the
Comptroller of the Currency (OCC), Securities and Exchange Commission (SEC), and the Federal
Reserve have come under scrutiny at one time or another for allegedly having permitted financial
institutions to evade regulatory requirements. Given the complicated nature of financial products, it is
hardly surprising that expertise from within the industry would be required in order to help regulators

15



carry out their tasks effectively.™ Nonetheless, the participation of financial institutions in developing

regulations makes it likely that regulation will be used as a tool to stifle competition.
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Chapter II—How Might the Volcker Rule Improve Economic Welfare?

During a hearing on the proposed Volcker Rule in February 2010, Hal Scott described the objective of the
Volcker Rule as, “restrict[ing] banks that are ‘too big to fail’ from participating in nontraditional risky
investment activity, thus minimizing the chance they might fail and have to be rescued to avoid
endangering uninsured depositors or the FDIC insurance fund.”™ In the same hearing, speakers also
discussed the possibility that eliminating proprietary trading at banks could eliminate conflicts of interest
between banks and their clients."™™ By implementing the Volcker Rule, regulators primarily intend to
achieve that objective by reducing risk, restricting speculative trading activity to financial entities that do
not have access to the federal safety net—including the FDIC’s Deposit Insurance Fund and the Federal
Reserve’s discount window—and aligning the interests of banking entities and their customers.™ The rule

may also improve economic well-being by limiting the political power of financial institutions. This

chapter addresses each of those objectives in turn.
Reduce risk

The Volcker Rule can potentially limit risk in the financial system by eliminating proprietary trading by
banks and limiting their affiliation with hedge funds and private-equity firms. The rule will ideally reduce
the likelihood that commercial banks will incur large losses that threaten their ability to repay their
depositors. This issue came into the public spotlight in May 2012 when the investment banking arm at
JPMorgan Chase reported that it had incurred substantial losses in its trading account.™ Although those
losses, while substantial and currently estimated at over $6 billion,™" did not threaten the solvency of
JPMorgan Chase, they did raise questions about whether such losses would have occurred had the

Volcker Rule been in place and sufficiently enforced.™

The financial condition of particular firms is not typically a public-policy concern. However, given the

fact that banks have access to public funds through deposit insurance and the Federal Reserve’s discount
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window, taxpayers can incur losses when depository institutions fail. Furthermore, since banks’ losses
may be incurred by taxpayers rather than by the banks themselves, banks have incentives to take
excessive risks. These features of the banking system create risks of economic instability, which could

potentially be reduced with an effective Volcker Rule.

Separate federal support for the banking system from speculative trading activity

A key purpose of the Volcker Rule is to ensure that commercial banks, which have access to federal
safety nets intended to reduce systemic risk, cannot engage in speculative trading activity that increases
the likelihood of an eventual need for public funds. This purpose arises from the concern about moral

hazard discussed in the first chapter.

Federal Reserve Governor Sarah Bloom Raskin, who views the Volcker Rule in its current form as too
lenient, argues that, because of its risks, no proprietary trading of any kind should not be carried out by
entities with access to a federal safety net. The rule allows for market making, in which financial firms
serve as intermediaries between buyers and sellers of securities, and underwriting, in which banks
purchase the securities issued in a new public offering in order to distribute them to investors. It also

permits risk-mitigating hedging,™" in which banks take certain positions in order to offset risks that they

incur in other aspects of business that are not prohibited by the law.™"

Raskin argues that all forms of
proprietary trading, including activities permitted under the Volcker Rule, could easily be carried out by
investment banks, hedge funds, and other institutions that do not have access to the federal safety net. She
argues that even if bans on proprietary trading end up reducing market liquidity overall, this effect will
not necessarily be undesirable, since high amounts of liquidity can result in deviations of a financial

instrument’s price from its true value just as easily as it can result in price discovery.™

(The next chapter
discusses in greater detail the reasons why the Volcker Rule in its current form poses significant

challenges, due to the need for regulators to correctly identify what constitutes acceptable activity and

what constitutes proprietary trading.)
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This goal of the Volcker Rule is similar to a provision of the Banking Act of 1933—commonly called

Ixvii

“Glass-Steagall” after the last names of its Congressional sponsors™  —which required complete

separation of securities firms and commercial banks.™" Congress lifted this restriction in 1999 with the

Ixix

passage of the Gramm-Leach-Bliley Act.™ For about 20 years before finally repealing this aspect of the
law,™ Congress also eased the stringency of the separation of commercial and investment banks by
allowing banks to obtain a greater portion of their revenue from securities services.™ Gramm-Leach

Bliley was therefore part of an already-occurring trend toward greater integration of commercial and

investment banking.

While the overall effect of the repeal of Glass-Steagall on the financial system is the subject of much
debate,™ " the integration of commercial and investment banking is considered by some as a plausible
explanation of the recent financial debacle.™ " Affiliation between commercial banks and securities firms
is viewed as problematic, because the deposits of commercial banks are backed by deposit insurance
while investment banks are not, so commercial banks that deal in securities will have disproportionate

incentives to take excessive risks.

Reduce potential conflicts of interest

By trading for their own accounts, banks can take positions in the market that are not necessarily the same
as the positions of their clients, and may even be the opposite of what they sell to their customers. As an
example, Goldman Sachs was recently accused of selling securities to its customers and then betting that

Ixxiv

those securities would decline in value, meaning that it took short positions in those securities through

its proprietary trading unit.™ Some expect that the Volcker Rule will align the interests of banks with

. . . Ixxvi
their customers, so as to create a banking system that is safer for consumers.™"

On the other hand, such a strategy of taking opposite positions may be rational and profitable for a
financial institution, because holding exactly the same position as its customers would expose a bank to

the risk of that position directly as well as reduce income from the bank’s clients if the position loses
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money. Banks can diversify their risks by taking a position opposite to that of their clients, which
generally adds to the stability of financial institutions and, consequently, the stability of the economy
overall. Some argue that the Goldman Sachs case in particular underscores the fact that the interests of
buyers and sellers of securities generally are not aligned simply by the nature of financial products, and
that buyers—particularly large, sophisticated buyers such as the party to whom Goldman Sachs allegedly
sold products that were “designed to fail”—therefore have a responsibility not to rely exclusively on the

advice of sellers when making investment decisions.™""

Reduce the political power of the financial industry

University of Chicago finance professor Luigi Zingales argues that banking regulation can benefit society
by limiting the political power of financial institutions. He particularly argues that while Glass-Steagall
was in place and adequately enforced, insurance companies, investment banks, and commercial banks all
had sufficiently different political interests that the financial industry could not successfully direct the
nation’s political agenda in its favor."™ In Zingales’s view the dismantling of Glass-Steagall changed
that, and the industry condensed into a single lobbying entity with enough political influence to change
national policy to promote its interests. Furthermore, the dismantling of Glass-Steagall led to an increase
in the size of the largest financial institutions, because banks could expand the scope of their financial

coee Ixxi
activities. ™™

Zingales argues that the growth of financial institutions not only increased their political
power but also increased systemic risk, because the financial system depended more on the success of

comparatively few firms, many of which were arguably too big to fail.

Zingales argues that while Glass-Steagall was economically inefficient—since the law prevented the

1 .
X and scale—it was nonetheless

financial industry from taking full advantage of economies of scope
socially beneficial. Glass-Steagall certainly made the provision of financial services more expensive than

would have been the case in its absence, but it also prevented financial institutions from gaining the type

of political influence that they gained after the repeal of the law. He argues that Glass-Steagall was
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effective because it explicitly and concisely defined what financial institutions could and could not do,

thereby giving them little flexibility for circumventing the law.™

Importantly, Zingales contrasts what he views as the beneficial effect of Glass-Steagall with the Volcker
Rule. He argues that the Volcker Rule simply appeases those who seek to resurrect Glass-Steagall, and
that the rule will prove ineffective, because its complexity and numerous exceptions will make it nearly
impossible to enforce. Therefore, in Zingales’s view, the Volcker Rule satisfies simultaneously those who
want to see the power of banks restricted and the banks themselves, since the law will technically prohibit

presumably destructive activity but will not be adequately enforced in practice.™"

To the extent that the Volcker Rule effectively limits the scope of activities of commercial banks, it will
also likely lead to less alignment of the political interests of commercial banks with the rest of the
financial industry. Restricting the scope of activities in which any financial institution can engage will
likewise decrease the size of the largest financial institutions. Therefore, the potentially beneficial effects
of the Volcker Rule may be effects that are not explicit objectives of the rule, such as limiting the political

power of banks and decreasing the market power of firms in the financial industry.
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Chapter III—Could the Volcker Rule Miss the Mark?

While the intent of the Volcker Rule is to foster economic stability and reduce risk, the actual effects of
the rule are open to question. Government agencies have reported that the rule may prove difficult to
enforce.™ ! Furthermore, even if financial regulators manage to find ways to effectively enforce the rule,
the economic effects may not be what supporters of the law had in mind. The law could, in practice, end

up having the opposite of its intended effect. This chapter discusses the main concerns with the

effectiveness of the rule and its potential economic consequences.
Increased volatility

Critics of the Volcker Rule argue that it will restrict the activity of market-making—serving as a ready
buyer and seller of securities—even though the law explicitly permits commercial banks to practice
market making. Firms that engage in market making must hold a large inventory of securities in order to
readily buy and sell them, and their decisions as to which securities to hold are influenced by the expected
changes in the prices of those securities. Since firms will be more likely to hold securities that they expect
to appreciate in value, some have argued that market making is effectively proprietary trading by

.. Ixxxi
definition. ™"

Therefore, it is entirely possible that restrictions against trading in securities for banks’
own accounts will reduce market-making activity among commercial. A likely consequence of banks
ceasing to conduct market making will be reduced liquidity due to the diminished ability of institutions

IxxxV

that issue securities to find buyers for those instruments. Having less liquidity will limit firms’ ability

to raise capital, which will make them more susceptible to negative economic shocks.

The Volcker Rule may also increase economic volatility for other reasons. For instance, to the extent that
hedge funds and private-equity firms experience more difficulty attracting investors as a result of
limitations placed on commercial banks’ affiliations with them, they will have fewer funds to invest in

constrained businesses that experience trouble meeting temporary liquidity constraints, which will result
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in more business failures. Hedge funds and private-equity firms typically assume far greater risk than

oo .
1 Businesses that face

most conventional financial institutions in the hope of securing high returns.
severe liquidity constraints in conventional markets typically have the option to secure investments from
such firms, but only by paying a substantial premium over market rates."™ " To the extent that the
Volcker Rule limits the funding available to hedge funds and private-equity firms, thereby forcing them
to be more discriminating in deciding where to invest their funds, the likelihood of bankruptcies due to

temporary liquidity constraints will increase. The frequency and intensity of disruptions in the financial

system, and consequently the economy overall, may increase as a result.

Furthermore, proprietary trading is a lucrative source of profit for commercial banks. If the Volcker Rule
succeeds in eliminating proprietary trading as a source of profits, banks will have the choice to pass the
higher costs of remaining in business onto their customers, absorb the losses themselves, or replace
proprietary trading with another profitable activity. Restrictions against proprietary trading could,
according to some, incentivize banks to rely on real-estate lending for a greater portion of their profits,
which is historically a volatile and risky market."'" This effect is exacerbated by the fact that the
Volcker Rule restricts proprietary trading even at the level of bank-holding companies, which
traditionally remained exempt from such regulation because they are not covered by deposit

insurance,

Additionally, Douglas Elliott of the Brookings Institution argues that speculative trading necessarily
requires institutions to assume a certain level of risk, and that the trades that brought about the collapse of
the subprime mortgage market and led to the recent crisis resulted from banks holding very highly rated
mortgage-backed-securities (MBS) that were widely considered to carry little to no risk. He therefore
believes that had the Volcker Rule been in place before the crisis, it is likely that regulators would not
have considered large holdings of MBS to constitute proprietary trading. To the extent that regulators

permit activity that appears safe but only turns out to be risky after a major crisis, as tends to be the case
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in major market disruptions, the frequency of disruptions may not change at all or may even increase,

depending on how effectively regulators identify speculative trading.*

Finally, Douglas Elliott also argues that a fundamental weakness of the Volcker Rule is that it focuses on
the intent behind trades rather than the trades themselves, and that confusion over the definitions of
restrictions and exemptions made by the Volcker Rule could lead to greater volatility. Peter Wallison of
the American Enterprise Institute acknowledges this concern as well. He notes that, since banks will not
know at what point permitted risk-mitigating hedging crosses the line into becoming proprietary trading
in the view of regulators, banks may hedge less and will therefore exhibit more procyclicality and
volatility in their returns.*" The rule seeks to eliminate situations in which banks hold securities for the

exclusive purpose of benefiting from short-term price movements, and regulators will essentially have to

guess as to whether or not banks are holding securities for that purpose.
Difficulty of enforcement

Another concern with the Volcker Rule is that enforcement will prove difficult and costly. The specific
prohibitions in the law against proprietary trading and affiliations with hedge funds and private-equity
firms require interpretation on the part of the regulatory agencies that are responsible for enforcing them.
Some have pointed out that the many exceptions that the rule makes have properties that make them
inseparable from proprietary trading, and that firms will therefore be able to use legally permitted
activities to trade for their own accounts.*" Although banks have been shutting down their segments that

Xciv

were specifically devoted to proprietary trading™ " and will continue to do so as regulators implement the
Volcker Rule, banks may continue to engage in proprietary trading but do so secretly rather than openly.
Depositors, other creditors, and investors will then have more difficulty comparing options of where to
put their money, because risky activity may be deliberately hidden in response to the law. Even if the law

did not make exceptions for certain types of activity and simply banned proprietary activity altogether,

distinguishing proprietary trading from trading on behalf of a firm’s clients could still prove difficult for
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regulators, because the same traders typically undertake trades that are made on behalf of clients and on

behalf of the firm.*"

Douglas Elliott has criticized the Volcker Rule and concluded that the rule in its current form will prove
ineffective and counterproductive. Part of his reasoning is that the ability of the rule to effectively deter
proprietary trading depends on the ability of regulators to distinguish between permitted and prohibited
activities in situations where the difference between the two will be an arbitrary distinction at best. He
argues that regulators whose job it will be to enforce the rule would recognize that market making can
become proprietary trading if banks hold securities for the purpose of benefiting from short-term price
movements rather than simply holding securities in order to facilitate buying and selling securities. Since
the point at which market making becomes speculative trading depends on the size of the inventory and
the types of securities in the inventory, the point at which permitted activity becomes prohibited activity
will depend on an ex post judgment by regulators. In Elliott’s view, the correct judgment will likely only

xevi

be clear in retrospect, so the Volcker Rule will not effectively limit risk in the financial system.

Due to the expense and complexity of limiting the scope of banking activity through regulation like the
Volcker Rule, some have argued that a far simpler, cheaper, and more enforceable method of achieving
financial stability would be to simply limit the size of banks, rather than their scope. Arnold Kling is a

xevii

well-known advocate of this policy.™" He argues that systemic risk in the financial system can be

addressed by simply breaking up the banks that would create systemic risk if they failed.*""

Reduced economic growth

Concerns over proprietary trading focus on the fact that speculative trading could cause financial
institutions to incur substantial losses that may ultimately be borne by other institutions, by the Deposit
Insurance Fund, or by taxpayers. It is important to note also that banning proprietary trading will prevent
institutions from earning potentially high returns from such activity, which creates costs not only for

banks but also for the overall economy. If financial institutions earn returns on investments that exceed
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the return of the overall market, then the high returns signal that they have generated economic value by

XCiX

allocating savings more effectively than their competitors.™" Firms that engage in speculative trading
serve that purpose by profiting from situations in which the market has priced financial instruments

incorrectly. When many different institutions engage in this activity, the prices of financial instruments

are more likely to reflect their true economic value.*

If the Volcker Rule restricts the ability of banks to trade securities for their own accounts or invest in
private-equity firms and hedge funds (which also profit by identifying price discrepancies) overall
economic efficiency may decline. Another concern is that uncertainty over how regulators will enforce
the law could reduce activity in financial markets.” The rule permits the Securities and Exchange
Commission (SEC) and Commodity Futures Trading Commission (CFTC) to expand the list of financial
instruments and transactions that the Volcker Rule covers at any time, which could create uncertainty
and confusion. Furthermore, the rule gives regulators the authority to subject banks to a “prudential
backstop,” through which they may restrict activity that the rule explicitly allows if they determine that
the activity is excessively risky or creates a conflict of interest between the bank and its customers in that
instance.” Uncertainty over how agencies will enforce the rule could lower the availability of financial
services, because financial institutions may cease to offer products that they fear could potentially be
perceived by regulators as violating the Volcker Rule. The costs of complying with the rule will also

likely be passed on to customers. Those in the market for financial products will consequently have fewer

options for allocating their savings, and financial products will become more expensive.

Influence by private rather than public concerns

As is the case with many types of regulation,”” it is nearly certain that, while supporters of the Volcker
Rule argue that the rule is necessary to protect the public, private interests have also attempted to leverage
the rule in order to seek rents—that is, to profit at the expense of others through obtaining favors from the

government.” Financial institutions outside of the commercial-banking sector may stand to profit from
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the Volcker Rule, as pointed out recently in an article about efforts to support the rule.® The rule
explicitly seeks to move speculation in securities outside of commercial banking, which will reduce the
competition that investment banks, hedge funds, and similar financial institutions face from traders at

commercial banks.

As mentioned in the first chapter, large financial institutions also have an interest in seeking rents by
pushing for complex regulatory structures in order to limit competition. The Volcker Rule will necessitate
that commercial banks create complicated infrastructures in order to monitor their activities and comply
with the rule,”" which may create an expensive barrier to entry in commercial banking.®"" The number of
new competitors entering the market would consequently decrease, thereby making the profitability of
larger banks more secure. One consequence of this outcome is that large incumbent financial institutions
will earn greater profits than their value to society justifies. Still another consequence is that large
institutions will expend resources on lobbying rather than on creating products that consumers value,
which represents a loss to society. Most importantly, the reduced competition raises the prices of financial

products and provides consumers with fewer options, because large firms do not need to innovate in order

to maintain their market share.

Smaller firms generally gain market share by offering new products. If regulation impedes such
innovation, the process of creative destruction, whereby new products displace old products, either will
not take place or will take place more slowly than would otherwise be the case.”™ This means that
consumers have fewer choices than they would if the financial industry were more competitive. As the
fourth chapter of this essay discusses, in 1933 policymakers restricted entry into banking by requiring
new banks to receive licensure from the Office of the Comptroller of the Currency or the Federal Reserve
Board.”™ Because the Banking Act of 1933 also created deposit insurance, Congress required the agencies
in charge of licensing new banks to ensure that banks met certain criteria so as to avoid adverse selection.
Empirical studies show that these new licensing requirements significantly slowed new entries into

oxi

banking, which limited competition and thus made incumbent firms more profitable.
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It is not clear whether the influence of lobbyists will lead to stronger or weaker enforcement of the
Volcker Rule over time. It is certain, however, that the language and effects of the rule will be of
substantial interest to lobbyists for special interests and that the enforcement of the law will be

determined, at least in part, by private rather than public interests.
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Chapter IV—Analysis

While the Volcker Rule addresses legitimate concerns about risk and stability in the financial system, it
does not address those concerns in a way that is conducive to long-term stability and economic growth.
Rather, it essentially attempts to mitigate problems that have been created by past regulation. In doing so,
the Volcker Rule may succeed at suppressing unwarranted and undesirable risk taking that threatens
financial stability, but it will also inevitably suppress innovation and the healthy risk taking that drives
economic growth. This chapter identifies ways in which the rule may fail to achieve its objectives and

recommends alternative methods for achieving them.

The main purpose of the Volcker Rule is to prevent commercial banks from taking risks with public
funds. Under the current system, the main incentive of those who deposit money in insured depository

institutions is to deposit their money where they earn the highest rate of return, because nearly all deposits

are insured by the federal government.™" Higher rates of return are usually only feasible if investors

assume more risk, but through deposit insurance the government relieves depositors of the need to take
risk into account when deciding where to place their money. In the absence of deposit insurance,
depositors would need to carefully weigh the tradeoff between risk and return on their deposits. The result
would be that excessively risky banks could lose some of their depositors to other, more prudent banks.

The fact that deposit insurance distorts incentives and leads to greater recklessness among financial

institutions is well known among academics and policymakers.™" In fact, when deposit insurance was

first implemented in 1933, President Franklin D. Roosevelt expressed reservations about the new system
by saying that deposit insurance put “a premium on unsound banking in the future.”™" Commercial banks
thus have incentives to take excessive risks. Partly to address those concerns, Congress enacted new

banking regulations at the same time that deposit insurance was first introduced. The Banking Act of
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1933 separated commercial and investment banks,” " required banks to hold minimum amounts of

1, and restricted banks from paying interest rates on checking accounts.™""

capita These policies were
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put in place in order to limit risk taking and decrease the likelihood that financial institutions would fail,

both of which helped to offset the risks created by a system of government-provided deposit insurance.

In theory, the dangers of deposit insurance—namely moral hazard and adverse selection—apply to all
types of insurance.”™" In practice, however, the problems created by deposit insurance are unique,
because the FDIC does not require deductibles from the banks that receive coverage, nor does it refuse
coverage to banks that pose an unacceptably high level of risk to the Deposit Insurance Fund.®™ Prior to
1991, the FDIC also charged uniform premiums to banks regardless of their risk level, which effectively
subsidized risky banks at the expense of prudent banks.”™ After 1991, the FDIC began charging risk-
based premiums, but many economists have questioned its ability to effectively alleviate adverse selection

CXXi

by assessing higher premiums to riskier institutions.”™" For example, as of 2003 nearly 95% of all insured
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institutions paid no premiums at all for deposit insurance,  which strongly suggests that risk-based
premiums were not being appropriately levied. Furthermore, even after the administration of deposit
insurance underwent substantial reform in 1991, assessments continued to be levied based on the amount
of reserves in the fund at the time. Consequently, premiums were low when the fund had substantial
reserves, and premiums rose as reserves decreased.” " Premiums therefore decreased in times of strong
economic growth, when the fund is flush with cash, and premiums increased in times of economic
turmoil. Thus, deposit insurance creates additional financial burdens for banks when they are least
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capable of handling them.

Furthermore, government-provided insurance tends to be underpriced,™" presumably both because

regulators face political pressure to keep premiums low regardless of the economic rationale for providing
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the insurance in the first place™ " and because regulators have weak incentives to price the insurance

properly, because they do not stand to profit from assessing premiums correctly, nor do they suffer losses
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if they assess the premiums incorrectly. Therefore, while reforms to the methods of assessing risk
may improve the functioning of deposit insurance, the moral-hazard and adverse-selection problems that

characterize the current system are likely to persist.
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The Volcker Rule may prove socially valuable by restricting the ability of banks to engage in risky
behavior. However, the practices of trading and selling securities, speculating on future changes in prices,
and affiliating with private-equity firms and hedge funds do not inherently constitute “excessive” risk. It
is entirely possible that commercial banks can benefit from economies of scope by engaging in those
activities and that commercial banking and investment banking should, in many instances, be conducted
by the same firms in order to provide financial services at minimal cost and leave scarce resources
available for other economic uses.™""" Therefore, a more effective and socially desirable option is not to
eliminate all proprietary trading by commercial banks, but rather to implement reforms that will

incentivize shareholders and creditors of financial institutions to appropriately assess and price the risk of

proprietary trading.

Admittedly, such reforms could have the effect of limiting economic growth and raising the cost of
financial services (which are also reasons that some have given for opposing the Volcker Rule). Reforms
that make shareholders and creditors responsible for potential losses would lead investors and savers to
demand a higher rate of return in order to lend to financial institutions or become shareholders, and those
costs would likely be incurred at least partially by people who use financial services and would also make
financial institutions exercise more caution in lending, which could potentially reduce economic growth.
However, in the absence of such reforms the relatively low price of financial services results from the fact
that taxpayers and the Deposit Insurance Fund bear a portion of the risk, so the increase in the price of
financial services would result from the fact that the individuals taking the risks would have more
responsibility for bearing their cost. In contrast, the reductions in economic growth and the higher cost of
financial services that would likely result from the Volcker Rule would be a consequence of investors and
savers being banned from specific activities regardless of the economic value of those activities. The
increase in social welfare from the Volcker Rule is therefore much less certain than the increase in social
welfare that would result from reforms that reduce the level of explicit or implicit government support for

financial institutions. Reducing government guarantees for financial institutions would help to eliminate
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any proprietary trading that unnecessarily jeopardizes banks’ depositors and other counterparties while
maintaining proprietary trading that, in the view of the shareholders and creditors whose money is at

stake, appropriately balances risk and return.

The next section provides critiques of a number of arguments that economists have offered in support of
the Volcker Rule, and the section that follows offers suggestions for policies that could more effectively

achieve the goals of the Volcker Rule.

Critiques of arguments in favor of the Volcker Rule

Separating risky activity from the federal safety net

Proponents of the Volcker Rule argue that the existence of deposit insurance requires that commercial
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banks be restricted from engaging in risky speculation.”™" The implication is that, because the creditors
of investment banks and other alternative financial institutions such as private equity firms and hedge
funds do not have federal insurance and lack access to the Federal Reserve’s discount window, their
investors will have incentives to appropriately monitor their activities. However, the history of how
financial crises have been addressed in the United States gives counterparties of investment banks and

other financial institutions that aren’t commercial banks reason to expect that their funds will be safe even

if their institution fails.

In 1984, the government set a precedent for bailing out large institutions by rescuing Continental Illinois
National Bank and Trust Company out of concern that its failure might have resulted in unacceptably high
levels of disruption in the financial markets.”™™ Continental Illinois was a commercial bank, but the
bailout set a precedent for bailing out institutions that were sufficiently large and interconnected that their
failure could create systemic risk, which could just as easily apply to financial institutions other than
commercial banks. Likewise, in 1998 the Federal Reserve Bank of New York actively arranged for a

private rescue of the hedge fund Long Term Capital Management for the same reason, although no public
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funds were directly used to carry out the rescue.” The government also rescued many firms during the

financial crisis of 2007-2009, the failure of which they feared would cause unpredictable and devastating

CXXXil

consequences for the financial system. These firms included non-commercial-bank financial

institutions such as Bear Stearns, Merrill Lynch, Citigroup™™" and American International Group.™*"

Further, Dodd-Frank requires the newly created Financial Stability Oversight Council to identify

29CXXXV

“systemically-important financial institutions, meaning institutions whose failure would presumably
endanger the stability of the financial system. These firms will include bank-holding companies with $50
billion of more in assets, as well as any other firms that the council designates as systemically

CXXXVi

important. Firms whose size, scope, or interconnectedness would, according to the council,
potentially create financial distress if they were to fail will be subject to additional regulation.™"" This
regulation includes stricter capital requirements, liquidity requirements, limitations on concentration and
leverage, and requirements to form plans for their resolution in the event that they fail. ™" While this
regulation could reduce the chance that taxpayer-funded bailouts of large companies will be needed in the
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future, critics of the rule argue that it will worsen the moral hazard associated with the too-big-to-fail
problem. Since the government will be explicitly listing which institutions it will not allow to fail, critics
argue that it will give those firms an advantage in the market: their creditors will have an implicit
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guarantee that their investments will be safe.”™ Importantly, that guarantee will apply to all financial
institutions that are designated as systemically important, including institutions that do not have access to

deposit insurance and are therefore not subject to the Volcker Rule.

The failure of large firms can generate systemic risk, as discussed earlier in this essay, and the
government frequently steps in to assist large firms when it suspects that their failure could threaten the
stability of the financial system. Since investment banks and other alternative financial institutions have
historically been beneficiaries of the too-big-to-fail policy, creditors of investment banks can reasonably
expect that their investments have a strong chance of remaining safe even if their institution fails. It’s true
that creditors of investment banks do not have the same level of security as depositors at commercial
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banks, because investment banks are typically only bailed out when their failure occurs at a time of

i Nonetheless, simply creating a firewall between commercial banking and

financial instability.
securities trading does not effectively address the problem (of separating risky activity from the federal

safety net) that theoretically justifies the existence of such a policy.

Reducing moral hazard

Some economists and policymakers argue that permitting the affiliation of commercial banks with
investment banks led to the financial crisis of 2007-2009, because that allowed commercial banks to
write mortgages that they then sold off to other firms. Because commercial banks did not incur costs if
borrowers to whom they issued mortgages defaulted,”™" this practice could represent a market failure,
because all parties to the transaction did not incur the full costs and benefits of their actions.”™ Critics of
the repeal of Glass—Steagall therefore argue that restricting the activities of commercial banks would help

I While nobody can determine precisely what effect

to mitigate the risk of a similar crisis in the future.
the Volcker Rule will have on the risk of future crises, the claim that the integration of commercial and

investment banking led to the most recent financial crisis is highly questionable.

The originate-to-distribute model—in which commercial banks write mortgages, securitize them, and sell
them to other financial institutions—has been cited as a consequence of deregulation that permitted the

M In an originate-to-distribute model, the

affiliation of commercial banks with investment banks.
companies and institutions that make loans will not be the same companies and institutions that incur
costs if the borrowers default. This model has been criticized as providing incentives to engage in

d.”™ However, the originate-to-distribute

excessive and dangerous risk taking by creating moral hazar
model did not result from the repeal of restrictions against affiliations between commercial and
investment banks. Indeed, such practices occurred while restrictions against affiliations between

commercial and investment banks were in place. The government-sponsored enterprises Fannie Mae and

Freddie Mac, which were established in 1938 and 1970 respectively in order to facilitate expansion of
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homeownership, were instrumental in purchasing loans from originators for most of their existence.”™""

The practice of securitizing mortgages, in which the cash flows from mortgages are pooled together and
sold to investors, dates back to 1970 as well. The practice therefore predates the loosening of Glass-
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Steagall restrictions in the 1980s.

The claim, explained in chapter 2 of this essay, that moral hazard created by the Gramm-Leach-Bliley Act
led to the financial crisis is also questionable because the first firms to fail during the recent financial
crisis, Bear Stearns and Lehman Brothers, were pure investment banks and not commercial banks with

X Those firms would have been permitted to engage in the activities that led to

investment-banking arms.
their demise even if the restrictions on affiliations between commercial and investment banks had
remained in effect. Furthermore, commercial banks with investment-banking arms remained healthy
during the crisis and were able to absorb faltering institutions. When the crisis unfolded, regulators
responded by organizing private firms to buy failed institutions in order to mitigate the damage to the
financial system. When Bear Stearns failed, the Federal Reserve Bank of New York provided $30 billion
to assist JPMorgan Chase, a commercial bank, with purchasing the company.® Bank of America, also a
commercial bank, acquired the investment bank and wealth-management company Merrill Lynch after
uncertainty about the future of Merrill Lynch arose due to the company’s holdings of real-estate
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investments.” Although Bank of America’s acquisition of Merrill Lynch took place without financial
support from the government, Bank of America received $20 billion in funding through the Treasury’s
Troubled Asset Relief Program™ months later in January 2009—which added to the $20 billion it
previously received through the program in October 2008—specifically to help it deal with losses from
Merrill Lynch.®™ Regulators and Congress facilitated the mergers of failing investment banks with
commercial banks in order to limit the severity of the financial crisis. Gramm-Leach-Bliley may therefore

have contributed to greater financial stability during the crisis.”"

The separation of commercial banking and securities operations also presumably reduces the incentives
that commercial banks have to deceive their customers. However, the Volcker Rule permits banks to
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engage in risk-mitigating hedging, so commercial banks may be able to legally continue taking short
positions in securities that they have sold to their clients. Only by placing significant restrictions on
hedging could regulators ensure that banks cannot legally hedge the positions that they sell to their
clients, but that could also lead to more economic instability, because restrictions against hedging would

also make banks more vulnerable to negative shocks.

Limiting the political power of banks

Another possible beneficial, although unintended, consequence of the Volcker Rule is that it could limit
the political power of banks. Luigi Zingales, who claims that Glass-Steagall effectively limited the
political power of the financial-services industry by creating very different political objectives for
commercial banks and other financial institutions,” acknowledged that the Volcker Rule will almost
certainly not have the same effect, since its numerous exemptions will allow commercial banks to retain

their proprietary trading operations,™ even if they have to alter them slightly.

It is important to note, however, that preventing the financial-services industry from consolidating into an
influential lobbying organization can lead to increased costs. When the political interests of all financial
institutions are aligned, they certainly become more effective at advancing their political agenda.
However, it also requires these institutions to expend fewer resources in their lobbying efforts since they
are not competing with one another for the government’s favor. In situations where their political interests
are not aligned, it is likely that financial services will be more expensive, not only because financial firms
cannot take advantage of economies of scope and scale, but also because lobbying efforts will consume a

greater amount of the scarce time, energy, and resources that financial institutions have available.”""

Generally, the best option for preventing special interests from controlling the government is not to focus
on disarming the special interests themselves but rather to focus on limiting the extent to which the
clviii

political system allows special interests to receive privileges from the government.”"" When special

interests determine to lobby the government to advance their agenda, they are making a rational economic
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calculation that they have a better chance of becoming wealthier by investing resources in lobbying rather
than in invention, innovation, or production. The problem is not that special interests view lobbying as

clix

profitable, but that lobbying is profitable.”” The focus of public policy should therefore not be to pass

legislation that directly or indirectly makes lobbyists less powerful—the focus should be on constraining

the political system to make it less susceptible to being gamed by special interests.”™

Reducing negative externalities

Economists generally justify regulation in the event that an externality can be identified—that is, when
there is a situation in which a transaction either benefits or harms individuals who are not parties to the
transaction. The Nobel laureate Ronald Coase pointed out that private arrangements can often mitigate the
effects of externalities without government interference. He recognized, however, that occasionally the
costs of organizing and designing an arrangement can be prohibitively high, in which case state
intervention may be an acceptable option, provided, of course, that the social benefits of intervention

outweigh the social costs.”™

The Volcker Rule would have to address an externality for most economists
to find it justifiable, and economists who follow the insight of Coase may go further and demand
evidence that private arrangements could not have addressed the externality in a satisfactory and cost-
effective manner. Unfortunately, the Volcker Rule fails to meet even the first criterion. The externality
that the Volcker Rule addresses is the fact that market participants have little incentive to monitor the risk
taking of their financial institutions when the government insures the full value of their deposits. That is
not a failure of the market, but rather a consequence of prior government-imposed regulations. Therefore,

in this instance the most effective option might be to simply address the source of the externality, which is

the presence of public-safety nets such as deposit insurance and the Federal Reserve’s discount window.

Many economists view deposit insurance and the lender-of-last-resort function as essential to the stability
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of the financial system, because they prevent destabilizing bank runs.”™" Even if we assume that the

benefits of these institutions justify their costs, it is far from clear that regulation to correct the distorted
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incentives that they create would stabilize the financial system. Regulators are prone to failure as well,
and their ability to identify “excessive” risk taking before a crisis is highly open to question. In fact,
regulators frequently get caught up in frenzied investment environments just as market participants do,
and they frequently relax regulatory activity and encourage the excessive lending that fuels bubbles.®™"
Furthermore, income and employment expand in such environments, and regulators are reluctant to upset

the public by regulating more intensely. In short, no reason exists to expect regulators to be any less

oblivious to unsustainable euphoria than bankers.

Furthermore, regulators are subject to influence by the industry that they regulate. Particularly in a
complex industry like finance, regulators require input from people within the industry to design and
enforce effective regulation. Often the interaction between the industry and regulators results in regulation
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being designed in order to benefit the industry itself rather than to benefit the public.

Finally, even if we accept the assumptions that regulation only occurs when a market failure is present
and the costs to private actors of mitigating the externality are prohibitively high; that regulators will
become aware of and recognize the externality; and that regulators act purely in the public interest and not
in their own interest or in the interest of the industry they regulate, the question of how much regulation is
necessary still remains. Regulators must balance the damage from the activity that they regulate against
the fact that the damage results from socially valuable production. For instance, environmental regulators
seek to reduce the damage from pollution, not eliminate it, since pollution is a product of businesses
producing goods that people value. For the same reason, safety regulations seek to limit, rather than
eliminate, accidents and deaths due to workplace conditions and defective products. Financial regulators
also have a task of reducing the damage from excessive risk taking, but they do not seek to eliminate risk
taking altogether. Risk is a necessary feature of finance, and since finance drives economic dynamism and
growth, it is reasonable to accept and tolerate occasional negative externalities that result from risk
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taking.”" Regulators cannot know the optimal level of risk taking, nor can they perfectly identify which
types of risks are beneficial and which are harmful.
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Deciding how to regulate and how much to regulate is immensely challenging, and regulators who make
educated guesses about the ideal methods and amount of regulation have strong incentives to “guess”
incorrectly. Safety regulators have strong incentives to regulate more than is necessary, because
regulating too little will affect their reputation, whereas regulating too much will not. For instance, if the
Food and Drug Administration (FDA) approves a drug that ends up causing deaths, people’s outrage will
be directed at the FDA. However, if the FDA withholds a drug from the market longer than necessary and

deaths result, public outrage at the FDA generally does not ensue.”™"

Likewise, if financial regulators
regulate too little, the regulators face public scorn when a financial crisis occurs. If they regulate
excessively and interfere with innovation and economic growth then they will not be blamed, since people

cannot know what would have happened in the absence of regulation. ™"

Therefore, the type and level of
regulation may very well reflect the regulators’ best interest rather than the public’s best interest. Given
the difficulties associated with using regulation to address the incentives that depository institutions face

to take excessive risks, we must now consider alternative approaches that rely on the knowledge of

creditors rather than the knowledge of regulators.

Alternatives to the Volcker Rule®™""

Reform deposit insurance

The Volcker Rule seeks to reduce risk taking with the publicly insured deposits of commercial banks by
restricting the types of assets that commercial banks can legally own, so the rule focuses the attention of
regulators on the asset side of a bank’s balance sheet. A potentially more effective set of reforms,
however, would focus on the liability side of the balance sheet. The Deposit Insurance Fund guarantees
the deposits of commercial banks. Consequently, depositors have little incentive to evaluate the risk level

of insured institutions.

In the absence of deposit insurance, large depositors would be better incentivized and equipped to monitor
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the financial system than regulators.”™" They would have stronger incentives to monitor institutions
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because, unlike regulators, they would actually stand to incur losses if the firm failed. Large depositors
also have better information than regulators, because they are more numerous and widespread, which
makes them more likely to possess specific knowledge of the risks associated with certain institutions and

I
X Reforms to

assets that centralized regulators operating at the federal level will not be able to obtain.
deposit insurance therefore have a great deal of promise for achieving the objective of the Volcker Rule

more effectively and at a lower cost.

Reducing the scope of deposit-insurance coverage

When deposit insurance was first implemented in 1934, deposits of up to $5,000 were guaranteed by the
FDIC, which is just over $68,000 in 2011 dollars.”™ FDIC coverage extended to just over 45% of funds
deposited in banks in the United States. By contrast, the FDIC currently insures all deposits up to
$250,000, which in 2011 covered nearly 80% of all deposited funds in the United States.”™" Scaling back
deposit insurance could still ensure protection for the deposits of less-wealthy depositors, who may not
possess the resources or knowledge to effectively monitor the risks that banks take. However, removing
coverage for larger deposits by reducing the maximum coverage amount would require wealthy and
institutional investors to take the time to gather information about the practices of banks and monitor
them for safety. Doing so would force banks to compete to offer an attractive balance of risk and return to

most of their clients, whereas they currently face strong incentives to prioritize return over stability.

Additionally, the risk of bank runs would remain low with scaled-back deposit insurance, because many
deposits would still be insured, and because wealthier depositors would have a strong incentive to
continually monitor the risk that their bank will become insolvent. Well-informed depositors would not be
likely to withdraw their funds in a frenzied panic, because if the bank genuinely faced insolvency they

would likely withdraw their funds before a panic occurred. ™"

Lastly, reducing the scope of deposit insurance would help ensure that the Deposit Insurance Fund

remains solvent and does not rely on public funds to credibly insure deposits, which has been a concern in
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>V During the first 20 years that deposit insurance was in place, the value of the insurance fund

the past.
averaged 1.55% of the value of all insured deposits. During the 20 years prior to the financial crisis, the

value of the insurance fund was 0.91% of the value of all insured deposits. Its value plummeted to an

average of .005% of the value of all insured deposits during the years 2008-2011."

As the level of funds in insured deposits has increased over time due to inflation, rising income, and
increases in the maximum value of insured deposits, the ability of the fund to credibly insure deposits, as
represented by the value of the Deposit Insurance Fund as a percentage of the value of all insured

deposits, has declined. The following graph demonstrates that trend.
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Scaling back deposit insurance would increase the likelihood that the Deposit Insurance Fund will have
sufficient funding to carry out its responsibilities, which would consequently reduce the chance that
taxpayers would need to lend money to the fund. Commercial banks would also have stronger incentives

to pursue economically valuable trading while reducing inefficient or excessively risky trading. Scaling

41



back deposit insurance would therefore simultaneously increase the credibility of deposit insurance and

reduce moral hazard among financial institutions.

Issue permits for emergency borrowing

Bruce Tuckman of the Center for Financial Stability recommends that the government create and auction
off Federal Liquidity Options, which entitle the holder to borrow a fixed amount from the Federal
Reserve in the event that they encounter temporary liquidity constraints. Through this mechanism a
market price for the credits would emerge that would direct the credits to where people most value them.
Tuckman argues that doing so would reduce moral hazard, because only those institutions that purchase

o pstitutions would therefore either need to

the option to borrow from the Federal Reserve could do so.
limit risk, incur the cost of purchasing permits in order to offset their risk, or accept the possibility of

failing. Institutions would have to base their decision between those three options on the risk tolerance of
their shareholders and creditors. Tuckman argues that by issuing such permits the government could limit
systemic risk while also limiting moral hazard, since institutions with higher risk levels could still borrow

. .o clxxvii
from the government during a crisis.”""

Under this policy, creditors of financial institutions would have strong incentives to assess the risk level
of institutions as well as their ability to borrow from the federal government, so the use of Federal
Liquidity Options would increase the amount of private monitoring of financial institutions. That would
reduce the moral hazard associated with deposit insurance, and it would reduce adverse selection as well,
because higher-risk banks would have to incur higher costs to be insured. More importantly, the increase
in private monitoring would be achieved in a cost-effective manner, because the market price of these
options would reflect the value of a firm having the option to borrow from the government if it needs

emergency liquidity.

42



Require deductibles for deposit insurance

Private insurance companies require deductibles from their policyholders, meaning that the insured party
must pay a portion of her claim. For instance, a car insurance company may require a $1,000 deductible,
meaning that if the insured party incurs $2,000 in damages, she must pay $1,000, and the insurance
company will pay the additional $1,000. Deductibles incentivize insured parties to exercise caution.
Requiring deductibles for deposit insurance would likewise incentivize depositors to monitor the
activities of their banks, because they would still incur losses if their bank fails, which partially mitigates

both the adverse-selection and moral-hazard concerns associated with deposit insurance.” ™"

Some countries have implemented such policies for deposit insurance, which are known as coinsurance
programs. According to empirical literature, such measures have successfully mitigated the risk of
systemic crises.™* Coinsurance programs would require depositors to assess the probability that an
individual bank will fail, and would increase the strength of the Deposit Insurance Fund, because the fund
would only be liable for a portion of the liabilities of depositors of failed banks rather than the full

amount.

Base deposit insurance premiums on systemic risk

This paper has discussed the fact that financial institutions can borrow at more favorable rates as a result

of the market’s perception that they are too big to fail, and that banks therefore seek to achieve too-big-to-
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fail status.”™" Empirical estimates suggest that economies of scale exist in banking primarily because of

the perception that some will not be allowed to fail, and that in the absence of such a perception banks

with assets above $100 billion would be too inefficient to be competitive. ™

Too-big-to-fail firms create
a public-policy concern, since their failures impose costs on taxpayers, and some have suggested that this
concern should be incorporated into risk-based premiums levied on depository institutions. The FDIC

could require large, interconnected, or complex banks (whose failure would create more systemic risk) to

clxxxii

pay a higher premium than smaller, simpler institutions. Doing so would increase the value of the
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Deposit Insurance Fund and thereby lower the probability of the need for a taxpayer bailout. More
importantly, such a policy would penalize institutions for growing large at the expense of taxpayers,
which would limit the growth of banks and consequently limit the chance of a systemic crisis resulting

from the failure of a major institution.

Others have suggested that the government could use taxes to achieve the same goal. Instead of having
the FDIC collect higher premiums for large, complex, or interconnected financial institutions that pose
systemic risk, the government could tax such institutions to keep their growth in check.™ " Such a
policy would allow the government to tax financial institutions outside of commercial banking, whereas

the FDIC could only charge higher premiums to the depository institutions that it insures.

Eliminate deposit insurance

Some economists have suggested that the financial system could function effectively in the absence of

l . . . . . : b
Y Private insurers could likely insure deposits just as

government-provided deposit insurance.
effectively as the government, in which case competition would determine an appropriate market price for
such insurance, and companies would assess premiums according to risk. The risk of runs on banks would
increase, but the moral hazard of deposit insurance would decrease. Heterogeneity among financial
institutions would also increase, and that trade-off could prove beneficial for overall social welfare. Banks
currently have little incentive to distinguish themselves from other banks, since deposit insurance makes
the risk level of depositing with any one bank identical to the risk of depositing with any other bank.
Without deposit insurance, more risk-averse depositors would choose extremely safe banks that hold large

1 . .
Y Depositors with more

amounts of capital, and would consequently receive lower rates of return.
tolerance for risk would bank with institutions that hold less capital and make riskier loans, and in return
they would demand higher interest rates. Such a situation would reduce the likelihood that panics would

affect the entire financial system, since depositors would only withdraw their funds en masse from banks

with similar practices. A diverse array of practices would keep banking panics in check.
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Authorize debt-to-equity conversions

The Volcker Rule partially addresses the concern that excessively risky commercial banks will put
taxpayer dollars at risk, as many have in the past 30 years. The Volcker Rule restricts the ability of
commercial banks to engage in activity that increases the possibility of systemic crises and losses to

taxpayers.

A potentially more effective way to address this concern is through debt-to-equity conversions, in which
an institution’s outstanding debt is converted to equity by government decree. As the assets of firms
decline in value and their liabilities increase, their owners face stronger incentives to default on their debt
or take on substantial risk, since losses will be incurred by the firm’s creditors, or taxpayers, while any

) ) -
gains will accrue to the firm’s shareholders.™"'

With debt-to-equity conversions, the government can
“bail in” the creditors of a financial institution in order to keep the firm solvent, meaning they can require
the bondholders of firms to become shareholders."™"" The firm’s liabilities will thereby shrink
considerably, allowing the firm to remain solvent without the need for money from the Deposit Insurance
Fund or taxpayers. Furthermore, bondholders of financial institutions would need to consider the
possibility that they could be required to become shareholders in the firm in the event that its net worth
falls substantially, in which case the price of the bonds of financial institutions would more closely reflect
their probability of failure. Such an arrangement would incentivize financial institutions to behave more

prudently in order to lower their borrowing costs, since lenders would have stronger incentives to require

higher interest rates from firms that pose greater risk. "

Increase the liability of shareholders

Shareholders of financial institutions currently enjoy limited liability, meaning that they can only lose up
to the value of their initial investment if the institution fails. If the institution succeeds, however, no limit
exists to the amount of money that shareholders can earn by collecting dividends or selling shares of the

company at a higher price. The government could potentially require them to assume greater liability.
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Since the downside of purchasing shares in a company is limited while the upside is unlimited, investors
have incentives to permit riskier practices than they would if they incurred greater costs in the event of the

firm’s failure.

In the past, shareholders of banks would voluntarily incur double, triple, and sometimes unlimited
liability. Under these arrangements, shareholders stood to lose more than the value of their original
investments. Under double liability, for instance, shareholders could lose up to double the amount of their
initial investment, meaning an investor who bought $100 worth of stock in a bank stood to lose the full
value of her investment if the firm failed (because her shares would become worthless), and she would
also be liable to pay $100 worth of the bank’s liabilities after it failed. Under unlimited liability,
shareholders could lose their entire investment value plus all of their assets—no limit existed to the

amount that shareholders had to pay in order to repay the bank’s creditors in the event of failure.™™*

Such arrangements would incentivize shareholders of banks to ensure that they make prudent investments
so that they avoid incurring substantial losses if the bank fails. Furthermore, while the Deposit Insurance
Fund would still cover the losses to depositors that shareholders could not cover or were not liable to

¢ Under these circumstances, banks would have stronger

cover, the fund would face much less risk.
incentives to behave prudently, which would increase financial stability. Taxpayers would also have more
assurance that they would not need to extend additional funding to the Deposit Insurance Fund as they did
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during the savings and loan crisis and as they nearly did during the recent financial crisis.

Issue contingent capital

The government could also require banks to issue contingent capital—that is, debt that converts to equity
if the firm reaches a certain threshold that places it at risk of failing. Unlike with mandatory debt-to-
equity conversions, owners of contingent capital would enter into a voluntary contract in which they
know specifically under what circumstances they would become shareholders in the firm. If the firm

reaches a critical level and holders of contingent capital become shareholders in the firm, then the initial
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shareholders would incur financial losses in two ways. First, their shares would be diluted by the addition
of new shareholders. Secondly, the market would recognize the event that triggers the conversion of

cxcii

contingent capital into equity as a sign that the firm faces serious trouble.”™" Under these circumstances,
shareholders in the firm would have strong incentives to ensure that the firm behaves prudently in order to
avoid having their ownership shares diluted when the firm runs into trouble.”" Also, when the firm
approaches bankruptcy it would quickly be recapitalized when holders of debt become shareholders,

cxciv

which would lessen the likelihood of the need for a taxpayer-funded bailout.”™" Furthermore, contingent
capital would be sold on the open market and the price would reflect the probability that the debt would
convert to equity, so the price of contingent capital would serve as a useful signal of how likely specific

firms were to fail. ™"

Finally, under this arrangement the new shareholders would stand to earn substantial profits if the firm
succeeds, so they would have strong incentives to implement practices that bring the company back from
the brink of bankruptcy and increase the profitability of the firm. By contrast, in a taxpayer-funded
bailout, the government assumes ownership of the company, and the government does not have financial
incentives to ensure the profitability of the firm; it is therefore less likely than private shareholders to

manage the firm effectively.

Require issuance of subordinated debt

The government could require banks to issue debt that explicitly has no government protection, called
subordinated debt. Congress considered including mandatory issuance of subordinated debt as a provision
of Gramm-Leach-Bliley but did not do s0.™*"" Issuing subordinated debt would be more expensive for
riskier financial institutions than for more prudent institutions since creditors would require higher
interest rates in order to offset the risk, so the risk premium on subordinated debt would incentivize

financial institutions to behave more prudently. The spread between the interest on subordinated debt and
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other debt would also serve as a useful signal to the market and to regulators of the risk level of any

financial institution.

Banks issue subordinated debt voluntarily, but empirical evidence indicates that risky institutions are less
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likely to issue it than safer institutions and that institutions issue less subordinated debt during times
of financial turmoil.**" Empirical evidence also suggests that mandatory issuance of subordinated debt
would improve transparency of financial institutions and cause them to disclose information about their

CXCiX

risks.”™" This is partly because creditors would demand such information before buying any subordinated

debt.

As with other public-policy reforms put forth in this paper, a subordinated debt requirement would make
risk more costly for financial institutions and incentivize private actors to acquire more information about
risks. Under those circumstances, banks would be less likely to take excessive risks, and they would be

held more accountable for the risks they did take.

Raise capital requirements

Higher capital requirements would force banks to reduce leverage, meaning the percentage of their
liabilities that comes from borrowed funds.* Less leverage would decrease the susceptibility of banks to
negative shocks, because their shareholders would be capable of covering a large portion of their
liabilities.*" For instance, if a bank holds capital with a value equal to 5% of the value of its loans, then it
will go bankrupt if 5% of its loans default (since it will not have sufficient funds to repay its creditors). If

the bank holds capital equal to 20% of the value of its loan, however, the bank can withstand a much

larger shock, since it can sell more assets in order to raise funds to repay its creditors.

Economists disagree over whether higher capital requirements are a cost-effective way to minimize risk to
taxpayers. Some argue that capital requirements are excessively burdensome and expensive for banks,

and consequently also to their shareholders and creditors, and therefore that other means of reducing risk
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are preferable." Others argue that holding more capital in the form of equity is not expensive for banks,
because doing so does not reduce the total amount of lending in which a bank can engage—it simply
means that its shareholders’ money accounts for a larger portion of its lending than its creditors’ money.
Proponents of higher capital requirements argue that commercial banks would likely be more cautious if
they held more capital, since their shareholders would be risking their own money and not their creditors’

money, which is covered by the Deposit Insurance Fund."

Two outspoken advocates of higher capital requirements, Anat Admati and Martin Hellwig, argue that a
primary reason why banks oppose higher capital requirements and prefer to raise money through
borrowing is because their creditors have explicit and implicit guarantees from the government, which
transfers the risk of default to parties other than the shareholders of banks. They argue that capital
requirements are only expensive in the sense that they force banks’ shareholders, rather than taxpayers, to
shoulder risk. This should be desirable from the standpoint of promoting a safer banking system.®” While
they do not view higher capital requirements as the only necessary public-policy change for creating a
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safer banking system,  they argue that more capital would go a long way toward making the banking
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system safer.

Although economists disagree about their cost, higher capital requirements would dramatically lessen the
need for regulation like the Volcker Rule, because shareholders would face incentives to appropriately
assess the risk and return associated with proprietary trading and affiliation with hedge funds and private -

equity firms.
Summary

The problems that the Volcker Rule addresses result primarily from policies that shelter owners and
creditors of financial institutions from incurring the costs of a firm’s failure. Implementing any of the
proposals listed in this section, or a combination of them, would achieve the objectives of the Volcker

Rule more effectively and at a lower cost than the Volcker Rule will in its current form.
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Shifting the burden of prudential monitoring of firms to the private sector would create numerous socially
desirable outcomes. Large institutional investors and sophisticated creditors who stand to incur substantial
losses if their bank fails would have incentives to monitor their banks to ensure that the risks they assume
are manageable. Banks would face losing creditors, or incurring high costs to retain their creditors, if they
did not offer a competitive balance of risk and return. Private businesses would likely arise to serve
depositors by monitoring banks’ risk taking. Monitoring would consequently occur in a cost-effective
way in which the providers of such services would benefit from economies of scale. Monitoring by
private institutions that specialize in such services would also circumvent the problem of duplication of
efforts, as discussed in the first chapter. Furthermore, the industry itself could likely enforce payments to
monitoring agencies from all of the parties that benefit, thereby eliminating the free-rider problem

discussed in the first chapter.

Additionally, to the extent that private actors get absorbed in irrational exuberance, they are no more
likely to do so than government regulators. Private actors are also arguably more likely to identify and
correct unsustainable risks, because they stand to incur serious financial losses if they incorrectly assess
the risk levels of financial institutions, and because they can earn high returns if they correctly identify
situations in which the market has mispriced certain investments. Opponents of this line of reasoning
argue that private actors do not fully take systemic risk into account—that is, they prefer a balance of risk
and return that benefits them personally, but do not take into account the risk of contagion or a systemic
crisis due to interconnectedness if their bank fails. However, the goal of public policy should not be to
impose regulations in every situation where a market failure could conceivably occur. The government
must weigh the costs of intervention against the benefits, and in the case of the Volcker Rule the costs
include lower economic growth and more expensive financial services, while the benefits are open to
question. The government must consider replacing the rule with policies that would solve the problems
created by the public safety net while preserving the profitable and welfare-enhancing aspects of

proprietary trading, rather than eliminating proprietary trading altogether. Those reforms might very well
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entail the same costs as the Volcker Rule, but their benefits would be much more certain, because they
would incentivize the buyers and sellers of financial services to take risk into greater consideration rather
than transferring risk to government institutions or taxpayers. These proposals—while certainly

imperfect—would prove much more effective than the Volcker Rule at bolstering financial stability.
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Conclusion

This paper addresses arguments both in favor of and against the Volcker Rule—a section of Dodd-Frank
that prohibits financial institutions with access to deposit insurance and the Federal Reserve’s discount
window from trading in most securities for their own accounts and restricts their ability to affiliate with
hedge funds or private-equity firms. I argue in this essay that many preferable alternatives exist to the

Volcker Rule.

The Volcker Rule addresses an important public-policy concern, which is that banks take excessive risks
when their creditors are guaranteed to get their money back even if the bank fails. However, further
government regulation may not be the best solution to this problem. The government lacks the necessary
knowledge and the proper incentives to effectively limit risk in the financial system. Since politicians and
regulators are not subject to the profit-and-loss system that incentivizes private firms to serve their
customers as effectively as possible and at minimal cost, government solutions like the Volcker Rule are

unlikely to be as effective as market solutions.

Furthermore, firms in the financial industry have strong incentives to lobby regulators to advance their
interests rather than the public’s interests, so regulation like the Volcker Rule can actually end up being
counterproductive. Regulators are unlikely to enforce even the most carefully crafted legislation if it curbs
the ability of the financial industry to earn profits by putting taxpayers at risk.®*" Financial regulation
represents a classic example of a situation in which the government will likely fail to promote the public’s
interests due to the incentives facing regulators. Since firms in the financial industry stand to gain
substantially from regulation that advances their interests at the public’s expense, and since an effective
lobbying coalition requires the support of fairly few firms, the industry can easily organize to advance its
agenda. The taxpayers who assume the risk, on the other hand, are a large and dispersed group in which
each individual bears little cost, even though the collective cost that taxpayers incur is substantial.“""

Therefore, taxpayers are unlikely to organize to advance their interests, while the financial industry is
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highly likely to do so. This results in regulation that prioritizes the interests of industry over the interests

of taxpayers.

Rather than attempting to use regulation to reduce risk, the federal government could instead scale back
regulation so as to provide creditors and shareholders of financial institutions with stronger incentives to
monitor risk. By doing so, the government could foster a more robust financial system, because
depositors and other creditors would insist that financial institutions offer a competitive balance of risk
and return. Under those circumstances, it is unlikely that proprietary trading and affiliation between
deposit-taking banks and hedge funds and private-equity firms would disappear altogether. Highly risk-
averse creditors would likely refuse to lend to institutions that engage in such activities, while creditors
with more tolerance for risk would allow such activities in exchange for higher rates of return. Savers
with heterogeneous preferences would thereby manage to meet their needs without the government
implementing a uniform policy like the Volcker Rule that inevitably bans beneficial risk taking and only

potentially creates greater economic stability.

Since implementation of this rule is currently in its early stages, it is unclear whether the rule will achieve
its objectives in a satisfactory way. This regulation and all other regulations are always imperfect, and the
Volcker Rule itself may be altered, repealed, or strengthened over time depending on the perceptions of
public officials, the general public, academics, journalists, and many others. While the financial system
and regulation change constantly, human nature does not. I have argued in this essay that better outcomes
will occur when those who regulate businesses are people whose material well-being depends on their
behavior, rather than people like government regulators, whose success or failure at regulating will have
little impact on them personally. This insight is not novel, and it will remain true regardless of the

changes that occur in the business and regulatory environment over time.
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