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It has been more than four years since the onset of the financial crisis and the accompanying 
Great Recession in the US and much of the developed world. Yet, the crisis is still with us. It has 
only spread geographically, with its worst consequences now visible in the peripheral countries 
of Europe rather than in the financial centres of the world where it originated.  

Early into the crisis, its severity had resulted in a near-consensus on the need to re-regulate 
finance. The financial and real economy collapse was too close to the experience of the 1930s to 
brook further delay in rethinking the deregulation that is now widely seen as having contributed 
to these developments. There was need for a response that equalled in scope the Glass-Steagall 
Act of 1933. How much has been achieved in the last four years and more? Not much in Europe, 
where despite the de Larosière report, the focus remains on stalling and reversing the ongoing 
crisis rather than on preventing future crises. If financial reform has proceeded anywhere it is in 
the US. It began with the Obama Statement of June 2009 on the way forward and culminated in 
the passage of the Dodd Frank Act. As a result, efforts are now on to formulate a set of rules 
regulating the varied sets of markets, institutions, activities and instruments that constitute the 
complex financial structure that evolved as a result of financial deregulation. Unfortunately, the 
experience till now has been that, while much was promised, little progress is being achieved.  

From the very beginning it became clear that the discussion on reform in the US was riven by the 
tension between those fighting to restrict the response largely to bailing-out finance and those 
who were demanding a return to strong regulation of the pre-1980s kind. A hint that the actual 
regulatory package that would get implemented would include significant compromises in favour 
of Finance Capital came early, with the Obama package. While declaring that the economic 
downturn was the result of ''an unravelling of major financial institutions and the lack of 
adequate regulatory structures to prevent abuse and excess,'' the Obama statement did not blame 
the dismantling of the regulatory regime that was put in place in the years starting 1933 for these 
developments. It attributed them to the fact that ''a regulatory regime basically crafted in the 
wake of a 20th century economic crisis—the Great Depression—was overwhelmed by the speed, 
scope, and sophistication of a 21st century global economy.'' The problem was not that the Glass-
Steagall Act was diluted and dismantled, but that it had lost its relevance.  

Implicit in this was the understanding that there was no question of reversing the dismantling of 
the regulatory walls that separated different segments of the financial sector or of restrictions set 
on institutions and agents in individual segments, especially banking. Other ways, which take 
account of the changes in the world of finance, had to be found to rein in the tendency of the 
financial sector to proliferate risk and create conditions for a systemic failure. Especially because 
of the externalities involved for the functioning of the real economy, which required using 
taxpayers' money to rescue the system.  

Despite this moderation, there were a number of important regulatory advances that the Obama 
package, released as a trial balloon, incorporated. To start with, it recognised the role played by 
institutions—banks and non-banks—that are too big to fail (TBTFs) in the events leading up to 
and after the crisis, because they were systemically important financial institutions (SIFIs). The 
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involving speculative operations was recognised by many. Over time those holding this view 
gravitated to the ''Volcker rule'' as representing the minimum acceptable level of separation of 
activities between institutions in the financial sector.  

The stated objective of the Volcker rule is to ''generally prohibit any banking entity from 
engaging in proprietary trading or from acquiring or retaining an ownership interest in, 
sponsoring, or having certain relationships with a hedge fund or private equity fund (''covered 
fund''), subject to certain exemptions.'' Proprietary trading involved engaging as the principal for 
any account used to take positions in securities with the intention of selling it in the near-term for 
profit. Implicit in it was the idea that while separation of activity could not be complete, since it 
allowed banks to serve as agent, broker or custodian for an unaffiliated third party, banks should 
not be allowed to use their own funds, especially those obtained from depositors, to trade in 
securities. Besides restricting banks from engaging in risky activities using depositors' monies, 
the proposal was addressing the moral hazard that arises when bank managers were allowed 
freedom in a context where deposits were insured and there was an implicit guarantee against 
failure.  

This is one area where the Fed, FDIC and SEC have sat together and attempted to formulate the 
guidelines to implement the version of it incorporated in the Dodd-Frank Bill (DFB). What is 
striking is the number of exemptions that have been made with regard to the proscription on 
proprietary trading by bank holding companies (BHCs). The first major set of exemptions relates 
to the activities of underwriting or market making. The rule now permits banks to continue with 
the activity of underwriting share issues for clients, even though that would result in the bank 
acquiring equity in instances where under-subscription leads to shares devolving on the 
underwriter. Similarly, by serving as a market maker who stands by with a bid and an ask price 
for equities, a bank may find itself in a situation where it is acquiring stocks that it cannot find an 
immediate buyer for, but in time makes a profit selling it at a significantly higher price. To 
distinguish between these activities and proprietary trading is to draw a fine line, which can be 
erased when banks choose to circumvent the rule. Implementing the rule in practice would, 
therefore, prove difficult.  

A similar approach is adopted with regard to ''permitted risk-mitigating hedging activities''. In 
particular, by focusing on reining in short-term trading and implicitly permitting longer-term 
arbitrage, the rules as framed may be leaving the door open for the rogue trade. Finally, the 
Volcker Rule provides for ''permitted trading on behalf of customers.'' To that end it identifies 
''categories of transactions that, while they may involve a banking entity acting as principal for 
certain purposes, appear to be on behalf of customers within the purpose and meaning of the 
statute.'' In sum, the proposed rules are ambiguous enough to allow banks to circumvent the law 
and engage in proprietary trading in some form.  

This too is an example of how, as ideas get translated into implementable decisions, through the 
rough-and-tumble of debate and politics, we are ending up with limited progress on addressing 
the failure of regulation that resulted in the outbreak of the 2007 crisis with its damaging external 
effects on the real economy. The Dallas Fed is also pointing to that danger.  

 
* This article was originally published in the Business Line on 2nd April, 2012. 


