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POLICY ESSAY 

THE DODD-FRANK ACT RESTRICTIONS ON 

PROPRIETARY TRADING AND CONFLICTS 


OF INTEREST: NEW TOOLS TO 

ADDRESS EVOLVING THREATS 


SENATOR JEFF MERKLEY* & SENATOR CARL LEVIN** 

I. lNJRODUCTION 

Proprietary trading! played a critical role in the recent global financial 
crisis and subsequent recession. The major global financial firms' proprietary 
trading losses contributed significantly to the freezing of global financial 
markets, helping to precipitate more than $17 trillion in investment losses 
and necessitating bailouts by governments allover the world.2 While a mas
sive economic collapse was prevented, the subsequent recession was none
theless extraordinarily severe, and the recovery has been slow. 

Congress responded to this financial crisis by enacting the broadest fi
nancial reforms since the 1930s. These reforms, which constitute the Dodd
Frank Wall Street Reform and Consumer Protection Act (the "Dodd-Frank 
Act"),3 seek to protect: (1) the U.S. economy from suffering another 
debilitating financial crisis; and (2) taxpayers from again being called upon 
to rescue failed financial firms. Critical to those efforts are the Merkley

* Member, U.S. Senate (D-Or.). B.A., Stanford University, 1979; M.P.P., Woodrow Wil
son School of Public and International Affairs, Princeton University, 1982. Senator Merkley 
was elected to the Senate in 2008 and has been a member of the Committee on Banking, 
Housing, and Urban Affairs since 2009. 

** Member, U.S. Senate (D-Mich.). B.A., Swarthmore College, 1956; J.D., Harvard Law 
School, 1959. Senator Levin was first elected to the Senate in 1978 and serves as chairman of 
both the Senate Armed Services Committee and the Senate Permanent Subcommittee on In
vestigations. The Authors acknowledge Andrew Green and Tyler Gellasch of their staffs, who 
assisted in the drafting of this Policy Essay. 

I Unless otherwise indicated, for the purposes of this Policy Essay, the term "proprietary 
trading" means the purchase or sale of fmancial instruments for the firm's own account, in
cluding investments in separate private funds managed or sponsored by the frrm. 

2 Press Release, Dep't of the Treasury, Statement for the Treasury Borrowing Advisory 
Committee of the Securities Industry and Financial Markets Association by Alan B. Krueger, 
Assistant Sec'y for Econ. Policy & Chief EconOlnist (May 3, 2010), available at http://www. 
treasury.gov/press-center/press-releaseslPages/tg683.aspx; see, e.g., Jeffrey E. Garten, The Big 
Bang a/Bailouts, NEWSWEEK (Dec. 13,2008), http://www.newsweek.coml2008112/12/the-big
bang-of-bailouts.html; Bob Ivry, Taxpayer Pledges Fall to $8.2 Trillion in U.S. Bailout, 
BLOOMBERG (Dec. 23, 2009), http://www.bloomberg.comlapps/news?pid=newsarchive&sid 
= A 7484bxHz7Bk. 

3 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 124 
Stat. 1376 (2010). 

http://www.bloomberg.comlapps/news?pid=newsarchive&sid
http://www.newsweek.coml2008112/12/the-big
http://www
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Levin provisions on proprietary trading and conflicts of interest, drafted by 
the Authors.4 

This Policy Essay details why those restrictions are needed, outlines 
how they came into existence, and highlights some key issues for their suc
cessful implementation. 

II. NEED FOR REFORM 

The Merkley-Levin provisions seek to restore the spirit of regulations 
that followed the Great Depression. Although the need for reform was evi
dent in the 1930s, the lessons of the Great Depression were forgotten over 
time, and the regulations that followed in its wake eroded. Decades of der
egUlation enabled banks to take the risks that precipitated the current finan
cial crisis. Therefore, to understand the purposes of the Merkley-Levin 
provisions, it is necessary to review the history of post-Great Depression 
regulatory reform and subsequent regulatory repeal. 

A. The Crash of 1929 and the Regulatory Response 

President Franklin Roosevelt and the Congress responded to the last 
great financial crisis-the crash of 1929 and the subsequent Great Depres
sion-by passing a series of laws establishing strong federal regulation of 
the banking and securities industries, including the Banking Act of 1933 (the 
"Glass-Steagall Act"),5 the Securities Act of 1933 (the "Securities Act"),6 
and the Securities Exchange Act of 1934 (the "Exchange Act")'? 

The Glass-Steagall Act instituted a number of significant banking re
forms, primary among them: (1) the establishment of federal deposit insur
ance;8 and (2) the restriction of bank activities to create a separation between 
institutions engaged in commercial banking9 and those engaged in invest
ment bankinglO and trading. 11 Establishing federal deposit insurance was 

4 The Authors introduced their initial legislative proposal on March 10,2010. Protect Our 
Recovery Through Oversight of Proprietary Trading Act of 20 I 0 (PROP Trading Act), S. 3098, 
111th Congo (2010). The original language was then modified during the Senate floor debate 
on financial regulatory reform, see infra Part III, and was ultimately included in the final 
reform package, Dodd-Frank Act §§ 619-21, 124 Stat. at 1620-32 (to be codified in scattered 
sections of 12, 15 U.S. C.). 

5 Banking Act of 1933 (Glass-Steagall Act), Pub. L. No. 73-66, 48 Stat. 162 (codified as 
amended in scattered sections of 12 U.S.C. (2006)). 

6 Securities Act of 1933, Pub. L. No. 73-22, 48 Stat. 74 (codified as amended in scattered 
sections of 15 U.S.C. (2006)). 

7 Securities Exchange Act of 1934, Pub. L. No. 73-291, 48 Stat. 881 (codified as amended 
in scattered sections of 15 U.S.C. (2006)). 

8 Glass-Steagall Act sec. 8, § 12B, 48 Stat. at 168-90 (codified as amended at 12 U.S.C. 
§ 1811 (Supp. II 2008)) (amending Federal Reserve Act of 1913). 

9 In this Policy Essay, "commercial banking" refers to the business of taking deposits and 
extending credit. 

10 In this Policy Essay, "investment banking" refers to securities underwriting, dealing, 
advising, and related activities. 
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viewed as necessary to protect depositors and to prevent the panic-induced 
bank runs that had just ravaged the banking system.12 Similarly, imposing 
restrictions on bank activities was thought to be essential because commer
cial bank participation in investment banking and securities trading was 
deemed a major cause of the financial collapse.13 In particular, banks had 
been using their deposits to fund increasingly risky and complex financial 
transactions.14 When the risks of those activities came to bear, the banks 
rapidly lost their ability to pay back their depositors or meet their other obli
gations. IS In order to effectively insulate the financial system from these 
risks, the Glass-Steagall Act generally barred banks from engaging in the 
investment banking business. The consequence was a near total separation of 
commercial banks from firms that engaged in investment banking.16 

While the Glass-Steagall Act focused on what banks can do, the Securi
ties Act and the Exchange Act set out regulations for the investment banking 
sector. Broadly speaking, the Securities Act sought to regulate new issu
ances of securities. It prohibited the offer or sale of securities that were not 
registered or that did not otherwise qualify for an exemption, and also pro
vided for certain required disclosures by issuers.17 The Exchange Act, by 
contrast, created new regulations for the secondary trading of securities, and 
created a new agency, the Securities and Exchange Commission ("SEC"), to 
oversee and police the financial markets. IS 

Collectively, these three new laws sought to restore confidence in the 
U.S. financial system by limiting the risks, known and unknown, that were 
borne by investors and depositors. 

11 Glass-Steagall Act §§ 16, 20, 21, 32, 48 Stat. at 184-85, 188-89, 194 (codified as 
amended at 12 U.S.C. §§ 24, 377, 378, 78 (Supp. II 2008». 

12 Thomas A. Brooks, The Federal Deposit Insurance System: The Past and the Potential 
for the Future, 5 ANN. REv. OF BANKING L. 111, 111-12 (1986). 

13 Member banks of the [Federal Reserve] system have manipulated their deposit 
accounts ... releasing enormous funds of the banks to be thrown into the maelstrom 
of stock speculation .... I have often pointed to the absurdity of States and commu
nities and the Nation enacting laws making it a criminal offense for a company of 
gentlemen to sit around a table and wager at poker, or to go to a race track and bet on 
a race, and then legalizing a system of pure gambling that menaces the entire com
mercial and financial fabric of the Nation. 

70 CONGo REc. 3206-07 (1929) (statement of Sen. Glass); see also JOHN KENNETH GALBRAITH, 
THE 	GREAT CRASH: 1929 43-65, 100-15, 147-54 (Mariner Books 2009) (1954). 

14 See GALBRAITH, supra note 13, at 43-65. 
15 Steven L. Schwarcz, Systemic Risk, 97 GEO. L.J. 193, 199-200 (2008); see also SIMON 

JOHNSON & JAMES KWAK, 13 BANKERS: THE WALL STREET TAKEOVER AND THE NEXT FINAN
CIAL MELTDoy.'N 31 (2010). 

16 MICHAEL P. MALLOY, BANKING LAW AND REGULATION § 4A.lO (2011). 
17 Securities Act of 1933, Pub. L. No. 73-22, 48 Stat. 74 (codified as amended in scattered 

sections of 15 U.S.C. (2006». 
18 Securities Exchange Act of 1934, Pub. L. No. 73-291, 48 Stat. 881 (codified as 

amended in scattered sections of 15 U.S.C. (2006». 

http:issuers.17
http:banking.16
http:gations.IS
http:transactions.14
http:collapse.13
http:system.12
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B. Deregulation and Its Consequences 

The Glass-Steagall Act's separation of commercial banking from invest
ment banking remained in place for decades, protecting U.S. financial stabil
ity and providing a strong foundation for America's rapid post-war growth.19 

However, market, technological, and ideological changes in the 1970s and 
1980s began to wear down the strong wall it erected. The rise of competition 
from investment banking and other "shadow banking" frrms20 put pressure 
on commercial bankers, who responded by seeking to engage in activities 
that had long been walled off.21 Meanwhile, the development of derivatives 
and securitization22 during the 1980s and 1990s gave both commercial and 
investment banks powerful new financial tools.23 These developments oc
curred against the backdrop of a deregulatory ideology that became increas
ingly dominant among financial regulators and lawmakers.24 

Nevertheless, some observers warned of the consequences of tearing 
down the wall between investment banking and commercial banking. For 
example, in 1987, as Congress considered whether to relax the protections of 
the Glass-Steagall Act, the Congressional Research Service issued a report 
that offered four key reasons to continue its restrictions: 

(1) Conflicts of interest characterize the granting of credit-lend
ing-and the use of credit-investing-by the same entity and led 
to abuses [that started the Great Depression], which originally 
produced the Act. 
(2) Depository institutions possess enormous financial power by 
virtue of their control of other people's money; its extent must be 

19 James Lardner,A BriefHistory ofthe Glass-Steagall Act, DEMOS (Nov. 10,2009), http:/ 
Iwww.demos.orglpubs/glass-steagall-edit.pdf. 

20 For example, money market mutual funds. See Samuel G. Hanson, Anil K. Kashyap & 
Jeremy C. Stein, A Macroprudential Approach to Financial Regulation, J. OF ECON. PERSPEC
TIVES, Winter 2011, at 3, l3-16; Morgan Ricks, Shadow Banking and Financial Regulation 3 
(Columbia Univ. Center for Law & Econ. Studies Research Paper Series, Working Paper No. 
370), available at http://ssrn.com!abstract=1571290 (defining shadow banking as the "set of 
institutions [that] emerged that performed the basic functions of depository banks, but without 
submitting to [traditional banking regulation]"). 

21 See Arthur E. Wilmarth, Jr., The Transformation ofthe U.S. Financial Services Industry, 
1975-2000: Competition, Consolidation, and Increased Risks, 2002 U. ILL. L. REv. 215; see 
also Century of Change, FED. REs. BANK OF MINNEAPOLIS (2000), http://www.min
neapolisfed.org/publications_papers/pub_display.cfm?id = 3535. 

22 For a brief description of securitization, see Arthur E. Wilmarth, Jr., The Dark Side of 
Universal Banking: Financial Conglomerates and the Origins of the Sub prime Financial Cri
sis, 41 CONN. L. REv. 963, 984-91 (2009). 

23 See SauIe Omarova, The Quiet Metamorphosis: How Derivatives Changed the "Busi
ness of Banking", 63 U. MIAMI L. REv. 1041 (2009); see also ROGER LOWENSTEIN, WHEN 
GENIUS FAILED: THE RISE AND FALL OF LONG-TERM C~ITAL MANAGEMENT 102-10 (2001); 
Lynn Stout, Why the Law Hates Speculators: Regulation and Private Ordering in the Market 
for OTC Derivatives, 48 DUKE L.J. 701, 767-70 (1999). 

24 See, e.g., The Financial Services Act of 1999: Hearing Before the H.R. Subcomm. on 
Fin. and Hazardous Materials of the H. Comm. On Commerce, 106th Congo 24-33 (1999) 
(statement by Alan Greenspan, Chairman, Federal Reserve Board of Governors). 

http://www.min
http://ssrn.com!abstract=1571290
http:lawmakers.24
http:tools.23
http:growth.19
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limited to ensure soundness and competition in the market for 
funds, whether loans or investments. 
(3) Securities activities can be risky, leading to enormous losses. 
Such losses could threaten the integrity of deposits. In turn, the 
Government insures deposits and could be required to pay large 
sums if depository institutions were to collapse as a result of secur
ities losses. 
(4) Depository institutions are supposed to be managed to limit 
risk. Their managers thus may not be conditioned to operate pru
dently in more speculative securities businesses. An example is the 
crash of the real estate investment trusts sponsored by bank hold
ing companies a decade ago.25 

Despite these warnings, the Comptroller of the Currency and the Federal 
Reserve Board led the steady weakening of the Act's protections.26 The 
multi-billion dollar bailout of the hedge fund Long-Term Capital Manage
ment in 1998, which the Federal Reserve Bank of New York organized to 
protect the nation's largest commercial and investment banks, should have 
been a powerful wake-up call regarding new risks in the financial system, in 
particular related to proprietary trading and relationships with private 
funds.27 Unfortunately, and in the face of some lawmakers' protests,28 the 
Financial Services Modernization Act of 1999 (the "Graham-Leach-Bliley 
Act") repealed the last remaining restrictions of the Glass-Steagall Act.29 

These deregulatory steps allowed commercial banking groups to invest and 
trade in securities for their own accounts, as well as offer banking, securities, 
and insurance products under one corporate umbrella, placing them in direct 
competition with their even less-regulated investment banking competitors.30 

25 WILUAM JACKSON, CONGo RESEARCH SERV., IE 87061, GLASS-STEAGALL Acr: COM
MERCIAL VS. INvEsTMENT BANKING 3 (1987). 

26 For a timeline of legislative and regulatory changes in banking, see Century of Change, 
supra note 21. See also Omarova, supra note 23; Wilmarth, supra note 21; FIN. CRISIS IN
QUIRY COMMN, THE FINANCIAL CRISIS INQUIRY COMMISSION REPORT 35, 55-56 (Jan. 2011) 
[hereinafter FCIC REPORT], available at http://www.fcic.gov/report. 

27 See LOWENSTEIN, supra note 23, at 102-10; Franklin R. Edwards, Hedge Funds and the 
Collapse ofLong-Term Capital Management, J. OF ECON. PERSPEcrrvES, Spring 1999, at 189, 

. 189-219. 
28 145 CONGo REc. 8,808-10, 28,343-44 (1999) (statements of Sen. Byron Dorgan (0

N.D.». 
29 Financial Services Modernization Act of 1999 (Gramm-Leach-Bliley Act), Pub. L. No. 

106-102, § 101,113 Stat. 1338, 1341. Section 101 repealed Glass-Steagall Act § 20 and § 32, 
which prohibited affiliations between commercial and investment banks. However, it did not 
repeal some prohibitions on what these affiliates could do directly. Glass Steagall Act § 16, 12 
U.S.C. § 24 (Supp. II 2008), which prohibits banks from underwriting or dealing unrestricted 
with most types of securities, and § 21, 12 U.S.c. § 378 (2006), which prohibits securities 
underwriters and dealers from accepting deposits, remain in force. See Arthur E. Wilmarth, Jr., 
How Should We Respond to the Growing Risks of Financial Conglomerates?, in FINANCIAL 
MODERNIZATION AFTER GRAHAM-LEACH-BLILEY 65, 65 n.l (Patricia C. McCoy ed., 2002), 
available at http://ssrn.comlabstract=291859. 

30 Wilmarth, supra note 21, at 312-13, 316-36. 

http://ssrn.comlabstract=291859
http://www.fcic.gov/report
http:competitors.30
http:funds.27
http:protections.26
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C. The Rise of Proprietary Trading: Large Firms, High Risk 

Deregulation freed the commercial banks to compete with investment 
banks and securities firms, including through risky securities and derivatives 
trading businesses. As competition intensified, both commercial and invest
ment banks grew dramatically.3l Using their large balance sheets, these firms 
amassed enormous proprietary trading positions in increasingly complex and 
risky assets.32 The following graph illustrates the dramatic increase in their 
trading accounts (which excludes positions held through private funds and 
longer-term positions)33 in the years leading up to the crisis: 

31 JOHNSON & KWAK, supra note 15, at 57-64, 82-87; cf James Lardner & Nomi Prins, 
Bigger Banks, Riskier Banks, DEMOS (Jan. 28, 2010), http://www.demos.org/pubs/BiggerRiski 
er-editI9.pdf (noting that the nation's biggest banks' revenue, and particularly trading revenue, 
continued to increase after the 2008 financial crisis and government bailout). 

32 See, e.g., Report of Exam'r Anton R. Valukas at 59-60, In re Lehman Brothers Holdings 
Inc., No. 08-13555 (BanIer. S.D.N.Y. 2010), available at http://lehmanreport.jenner.com/; see 
also FCIC REPORT, supra note 26, at 177, 196-97,202-04,223,226-28,256-57,260-61,280
81; JANED'AruSTA, POLITICAL ECON. RESEARCH INST., LEVERAGE, PROPRIETARY TRADING AND 

FUNDING ACTIVITIES 1 (2009), available at http://www.peri.umass.edU/fileadmiu/pdf/otheC 
publication_types/SAFERbriefs/SAFER_issue_briefl.pdf; Viral V. Acharya & Matthew Rich
ardson, Causes ofthe Financial Crisis, 21 CRITICAL REv. 195, 199-204 (2009) (citing proprie
tary holdings of asset-backed securities as one of the primary drivers of accumulated risk 
leading to the financial crisis); FED. DEPOSIT INs. CORP. ("FDIC"), The Orderly Liquidation of 
Lehman Brothers Holdings Inc. Under the Dodd-Frank Act, 5 FDIC QUARTERLY, no. 2, 2011 
at 1, available at http://www.fdic.gov/bank/analytical/quarterJy/201LvoI5_2/lehman.pdf; Wil
marth, supra note 22, at 1032-34; John Cassidy, Subprime Suspect: The Rise and Fall ofWall 
Street's First Black CEO., NEW YORKER, Mar. 31, 2008, at 78,86-88; Joshua Rosner, Finan
cial Services Exposures to Subprime, Why we are not 'Seeing Red', WEEKLY SPEW (New 
York), July 26, 2007, at 1-4, 8 (on file with Authors); Jake Bernstein & Jesse Eisinger, Banks' 
Self-Dealing Super-Charged Financial Crisis, PROPuBLICA (Aug. 26, 2010), http://www.pro 
publica.org/article/bauks-self -dealing-super-charged-financial-crisis (noting how Irrms in
creasingly took positions in each others' assets that they would not otherwise have been able to 
sell). 

33 In general, "trading account" refers to accounts on the firms' books where assets are 
held for the near-term price appreciation of the asset. See FED. REsERVE BD. OF GOVERNORS, 
FR Y-9C, INSTRUCTIONS FOR PREPARATION OF CONSOLIDATED FINANCIAL STATEMENTS FOR 
BANK HOLDING COMPANIES GL-76 (2007). What constitutes trading account assets is not con
sistent across firms. Nor do firms' reports distinguish between "pure" proprietary trading, 
which is targeted for prohibition by the Merkley-Levin provisions, and more client-oriented 
trading, such as underwriting or market-making, which is still permitted, subject to certain 
restrictions. See David Reilly, Goldman Shows Some Ankle, WALL ST. J., Jan. 12,2011, http:// 
online.wsj.com/article/SBI0ooI424052748703791904576076144209948636.html. One signif
icant source of risky proprietary trading involved securitization activities, especially resecuri
tizations. See FCIC REPORT, supra note 26, at 174-78, 188-212. 

http://www.pro
http://www.fdic.gov/bank/analytical/quarterJy/201LvoI5_2/lehman.pdf
http://www.peri.umass.edU/fileadmiu/pdf/otheC
http:http://lehmanreport.jenner.com
http://www.demos.org/pubs/BiggerRiski
http:assets.32
http:dramatically.3l
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GRAPH 1: TRADING ACCOUNT ASSETS (IN BILLIONS)34 
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Proprietary trading benefited the nation's largest financial firms in a 
number of ways. The implicit taxpayer backing owing to the size, intercon
nectedness, and cross-border profiles of the firms gave them access to lower
cost funding,35 which permitted them to obtain substantial returns on rela
tively low-yield assets by amassing large portfolios and increasing their lev

34 This graph is based on data from the fIrms' lO-K filings from years 2002-2007. The 
values presented are the value of trading account assets at the end of each fIscal year. All the 
fInns listed had fIscal years that ended between November 30 and December 3l. 

35 Analysts have set forth how the largest, most systemically significant firms were able to 
borrow funds at relatively lower interest rates because creditors viewed them as "too big to 
fail." Lenders offered them advantageous rates on credit because they believed their risk of 
default was reduced; that is, the government would not permit them to fail. See DEAN BAKER 

& TRAVIS MAcAR1HUR, CTR. FOR ECON. AND POUcyREsEARCH, THE VALUE OF TIffi '"Too 
BIG To FAIL" BIG BANK SUBSIDY (2009), available at http://www.cepr.netldocuments/publica 
tions/too-big-to-fail-2009-09.pdf. 

http://www.cepr.netldocuments/publica
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erage.36 These returns were amplified by the use of increasingly complex 
products and increasingly complex and risky trading strategies.3? 

Indeed, the largest banks came to rely on proprietary trading for an 
increasingly large share of their revenues.38 Trading revenues at the largest 
banks had increased from under fifteen percent of net operating revenues in 
2004 to nearly thirty percent at the start of the crisis. However, the same 
trading exposures left the banks highly vulnerable, and in the fourth quarter 
of 2007 losses from trading almost entirely offset positive net operating rev
enues from all other sources combined, with trading losses equaling nearly 
250 percent of net operating revenue, devastating the capital bases of many 
firms.39 

D. Proprietary Trading: Traders First, Clients Last 

Proprietary trading offers financial firms with clients the additional 
temptation to magnify returns by taking advantage of their knowledge of 
investment activities of their clients.40 This temptation proved increasingly 
irresistible for the largest financial firms and their bonus-driven traders and 
executives.41 As one well-known investment advisor put it: 

36 See, e.g., Report of Exam'r Anton R. Valukas, supra note 32, at 59-62; D'ArusTA, supra 
note 32; Acharya & Richardson, supra note 32, at 199-204; Wilmarth, supra note 22, at 1032
34; Cassidy, supra note 32, at 86-88. Indeed, many securitization transactions, in particular 
resecuritizations, would not have been possible absent rrrms' proprietary trading positions in 
the top tranches of those securities. As such, proprietary trading positions in these assets was a 
critical means through which many rrrms maintained their securitization deal flow. See Jake 
Bernstein & Jesse Eisinger, The 'Subsidy': How a Handful of Merrill Lynch Bankers Helped 
Blow Up Their Own Firm, PROPuBLICA (Dec. 22, 2010), http://www.propublica.orglarticIe/ 
the-subsidy-how-merriII-lynch-traders-helped-blow-up-their-own-finn. Risk-based capital 
rules for commercial banks and their modified application to investment banks played an im
portant role in facilitating the growth of the trading account in this manner. See FCIC REPORT, 
supra note 26, at 49, 151. 

37 See FCIC REpORT, supra note 26, at 190-95 (discussing the connection between certain 
securitization practices and proprietary trading); Erik Gerding, Deregulation Pas De Deux: 
Dual Regulatory Classes of Financial Institutions and the Path to Financial Crisis in Sweden 
and the United States, 15 NEXUS 135, 151-60 (2010). On how complexity in products and 
trading amplifies risk and returns, see generally SATYAJIT DAS, TRADERS, GUNS & MONEY: 
KNOWNS AND UNKNOWNS IN THE DAZZLING WORLD OF DERIVATIVES (2006). See also LOWEN
STEIN, supra note 23, at 8-10. 

38 See, e.g., Clive Horwood, Credit Suisse Rebuilds Its Model, EUROMONEY, July 2009, at 
62, available at https://www.credit-suisse.comlinvestmenCbankingldoc/spotIightleuromoney_ 
award1.pdf ("[Credit Suisse] was a leader in the areas where investment banks were making 
the most money - notably commercial mortgage-backed securitization, private-equity spon
sors, leveraged finance and proprietary trading. The bad news was that, as the market began to 
turn in 2007, those were the very sectors that were most at risk."). 

39 FDIC, QUARTERLY BANKING PROFILE: FOURTII QUARTER 2007, at 12 (Dec. 31,2007), 
available at http://www2.fdic.gov/qbp/qbpSelect.asp?menuItem=QBP; see also FCIC RE
PORT, supra note 26, at 66. 

40 PHILIP AUGAR, THE GREED MERCHANTS: How THE INvEsTMENT BANKS PLAYED THE 

FREE MARKET GAME 16-21, 116-22,216 (2005). 
41 156 CONGo REc. S2691 (daily ed. Apr. 27, 2010) (April 23, 2010 Letter from John 

Reed, Former Chairman and CEO, Citigroup, to Senators Jeff Merkley & Carl Levin). See 
generally Annette Nazareth, Dir., S.E.C. Div. of Mkt. Regulation, Remarks before the SIA 

http://www2.fdic.gov/qbp/qbpSelect.asp?menuItem=QBP
https://www.credit-suisse.comlinvestmenCbankingldoc/spotIightleuromoney
http://www.propublica.orglarticIe
http:executives.41
http:clients.40
http:firms.39
http:revenues.38
http:erage.36
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Proprietary trading by banks has become by degrees over recent 
years an egregious conflict of interest with their clients. Most if 
not all banks that prop trade now gather information from their 
institutional clients and exploit it. In complete contrast, 30 years 
ago, Goldman Sachs, for example, would never, ever have traded 
against its clients. How quaint that scrupulousness now seems. In
deed, from, say, 1935 to 1980, any banker who suggested such 
behavior would have been frred as both unprincipled and a tlrreat 
to the partners' money.42 

Two notable ways in which banks put their proprietary trading interests 
ahead of their clients were (1) the creation and marketing of products to 
clients that were secretly designed to fail; and (2) the use of client trading 
information against the interests of those clients and others in the markets. 

1. Designed to Fail 

The rise of securitization tempted firms to engage in an egregious form 
of self-dealing: designing products to fail, selling them to unsuspecting cli
ents, and making proprietary trading bets on the products' collapse.43 This 
practice has been analogized to a frrm designing a car with faulty brakes and 
then purchasing a life insurance policy on the driver.44 

A close look at one of these transactions involving a collateralized debt 
obligation ("CDO") created by Goldman Sachs reveals much about this 
conflict of interest.45 In September 2006, Goldman Sachs's executives real-

Compliance and Legal Division Member Luncheon (July 19,2005), http://www.sec.gov/news/ 
speech/spch071905aln.htm. On bonuses, see also Megan Murphy & Patrick Jenkins, Ahead in 
the Clouds, FIN. TrMEs, Mar. 15, 2011, at 7. 

42 Jeremy Grantham, Lesson Not Learned: On Redesigning Our Current Financial System, 
GMO Q. LEITER SPECIAL TOPIC, 2 (Oct. 2009), http://www.scribd.comldoc/21682547/Jeremy
Grantham. 

43 See Complaint of Plaintiff Basis Yield Alpha Fund (Master), Basis Yield Alpha Fund 
(Master) v. Goldman Sachs Grp., Inc. (No. 1O-CV-4527) (S.D.N.Y. June 9, 2010), 2010 WL 
2483586; Consent of Defendant Goldman, Sachs & Co. to Final Judgment at 2, SEC v. 
Goldman, Sachs & Co., No. 1O-CV-3229 (S.D.N.Y. July 20, 2010); FCIC REpORT, supra note 
26, at 136,235-36. See generally Wall Street and the Financial Crisis: The Role ofInvestment 
Banks: Hearing Before the Permanent Subcomm on Investigations ofthe S. Comm. on Home
land Sec. and Governmental Affairs, IIIth Congo (201 0) [hereinafter Role of Investment 
Banks Hearing]; see also Jesse Eisinger & Jake Bernstein, The Magnetar Trade: How One 
Hedge Fund Helped Keep the Bubble Going, PROPuBLICA (Apr. 9, 2010), http://www.propub 
lica.orglarticle/all-the-magnetar-trade-how-one-hedge-fund-helped-keep-the-housing-bubb1e. 

44 First Public Hearing of the Fin. Crisis Inquiry Comm'n 29-31 (Jan. 13,2010) (state
ment of Phil Angelides, Chairman, Financial Crisis Inquiry Commission) (questioning Lloyd 
B1ankfein, CEO and Chairman, Goldman Sachs Group, Inc.), available at http://fcic.gov/ 
hearings/testimony/first-public-hearing; Ian Katz, Christine Harper & Joshua Gallu, Blankfein 
Response on Role Was 'Troublesome,' Angelides, BLOOMBERG (Jan. 13, 2010), http://www. 
bloomberg.comlapps/news?pid=newsarchive&sid=AG4pskK68EdQ; see also 156 CONGo 
REc. S4057 (May 20, 2010) (statement of Sen. Merkley) (analogizing this to hiring an electri
cian who takes a fIre policy out on your home). 

45 Details of this transaction were highlighted by the Senate Pennanent Subcommittee on 
Investigations, chaired by Senator Levin, during its hearings and in its 639-page bipartisan 

http://www
http:http://fcic.gov
http://www.propub
http://www.scribd.comldoc/21682547/Jeremy
http://www.sec.gov/news
http:interest.45
http:driver.44
http:collapse.43
http:money.42


524 Harvard Journal on Legislation [Vol. 48 

ized that the fmn had a significant long exposure to mortgage-related securi
ties.46 To reduce the firm's exposure, its traders began to sell or transfer to 
others the risk of loss from its mortgage-related positions, including by cre
ating and selling to clients "synthetic" CDOs that Goldman Sachs designed 
to produce profits for the firm when the values of the CDOs declined in 
value.47 

One of the CDOs it designed was Hudson Mezzanine 2006-1 ("Hudson 
Mezzanine").48 Hudson Mezzanine was a $2 billion synthetic CDO refer
encing mortgage securities with BBB and BBB- credit ratings.49 The transac
tion was structured as follows. Goldman Sachs first created a special 
purpose entity ("SPE") that was to be the legal issuer of Hudson's securities, 
which were to be purchased by investors.5o Goldman Sachs then used credit 
default swap ("CDS") trades to essentially transfer $2 billion of mortgage
related assets to the SPE, including $1.2 billion in assets from Goldman 
Sachs's own books that it saw as at risk of losing value and another $800 
million in assets that the firm selected for the CDO.51 

As the sole holder of the short side of the CDS trades, Goldman Sachs 
was required to make regular payments to the SPE in exchange for a promise 
by the SPE to pay Goldman Sachs the full value of the referenced securities 
if they defaulted or incurred other credit problems.52 The CDS payments 
made by Goldman Sachs served as part of the cash flow for the CDO and 
enabled the SPE to make interest payments to the investors who purchased 
the CDO securities. The investors had also contributed cash when they pur
chased the Hudson securities. 

As long as the referenced obligations retained value, the CDS payments 
from Goldman Sachs continued and the SPE made the promised interest 
payments to the investors. In the event of a widespread default on the refer
enced assets, however, Goldman Sachs would not only stop making CDS 

report on the causes of the fmancial crisis. Role of Investment Banks Hearing, supra note 43; 
S. PERMANENT SUBCOMM. ON INVESTIGATIONS OF THE S. COMM. ON HOMELAND SEC. AND 

GOVERNMENTAL AFFAIRS, 112TH CONG., WALL STREET AND THE FiNANCIAL CRISIS: ANATOMY 
OF A FiNANCIAL COLLAPSE 376-635 (Apr. 13,2011) [hereinafter PSI WALL STREET REpORT]. 

46 Role of Investment Banks Hearing, supra note 43, at 405-409, 550 (Exhibits 54A, 86). 
Goldman was one of the first large fIrms to recognize the risk arising from bad subprime loans. 
This is in contrast to some of the other major Wall Street firms who in the last years before the 
crisis expanded their proprietary trading exposures to the U.S. mortgage market. See FCIC 
REpORT, supra note 26, at 49,151; Report of Exam'r Anton R. Valukas, supra note 32, at 59
62; see also Cassidy, supra note 32, at 86-88 (discussing the run up of $32 billion in collateral
ized debt obligation ("CDO") positions on the books of Merrill Lynch). 

47 E.g., Role of Investment Banks Hearing, supra note 43, at 250-52 (Exhibits 3, 4). 
48 Id. at 1081-82 (Exhibit 170A); see also id. at 550-88 (Exhibits 86-90). 
49 !d. at 588 (Exhibit 90). 
50 Id. at 563 (Exhibit 87); Laurie S. Goodman, Synthetic CDOs, in INVESTING IN COLLAT

ERALIZED DEBT OBUGATIONS 141, 141-50, (Frank J. Fabozzi & Laurie S. Goodman eds., 
2001). 

51 Role of Investment Banks Hearing, supra note 43, at 563 (Exhibit 87),234-35 (Exhibit 
lA), 585 (Exhibit 88); Goodman, supra note 50, at 141-50. 

52 Role ofInvestment Banks Hearing, supra note 43, at 563 (Exhibit 87); Goodman, supra 
note 50, at 141-50. 

http:problems.52
http:investors.5o
http:ratings.49
http:Mezzanine").48
http:value.47
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payments, the SPE would have to stop making payments to the investors and 
instead make payments to Goldman Sachs, using the funds that had been 
provided by the investors.53 The CDO was a zero-sum game: either the in
vestors or Goldman Sachs would be paid by the SPE, but not both. By 
taking 100 percent of the short side of the CDO, Goldman Sachs took a 
position diametrically opposed to that of the investors who had purchased 
the CDOS.54 

Not only had Goldman Sachs structured the deal, but the firm had also 
marketed and sold the CDOs to the investors. Goldman Sachs told potential 
investors that Goldman Sachs had "aligned incentives" with them, that the 
assets had been "sourced from the Street," and that Hudson was not a "Bal
ance Sheet CDO," all of which were misleading characterizations. In addi
tion, while Goldman Sachs told potential investors that it was the CDS party 
facing the CDO, it was market practice for one investment bank to serve as 
the intermediary between several Wall Street dealers and a CDO.55 Potential 
investors were not told that Goldman Sachs intended to keep 100 percent of 
the short side of the Hudson transaction and was making a proprietary bet 
that the referenced assets would decline in value.56 

Hudson Mezzanine and other similar transactions represent securities 
underwriting, derivatives dealing, and proprietary trading at their most con
flicted. Goldman Sachs intentionally designed the product to take a proprie
tary trading position against the firm's own risky exposure, and it then 
marketed the CDO it had designed to fail. Ultimately, this CDO alone al
lowed Goldman Sachs to earn a gross profit of $1.7 billion at the direct 
expense of the clients to whom it had sold the Hudson securities. 

In testimony to the Senate Permanent Subcommittee on Investigations, 
Goldman Sachs executives claimed that when the firm did this deal it was 
merely "market-making" for clients.57 However, such an assertion defies the 
common understanding of the term.58 Goldman Sachs, pursuing its own self
interest, created a product so that it could obtain the short exposure it wanted 
and then sold the long exposure to clients. It not only bet against its clients; 
it loaded the dice. 

53 Role of Investment Banks Hearing, supra note 43, at 563 (Exhibit 87). 
54Id. at 235 (Exhibit 1A). 
55Id. at 566 (Exhibit 87) (Goldman Sachs pitch book representing that "[a]ssets [are] 

sourced from the Street. Hudson Mezzanine Funding is not a Balance Sheet CDO."). 
56 Id.; id. at 227-39 (Exhibit 1A). 
57 Role ofInvestment Banks Hearing, supra note 43, at 134 (statement of Lloyd Blankfein, 

CEO and Chairman, Goldman Sachs Group, Inc.) ("In the context of market making, that is 
not a conflict."). 

58 PSI WAll. STREET REPORT, supra note 45, at 33, 604; see also Amendments to Regula
tion SHO, Exchange Act Release No. 58775, 73 Fed. Reg. 61,690 (Oct. 14, 2008); FIN. STA
BILITY OVERSIGHT COUNCIL, STUDY AND RECOMMENDATIONS ON PRoHIBmoNs ON 
PROPRIETARY TRADING & CERTAIN RELATIONSHIPS WITH HEDGE FUNDS & PRIVATE EQUITY 
FUNDS 18-19,28-29 (2011) [hereinafter FSOC STUDY], available at http://www.treasury.gov/ 
initiativeslDocumentsl 
Volcker%20sec%20%20619%20study%20fmal%201 %2018%2011 %2Org.pdf;. 

http:http://www.treasury.gov
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http:investors.53
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2. (Mis)Using Client Information 

Proprietary trading also tempted firms to engage in another abuse of 
their clients-using information from client trades either against those cli
ents or others in the marketplace. A financial services firm that facilitates 
client trading will often learn information about or from its customers' trad
ing that would present the firm with an advantage when trading for its own 
account.59 The desire to maximize that "edge" is the point of conflict be
tween the firm's role as a facilitator of client trading and its own self-inter
ested role as a proprietary trading firm. A classic example of this type of 
conflict is "front running," whereby a firm trades ahead of a pending client 
order to profit from the expected change in price resulting from the order,60 a 
practice that is already illegal under the federal securities laws.61 

Traditionally, regulators have viewed abuse of client order information 
narrowly, taking enforcement actions only against abuses such as front run
ning in the same instrument as that ordered by the client or in options refer
encing that instrument.62 The federal securities laws typically offer little 
protection against firms improperly using client information in other ways, 
such as by trading in a similar or otherwise correlated product.63 

One recent example of more robust enforcement is the SEC's recent 
settlement of a case against Merrill Lynch. The SEC settled an action it 
brought against the firm for allowing its proprietary traders to obtain infor
mation about its clients' orders and to use that information to trade on the 
firm's account.64 In that case, the SEC pursued its action notwithstanding the 
fact that the proprietary orders were executed after the client orders and 
therefore did not amount to a classic case of front running.65 Indeed, one 
trader at the firm characterized the strategy as follows: "I always like to do 
what the smart guys were doing."66 In other words, the firm's market making 
activities gave its proprietary traders the distinct marketplace advantage of 
actually knowing and being able to emulate what the "smart guys" were 
doing. While the SEC's effort to crack down on this abuse may be an encour
aging step towards attacking a recognized conflict of interest, it is unclear 

59 AUGAR, supra note 40, at 113 (noting the value to financial services finns of "the 
infonnation they gain from looking at the flow going through their desk[:] The proprietary 
trading profits of the big investment banks are testimony to that." (citation omitted)). 

60 VIRGINIA B. MORRIS & KENNETH M. MORRIS, STANDARD & POOR'S DICfIONARY OF 

FINANCIAL TERMS 85 (2007). 
61 See, e.g., Complaint at 2, SEC v. Donovan, No. 08 CA 10649RWZ (D. Mass. Apr. 16, 

2008), available at http://www.sec.govlIitigation/complaints/2008/comp20528.pdf (alleging 
that trading alIead of orders by a trader in his personal account violated § lO(b) of the Ex
change Act and RuIe IOb-5, 17 C.F.R. § 240.lOb-5 (2006)). 

62 See, e.g., Nazareth, supra note 41. 
63 AUGAR, supra note 40, at 113. 
64 Merrill Lynch, Pierce, Fenner & Smith, Inc., Exchange Act Release No. 63760, 2011 

SEC LEXIS 280 (Jan. 25, 2011). 
651d. at *6-10. 
661d. at *8. 

http://www.sec.govlIitigation/complaints/2008/comp20528.pdf
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whether, without new authority, the SEC has sufficient tools to combat the 
growing conflicts of interest in proprietary trading.67 

E. Collapse and Bailout 

By the beginning of the financial crisis, the largest financial firms and 
their private funds had acquired-mostly with borrowed money-billions of 
dollars in proprietary trading positions.68 In 2007, the markets underlying 
many of those assets-most notably, but not exclusively, mortgage-related 
securities-began to sour.69 In July, two large hedge funds managed by Bear 
Stearns and specializing in mortgage-related securities collapsed suddenly, 
precipitating a bailout by the firm.70 As markets called into question the 
value of similar mortgage-related and other risky holdings, firms with such 
holdings (including off-balance sheet funds and similar vehicles, which 
came back onto the balance sheet) were successively forced to write down 
their values and record losses.71 The losses increasingly eroded the firms' 
capital positions, leading investors to question the firms' solvency and stabil
ity. By April 2008, the major Wall Street firms had suffered an estimated 
$230 billion in proprietary trading losses on what had come to be seen as 
"toxic" assets.72 

67 Because the SEC's administrative enforcement action resulted in a settlement, the legal 
theory of this case has not been tested in federal court. Moreover, the SEC case relied in part 
upon the allegation that the firm had promised customers it would maintain the confidentiality 
of their information. In the absence of such a representation, it is unclear whether the SEC 
would have had the authority to bring the action. Id. at *6-10. 

68 Acharya & Richardson, supra note 32, at 199-204; see also FCIC REpORT, supra note 
26, at 177, 196-97,202-04,223,226-28,256-57,260-61,280-81; FDIC, supra note 32, at 1; 
Wilmarth, Jr., supra note 22, at 1032-34. 

69 Acharya & Richardson, supra note 32, at 199-204; Wilmarth, supra note 32, at 1032
34. For more on the causes of the failure of the underlying assets in this particular crisis, 
including high-risk lending, consumer protection failures, and credit rating failures, see gener
ally PSI WALL STREET REPORT, supra note 45, at 48-317 and FCIC REpORT, supra note 26. 
However, proprietary trading is an independent source of significant risk as it drives firms into 
increasingly high-risk assets and high-risk trading strategies. See, e.g., Gerding, supra note 37, 
at 151-60. It also exposes them to increased risk when assets fail to perform as risk-models 
predict. See, e.g., LOWENSTEIN, supra note 23, at 221-22 (discussing the collapse and bailout of 
Long-Term Capital Management); Edwards, supra note 27, at 199. 

70 William D. Cohan, Inside the Bear Steams Boiler Room, FORTUNE, Mar. 4, 2009, 
http://money.cnn.coml2009/03/02/magazines/fortune/cohan_houseofcardsjull.fortune; see 
also FCIC REpORT, supra note 26, at 238-41, 256-57, 260-61, 280-81. 

71 See, e.g., Shawn Tully, Wall Street's Money Machine Breaks Down, FORTUNE, Nov. 26, 
2007, http://money.cnn.comlmagazines/f6rtune/fort)me_archiveI2007/11126/1 0 1232838/; Eve
lyn M. Rusli, Citigroup's Write-Down Disaster, FORBES, Jan. 15, 2008, http://www.forbes. 
coml2008/01/15/citigroup-merrill-closer-markets-equity-cx_ecra_0 115markets45.htm1; James 
Quinn, iP Morgan Hit by $l.3bn Write-down, THE TELEGRAPH, Jan. 16,2008, http://www. 
telegraph.co.uklfinance/newsbysectorlbanksandfinance/2782677/JP-Morgan-hit -by-1.3bn
write-down.htm1; Julia Kollewe, Write-Downs of Largest Banks Reach $274bn, THE GUARD
IAN, July 29, 2008, http://www.guardian.co.uklbusiness/2008/jull29/creditcrunch. 

72 JAMES CROTTY, GERALD EpSTEIN & IREN LEVINA, POUTICAL ECON. RESEARCH INST., 
PROPRlETARY ThADING IS A BIGGER DEAL THAN MANY BANKERS AND PuNDITS CLAIM 1 
(2010) (citing Paul J. Davis, Michael MacKenzie & Aline Van Duyn, "Super-senior" CDO 

http://www.guardian.co.uklbusiness/2008/jull29/creditcrunch
http://www
http://www.forbes
http://money.cnn.comlmagazines/f6rtune/fort)me_archiveI2007/11126/1
http://money.cnn.coml2009/03/02/magazines/fortune/cohan_houseofcardsjull.fortune
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The crisis intensified throughout the remainder of 2008, as the firms 
and their trading partners and clients each began to minimize business rela
tionships with each other.73 The markets reached their nadir in September of 
2008, when firms stopped lending to one another in the overnight market.74 

By the end of 2008: (1) Bear Stearns75 and Merrill Lynch76 had failed; 
(2) Goldman Sachs77 and Morgan Stanley78 had converted to bank holding 
companies in order to gain access to emergency bailout funds;79 (3) UBS 
was rescued by the Swiss government;80 and (4) trillions of dollars in tax
payer-backed programs, along with certain accounting maneuvers,8! were 

Investors Begin to Flex Their Muscles, FIN. T!MEs, Apr. 14, 2008, at 39), available at http:// 
www.peri.umass.edulfileadminlpdf/otheCpublication_types/SAFERbriefs/SAFER_noteI5. 
pdf; see also Herve Hannoun, Deputy Gen. Manager, Bank for Int'l Settlements, Towards a 
Global Financial Stability Framework, 45th SEACEN Governors' Conference 12 (Feb. 26-27, 
2010), available at http://www.bis.org/speeches/sp100303.pdf ("[T]he major losses during 
the 2007-09 financial crisis came from the trading book, especially the complex securitisation 
exposures such as collateralised debt obligations."). 

73 CROTIY, supra note 72; Acharya & Richardson, supra note 32, at 206-08; see also Gary 
Gorton, The Panic of 2007, in MAINTAINING STABILITY IN A CHANGING FINANCIAL SYSlEM 
131, 131-36 (Fed. Reserve Bank of Kan. City ed., 2009), available at http://www.kc.frb.orgl 
publicatlsymposl2oo8/Gorton.03.12.09.pdf (particularly regarding the wholesale run on the fi
nancial system). 

74 See FCIC REPORT, supra note 26, at 358-60; see also Gorton, supra note 73. 
75 See Andrew Ross Sorkin, Lehman Files for Bankruptcy; Merrill Is Sold, N.Y. TIMES, 

Sept. 14, 2008, available at http://www.nytimes.com/2008/09/15Ibusiness/151ehman.html. 
76 See id. 
77 See Federal Reserve System Order Approving Formation of Bank Holding Companies 

(Sept. 21, 2008), available at http://www.federalreserve.gov/newsevents/press/orders/orders 
20080922a1.pdf (approving the applications of The Goldman Sachs Group, Inc. and Goldman 
Sachs Bank USA Holdings L.L.C.). 

78 See id. (approving the applications for Morgan Stanley, Morgan Stanley Capital Man
agement L.L.c., and Morgan Stanley Domestic Holdings, Inc.). 

79 Vikas Bajaj et al., As Goldman and Morgan Shift, a Wall St. Era Ends, DEALBOOK 
(Sept. 21, 2008), http://dealbook.nytimes.coml2008/09/211g01dman-morgan-to-become-bank
holding-companies. 

80 See Warren Giles, UBS Gets $59.2 Billion Bailout; Credit Suisse Raises Capital, 
BLOOMBERG (Oct. 16, 2008), http://www.bloomberg.comlapps/news?pid=newsarchive&sid= 
AHOAFa2SEHhw. 

81 DETERMINING THE FAIR VALUE OF A FINANCIAL ASSET WHEN THE MARKET FOR THAT 
ASSET Is NOT ACTIVE, Staff Position No. FAS 157-3 (Fin. Accounting Standards Bd. 2008); 
DETERMINING FAIR VALUE WHEN THE VOLUME AND LEVEL OF ACTIVITY FOR THE ASSET OR 
LIABILITY HAVE SIGNIFICANTLY DECREASED AND IDENTIFYING TRANSACTIONS THAT ARE NOT 
ORDERLY, Staff Position No. FAS 157-4 (Fin. Accounting Standards Bd. 2009); INTERIM DIS
CLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS, Staff Position No. FAS 107-1 (Fin. 
Accounting Standards Bd. 2009); RECOGNITION AND PREsENTATION OF OTHER-THAN-TEMPO
RARY IMPAIRMENTS, Staff Position Nos. 115-2, 124-2 (Fin. Accounting Standards Bd. 2009); 
see also Harry Huizinga & Luc Laeven, Accounting Discretion of Banks During a Financial 
Crisis 16-17, 21-22 (Int'l Monetary Fund, Working Paper No. 09/207,2009), available at http:/ 
Iwww.imf.orglexternallpubs/ftlwp/2oo9/wp09207.pdf; Francesco Guerrera & Patrick Jenkins, 
Citi Puts $I2.7bn Portfolio up for Sale, FIN. TIMES (Apr. 18, 2011), http://www.fi.com/cms/s/ 
0/8c5fb104-6geO-11eO-89db-00144feab49a.htm1#axzz1KOCvpd5y ("In order to put the assets 
up for sale, Citi had to reverse an accounting manoeuvre performed during the crisis, when it 
moved them from its 'trading' book to its 'banking' book. Such a shift, which mirrored moves 
by other commercial banks, helped Citi to avoid suffering quarterly mark-to-market losses on 
those assets at the height of the turmoil. Before that move, the bank had suffered billions of 

http://www.fi.com/cms/s
http://www.bloomberg.comlapps/news?pid=newsarchive&sid
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used to keep AIG, Bank of America, Citigroup, JPMorgan Chase, State 
Street,82 and the rest of the financial system from collapse.83 

Plummeting asset prices, the deterioration of world financial markets, 
and the collapse of leading institutions had generated global economic panic. 
Commercial banks' proprietary trading losses and write-downs alone totaled 
an estimated half a trillion dollars or more.84 To staunch the losses and pro
tect the U.S. economy from further damage, Congress and the Executive 
Branch responded with a number of actions, including the creation and use 
of the Troubled Asset Relief Program ("TARP") and Federal Reserve emer
gency assistance programs. 

With the creation of TARP in October 2008, Congress authorized the 
Treasury Department to spend up to $700 billion to prevent financial institu
tions from collapsing and further damaging the U.S. economy.85 TARP was 
originally intended to buy toxic proprietary trading assets from the balance 
sheets of the major financial institutions,86 but T ARP funds were ultimately 
injected as direct equity investments in hundreds of banks under the Treasury 
Department's Capital Repurchase Program.87 The largest recipients of T ARP 
funds included AIG, Bank of America, Citigroup, Goldman Sachs, JPMor
gan Chase, Morgan Stanley, PNC Financial Services, U.S. Bancorp, and 
Wells Fargo.88 

dollars in losses on such assets that eventually prompted the US government to spend $45bn to 
bail it out."). 

82 Although only the nineteenth largest U.S. bank, State Street is a systemically critical 
financial institution owing to the $19 trillion in custodial assets it holds. When certain private 
funds were threatened with collapse, State Street deployed $2.5 billion to rescue them. It, 
however, subsequently required several billion in emergency bailouts, including $2 billion in 
TARP funds. Raj Date, Test Case on the Charles, CAMBRIDGE WINTER CTR. FOR FIN. INsTS. 
POllCY (June 12, 2010), http://www.cambridgewinter.org/Cambridge_Winter/ArchiveslEnt 
ries/2010/6/12_TEST_CASE_ON3HE_CHARLES_files/state%20street%20volcker%20061 
21O.pdf. 

83 SPECIAL INSPECTOR GEN. FOR THE ThOUBLED ASSET RELIEF PROGRAM, QUARTERLY RE
PORT TO CONGRESS: JULY 21, 2009 4, 37-38 (2009), available at http://www.sigtarp.gov/ 
reports/congress/2009/July2009_Quarterly_Reporuo_Congress.pdf; see also infra note 88 
and accompanying text. 

84 Zhiguo He, In Gu Khang & Arvind Krishnamurthy, Balance Sheet Adjustments in the 
2008 Crisis 11-12 (Nat'l Bureau of Econ. Research, Working Paper No. 15919, 2010). 

85 Emergency Economic Stabilization Act of 2008, Pub. L. No. 110-343, § 115, 122 Stat. 
3765, 3780-83 (codified at 12 U.S.C. § 5225 (Supp. II 2008». 

86 Turmoil in U.S. Credit Markets: Recent Actions Regarding Government-Sponsored En
tities, Investment Banks, and Other Financial Institutions: Hearing Before the S. Comm. on 
Banking, Hous., and Urban Affairs, l10th Congo 26 (2008) (statement of Henry Paulson, Sec
retary, Department of the Treasury); id. at 29 (statement of Ben Bernanke, Chairman, Federal 
Reserve Board of Governors). 

87 E.g., Capital Purchase Program, DEP'T OF THE TREASURY, http://www.treasury.gov/ 
initiatives/financial-stability/investment-programs/cpp/Pages/capitalpurchaseprogram.aspx 
(last visited Mar. 22, 2011) (describing the Capital Purchase Program, through which Treasury 
purchased senior preferred shares in about 700 financial institutions); see also Troubled Asset 
Relief Program (TARP) Information, FED. RESERVE BD. OF GOVERNORS, http://www.federal 
reserve.govlbankinforeg/tarpinfo.htm (last updated Apr. 21, 2010). 

88 Matthew Ericson, Elaine He & Amy Schoenfeld, Tracking the $700 Billion Bailout, 
N.Y. TIMES, http://www.nytimes.com/packages/html/nationall200904_ CREDITCRISISlrecipi 
ents.htrul (last visited Mar. 22, 2011); TARP Transactions Report, DEP'T OF THE TREASURY, 
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To provide additional emergency support to the U.S. financial system, 
the Federal Reserve aggressively expanded its balance sheet from about 
$900 billion at the beginning of 2008, to more than $2.4 trillion by Decem
ber 2010.89 Using more than a dozen new and previously existing programs 
and through more than 21,000 individual transactions, the Federal Reserve 
provided trillions of dollars in assistance to U.S. and foreign financial insti
tutions in an ultimately successful effort to promote liquidity and prevent a 
financial collapse.9o Such efforts were further enhanced by guarantees on 
trillions of dollars in assets extended by the Federal Deposit Insurance Cor
poration ("FDIC") and the Treasury Department to a range of institutions 
and markets.91 

Collectively, these government programs kept credit flowing to a wide 
range of financial and non-financial institutions in the United States and 
around the world as markets absorbed the losses from the toxic proprietary 
trading assets held by many large financial firms. By all estimates, they also 
amounted to the largest bailout of any financial system in history.92 

In many ways similar to the Great Crash of 192993 and the collapse of 
the hedge fund Long-Term Capital Management in 1997,94 proprietary trad
ing losses had once again played a central role in bringing the financial sys
tem to its knees. Yet even after taxpayers provided trillions of dollars in 
support to keep these firms alive, some have asserted that the firms did not 
need the support or that the collapse had little or nothing to do with proprie
tary trading.95 Those claims are belied not only by the history described 

http://www.treasury.gov/initiatives/fmancial-stabilitylbriefing-room/reports/tarp-transactionsl 
Pages/default.aspx (last visited Mar. 22, 2011). Ally Financial (fonnerly GMAC Financial Ser
vices), General Motors, and Chrysler also received ·significant TARP funds. 

89 Recent Balance Sheet Trends, FED. RESERVE BD. OF GOVERNORS, http://www.federal 
teserve.gov/monetarypolicylbscrecenttrends_accessible.htm (last updated Mar. IS, 2011). 

90 Usage ofFederal Reserve Credit and Liquidity Facilities, FED. RESERVE BD. OF GoVER
NORS, http://www.federalreserve.gov/newsevents/refonn_transaction.htm (last updated Mar. 
11,2011). 

91 See Press Release, Dep't of the Treasury, Treasury Announces Temporary Guarantee 
Program for Money Market Funds (Sept. 29, 2OOS), available at http://www.treasury.gov/ 
press-center/press-releaseslPageslhp 1161.aspx; Temporary Liquidity Guarantee Program: 
Fourth Quarter 2010, FED. DEPOSIT INS. CORP., http://www2.fdic.gov/qbp/2010dec/qbptlgp. 
htrnl (last updated Feb. 23, 2011); see also Diana B. Henriques, Treasury to Guarantee Money 
Market Funds, N.Y. TIMES, Sept. 19, 2OOS, available at http://www.nytimes.com/200S/09120/ 
business/2Omoneys.htrul. 

92 Sewell Chan & Jo Craven McGinty, In Crisis, Fed Opened Vault Wide for u.s. and 
World, Data Shows, N.Y. TIMES, Dec. 2, 2010, at AI; Neil Irwin & David Hilzenrath, Fed's 
Crisis Aid Benefited Firms Beyond Wall St., WASH. POST, Dec. 2, 2010, at A; Dominic Rushe, 
US Fed Lent $3.3 Tn to Multinationals, Billionaires, and Foreign Banks, GUARDIAN, Dec. 
3, 2010, available at http://www.guardian.co.uklbusiness/201O/dec/02/us-federal-reserve
bailouts-multinationals. 

93 See GALBRAITH, supra note 13, at 46-51, 56-65. 
94 See LOWENSTEIN, supra note 23, at 163,221-22 (detailing how the major Wall Street 

banks' proprietary holdings exposed them to huge losses if Long-Tenn Capital Management 
collapsed). 

95 See, e.g., Thomas Frommherz, Morgan Stanley Chairman John Mack Tells Fox Business 
Network that Finance Reform Will Be More Difficult Due to Healthcare Debate, CEOWoRLD 
MAG. (Mar. 23, 2010), http://ceoworld.bizlceo/2010/03/23/morgan-stanley-chainnan-john

http://ceoworld.bizlceo/2010/03/23/morgan-stanley-chainnan-john
http://www.guardian.co.uklbusiness/201O/dec/02/us-federal-reserve
http://www.nytimes.com/200S/09120
http://www2.fdic.gov/qbp/2010dec/qbptlgp
http:http://www.treasury.gov
http://www.federalreserve.gov/newsevents/refonn_transaction.htm
http://www.federal
http://www.treasury.gov/initiatives/fmancial-stabilitylbriefing-room/reports/tarp-transactionsl
http:trading.95
http:history.92
http:markets.91
http:collapse.9o
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above but even by the firms' own regulatory filings.96 A review of the firms' 
disclosed trading revenues, profits, and losses demonstrates the significance 
of the proprietary trading losses.97 Studies have since confirmed the dramatic 
nature of losses properly understood to be proprietary trading losses.98 

III. FROM VOLCKER RULE TO MERKLEy-LEVIN PROVISIONS: 


A LEGISLATIVE HISTORY 


Following the financial crisis of 2008, a number of leading experts be
gan to recognize the need to restore certain limits to the activities of banks 
and major financial institutions. In January 2009, the Group of Thirty,99 
chaired by former Federal Reserve Chairman Paul Volcker, released a broad 
financial reform proposal, calling for, inter alia, a prohibition on proprietary 
trading at banking institutions. loo 

In the spring of 2009, Senator Merkley began to raise the issue with 
witnesses at Senate Banking Committee hearings investigating the causes 
and possible response to the financial crisis.101 He also began working with 
Chairman Volcker during the summer and fall of that year. The outgrowth of 
these efforts was a proposal for the Government Accountability Office 
("GAO") to study the issue, which Senator Merkley intended to be a 
placeholder for the coming debate on restricting proprietary trading. It was 

mack-tells-fox -business-network -that -finance-refonn-will-be-more-difficult -due-to-healthcare
debate. 

96 See, e.g., Goldman Sachs Group, Inc., Annual Report (Fonn lO-K) 27 (Jan. 27, 2009) 
("We have 'long' proprietary positions in a number of our businesses. These positions are 
accounted for at fair value, and the declines in the values of assets have had a direct and large 
negative impact on our earnings in fiscal 2008." (emphasis added»; Bank of America Corp., 
Annual Report (Fonn lO-K) 7 (Feb. 27, 2009) ("We have a large portfolio of assets held for 
sale at any time in connection with our 'originate to distribute' strategy. We also have large 
proprietary trading and investment positions in a number of our businesses. These positions 
are accounted for at fair value, and the declines in the values of assets had a direct and large 
negative impact on our earnings in 2008, as well as the earnings of Merrill Lynch. We may 
incur additional losses ...." (emphasis added». 

97 See, e.g., Gerald Epstein, The Real Price of Proprietary Trading, BEAR MARKET IN
VESTMENTS (Feb. 23, 2010), http://www.bearmarketinvestments.com/gerald-epstein-the-real
price-of-proprietary-trading (discussing the role proprietary trading played in the finns' losses); 
Dan Freed, Prop Trading Losses Ain't Peanuts, STREET (Jan. 27, 2010), http://www.thestreet. 
com/story/10668047Iprop-trading-losses-aint -peanuts.htrn1. 

98 See FCIC REPORT, supra note 26, at 21; Report ofExam'r Anton R. Valukas, supra note 
46. 

99 The Group of Thirty is a private, nonprofit international economic discussion group 
comprised of financial industry regulators, business executives, and academics. GROUP OF 30, 
http://www.group30.org (last visited Mar. 21, 2011). 

lOOWORKING GRP. ON FIN. STABIUTY, THE GRP. OF THIRTY, FINANCIAL REFORM: A 
FRAMEWORK FOR STABIUTY 27-28 (2009), available at http://fic.wharton.upenn.edulfic/policy 
%20page/G30Report.pdf. 

!OI Establishing a Frameworkfor Systemic Risk Regulation: Hearing Before the S. Comm. 
on Banking, Hous., and Urban Affairs, 1 11th Congo 37 (2009) (statements by Sen. Merkley, 
Shelia Bair, Chainnan, Federal Deposit Insurance Corporation, and Mary Shapiro, Chainnan, 
Securities and Exchange Commission). 

http://fic.wharton.upenn.edulfic/policy
http:http://www.group30.org
http://www.thestreet
http://www.bearmarketinvestments.com/gerald-epstein-the-real
http:losses.98
http:losses.97
http:filings.96
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included in Senate Banking Committee Chairman Chris Dodd's (D-Conn.) 
legislative proposal introduced in November of 2009.102 

Separately, the Permanent Subcommittee on Investigations, chaired by 
Senator Levin, had begun in late 2008 to investigate the financial crisis, 
examining transactions that raised concerns related to proprietary trading 
and conflicts of interest. The investigation eventually led to hearings in April 
2010103 that presented some of the troubling transactions that inspired the 
Merkley-Levin reforms ultimately included in the Dodd-Frank Act. 

The Obama administration's initial financial regulatory reform proposal, 
which was released in June 2009, included only a limited discussion of pro
prietary trading.104 Indeed, the draft legislation that the Treasury Department 
sent to Congress in August 2009 did not include restrictions on either propri
etary trading or- conflicts of interest.105 

In September 2009, the administration identified proprietary trading 
when listing priorities for future risk-based capital reforms to be negotiated 
at the Basel Committee on Banking Supervision.106 On November 10,2009, 
Senator Dodd released his first comprehensive financial reform bill, which 
did not include any provision restricting proprietary trading or conflicts of 
interest but did contain a study of the issues requested by Senator Merk
ley.107 Several weeks later, the House of Representatives passed financial 

102 Restoring American Financial Stability Act of 2009 (Discussion Draft), 111th Congo 
§ 989 (2009), available at http://banking.senate.gov/public/index.cfm?FuseAction=files.View 
&FileStore_id =943242e1-ca66-411c-8ge2-8954eb3fc085. 

103 See generally Wall Street and the Financial Crisis: The Role of High Risk Loans: 
Hearing Before the Permanent Subcomm. on Investigations ofthe S. Comm. on Homeland Sec. 
and Governmental Affairs, 111th Congo (2010); Wall Street and the Financial Crisis: The Role 
of Bank Regulators: Hearing Before the Permanent Subcomm. on Investigations of the S. 
Comm. on Homeland Sec. and Governmental Affairs, 111th Congo (2010); Wall Street and the 
Financial Crisis: The Role of Credit Rating Agencies: Hearing Before the Permanent Sub
comm. on Investigations of the S. Comm. on Homeland Sec. and Governmental Affairs, 111th 
Congo (2010); Role of Investment Banks Hearing, supra note 43. 

104 DEPT OF THE TREASURY, A NEW FOUNDATION: REBUILDING FINANCIAL SUPERVISION 
AND REGULATION 31-32 (2009), available at http://www.treasury.gov/initiativeslDocuments/ 
FinalReporcweb.pdf (discussing the need to strengthen the "firewalls" in §§ 23A and 23B of 
the Federal Reserve Act that limited lending, derivatives transactions, and asset purchases and 
sales between banks and their affIliates). 

105 See Dep't of the Treasury, Wall Street Reform: How We Got Here, FINANCIAL
STABILITY.GOV, http://replay.waybackmachine.org/201 00826004406Ihttp://www.financialstabi 
lity.gov/roadtostability/timeline.html (last visited Mar. 29, 2011). 

106 DEPT OF THE TREASURY, PRINCIPLES FOR REFORMING THE U.S. AND lNrERNATIONAL 
REmJLATORY CAPITAL FRAMEWORK FOR BANKING FIRMS 5-6 (2009), available at http://www. 
treasury.gov/press-center/press-releaseslDocuments/capital-statemenc090309.pdf. The Basel 
Committee on Banking Supervision is an effort by the bank regulators in twenty-seven coun
tries to establish common regulatory approaches and standards for banks. Although its accords 
do not have the force of law, they serve as highly influential norms for member states. History 
of the Basel Committee and its Membership, BANK FOR 1Nr'r.. SEITLEMENTS, http://www. 
bis.orglbcbslhistory.htrn (last visited Mar. 21, 2011). 

107 Stephen Labaton, Senate Plan to Overhaul Wall Street is Unveiled, N.Y. TiMEs, Nov. 
11,2009, at B1; see also Restoring American Financial Stability Act of 2009, 111th Congo 
§ 989 (2009) (Discussion Draft), available at http://banking.senate.gov/public/index.cfm?Fuse 
Action =fiIes.View&FiIeStore_id =943242e1-ca66-411c-8ge2-8954eb3fc085. 

http://banking.senate.gov/public/index.cfm?Fuse
http://www
http://www
http://replay.waybackmachine.org/201
http:STABILITY.GOV
http://www.treasury.gov/initiativeslDocuments
http://banking.senate.gov/public/index.cfm?FuseAction=files.View


533 2011] Dodd-Frank Act Restrictions on Proprietary Trading 

reform legislation, modeled in large part on the administration's proposal, 
which did not contain any statutory restrictions on proprietary trading. lOS 

The prospects for including a restriction on proprietary trading in the 
final financial reform bill increased dramatically on January 21, 2010, when 
President Obama announced his support for a prohibition on proprietary 
trading, coining this set of restrictions the "Volcker Rule" after Chairman 
Volcker, its leading proponent.t09 Chairman Volcker outlined his vision in 
testimony to the Senate Banking Committee on February 2, 2010, arguing 
that any effective financial reform bill needed to limit the risk and conflicts 
of interest associated with proprietary trading (including relationships with 
hedge funds and private equity funds),uo At the same hearing, Deputy Trea
sury Secretary Neal Wolin also testified in favor of the Volcker Rule.J1I At a 
subsequent Senate Banking Committee hearing, former Citigroup Chairman 
John Reed and Massachusetts Institute of Technology Professor Simon John
son offered additional support for the Volcker Rule. ll2 A range of financial 
industry leaders also spoke out in support of the proposal, including former 
Secretaries of the Treasury Michael Blumenthal, Nicholas Brady, Paul 
O'Neill, George Shultz, and John Snow, Federal Reserve Bank of Kansas 
City President Thomas Hoenig, former SEC chairman William Donaldson, 
and influential investors John Bogle and George SoroS.ll3 

With an eye towards the coming Senate mark-up of the financial reform 
bill, the Treasury Department released a proposal to enact the Volcker Rule 

\08 Wall Street Refonn and Consumer Protection Act of 2009, H.R. 4173, lllth Congo 
§ ll17 (2009) (as passed by House, Dec. ll, 2009). 

109 See, e.g., Jackie Calmes & Louis Uchitelle, Obama Will Seek Limits on Banks, N.Y. 
TiMEs, Jan. 21, 2010, at AI. 

110 See, e.g., Prohibiting Certain High-Risk Investment Activities Uy Banks and Bank 
Holding Companies: Hearing Before the S. Comm. on Banking, Hous., and Urban Affairs, 
Illth Congo 5-8, 49-53 (2010) [hereinafter Prohibiting Certain High-Risk Activities] (state
ment by Paul Volcker, Chainnan, President's Economic Recovery Advisory Board). 

III E.g., id. at 8-10, 53-56 (statement by Neal Wolin, Deputy Secretary, Department of the 
. Treasury). Secretary Wolin's testimony also included a new proposal from the Treasury Depart
ment regarding restricting the size of financial institutions through limiting concentration in 
certain non-deposit lending markets, a provision that ultimately came to be § 622 of the Dodd
Frank Act. Dodd-Frank Wall Street Refonn and Consumer Protection Act, Pub. L. No. Ill
203, § 622, 24 Stat. 1376, 1632-34 (2010) (to be codified at 12 U.S.c. § 1852); Prohibiting 
Certain High-Risk Activities, supra note llO, at 55-56 (statement by Neal Wolin). Although 
initially referred to as part of the Volcker Rule, the Authors and others generally view it as a 
separate, albeit important, provision from that which most call the "Volcker Rule." 

112 Implications of the 'Volcker Rules' for Financial Stability: Hearing Before the S. 
Comm. on Banking, Hous., and Urban Affairs, Illth Congo 6-8 (2010) (statements by John 
Reed and Simon Johnson, Professor of Entrepreneurship, Sloan School of Management, Mas
sachusetts Institute of Technology). 

113 Louis Uchitelle, Elders ofWall St. Favor Tight Rein, N.Y. TIMES, Feb. 17,2010, at Bl; 
W. Michael Blumenthal, Nicholas Brady, Paul O'Neill, George Shultz & John Snow, Letter to 
the Editor, Congress Should Implement the Volcker Rule for Banks, WALL ST. J., Feb. 22, 
2010; Thomas Hoenig, Comments on the VolckerRule Activity Restrictions, FED. REsERVE 

BANK OF KAN. CITY (Mar. 2, 2010), http://www.kansascityfed.orglSpeechBio/HoenigPDFI 
VolckerRuleComments.03.02.10.pdf. 

http://www.kansascityfed.orglSpeechBio/HoenigPDFI
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on March 4, 2010. 114 This proposal would have authorized the federal bank
ing regulators to write rules that would: (1) prohibit banks and bank holding 
companies (but not affiliates or subsidiaries) from engaging in proprietary 
trading115 and from managing or investing in private equity funds and hedge 
funds; (2) require additional capital charges and quantitative limits for simi
lar activities at systemically significant nonbank financial firms; and (3) 
limit the bailout of hedge funds and private equity funds by banks.116 The 
prohibition on proprietary trading was not designed to be self-executing, but 
instead would have relied on the regulators to issue rules.1l7 

On March 10,2010, the Authors, along with Senators Ted Kaufman (D
Del.), Sherrod Brown (D-Ohio), and Jeanne Shaheen (D-N.H.), introduced 
the Protect our Recovery through Oversight of Proprietary Trading Act 
("PROP Trading Act"), a proposal representing a similar approach to the 
Volcker Rule.118 Senators Dianne Feinstein (D-Cal.), Bob Casey (D-Penn.), 
and Bill Nelson (D-Fla.) joined as early co-sponsors. 

The Authors' language differed from that of the administration, how
ever, in several respects. First, the PROP Trading Act would have made the 
restrictions statutory as opposed to regulatory .119 In the Authors' view, this 
would give the prohibition greater force if challenged in court. It also al
lowed the Authors and colleagues in Congress greater ability to shape the 
contours of the legislation, while recognizing that certain technical details 
would still need to be worked out in rulemaking. Second, the prohibition 
would have extended to all affiliates within the bank holding company 
group.120 Third, it would have covered all proprietary trading, not just those 
assets held in the undefined "trading book."121 Fourth, it would have in
cluded additional limitations (the ''backstops'' discussed below) to guard 
against permitted exceptions swallowing the rule. l22 Finally, it would have 
prohibited sponsors of asset-backed securities from engaging in transactions 

114 See Rebecca Christie & Phil Mattingly, 'Volcker Rule' Draft Signals Obama Wants to 
Ease Market Impact, BLOOMBERG (Mar. 4, 2010), http://www.bloomberg.com!apps/news? 
pid =newsarchive&sid = AHT_LKrSCQ 1 c. 

115 Proprietary trading was defined as the purchase or sale of "stocks, bonds, options, 
commodities, derivatives, and other fmancial instruments" for the "trading book" of the firm 
and excluding "market making" and other activities "in facilitation of customer relation
ships," with terms such as "trading book" and "in facilitation of customer relationships" 
undefined. See Dep't of the Treasury, Amendment to the Bank Holding Company Act Regard
ing the Size of Institutions and the Scope ofBank Activities, TREASURY.GOV (2009), available 
at http://www .treasury .gov/initiatives/wsrlDocuments/amend.final.-3-3-1 O.pdf. 

116 See id. 
117 See id. 
liS See PROP Trading Act, S. 3098, 1 lIth Congo sec. 2, § 6 (2010) (amending Bank Hold

ing Company Act of 1956). 
119Id. at sec. 2, § 6. 
120 Id. at sec. 2, § 6(h)(2). 
121Id. at sec. 2, § 6(h)(l)(A). 
122 Id. at sec. 2, § 6(e). 

http://www
http:TREASURY.GOV
http://www.bloomberg.com!apps/news
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that would involve or result in a conflict of interest with the investor of the 
securities, which are often associated with proprietary trading.123 

Upon introduction, the PROP Trading Act was endorsed by Chairman 
Volcker and a range of experts, refonners, and industry leaders, including 
fonner Citigroup Chainnan John Reed, Nobel Prize-winning economist Jo
seph Stiglitz, fonner Labor Secretary Robert Reich, the Independent Com
munity Bankers of America, and Americans for Financial Reform.124 

On March 15, Chainnan Dodd introduced a revised legislative package, 
which included a modified Volcker Rule, modeled on the Treasury Depart
ment's proposal but with an additional twist. 125 Like the Treasury Department 
proposal, his bill would have directed regulators to issue a rulemaking to 
restrict proprietary trading126 and certain relationships with hedge funds and 
private equity funds. 127 But, it also directed the Financial Stability Oversight 
Council ("FSOC") to conduct a study and recommend "modifications to the 
definitions, prohibitions, requirements, and limitations" that the regulators 
would be required to follow in conducting their rulemaking.128 The Congres
sional Research Service noted that allowing a regulatory body to conduct a 
study and, based upon that study, to make changes in the statutory criteria 
for the rulemaking introduced additional uncertainty into the rulemaking 
process.129 

With minor changes,130 this text remained in the bill that passed the 
Senate Banking Committee and was included in the base text for legislative 

123 ld. at sec. 3, § 27B (amending the Securities Act of 1933). 
124 Press Release, Office of Sen. Jeff Merkley, Merkley and Levin Introduce Legislation to 

Restrict Banks and the Largest Financial Institutions from Making High-Risk Bets (Mar. 10, 
2010), available at http://merkley.senate.gov/newsroomJpress/releasel?id= 8e6cb736-80c6
4d18-8834-5d7d05e4501a. 

125 Restoring American Financial Stability Act of 2010, S. 3217, l11th Congo (as intro
duced to the S. Banking Comm. by Sen. Dodd, Mar. 15, 2010), available at http://banking. 
senate.gov/publicUiles/ChairmansMark3151OAYO1 0306_xmlFinancialReformLegislation 
Bill.pdf; see also Sewell Chan, With Financial Refonn Bill, a Testfor Congress, N.Y. TIMES, 
Mar. 14, 2010, available at http://www.nytimes.comJ201O/03/15/business/15regulate.htrnl; 
Sewell Chan, Refonn Bill Adds Layer of Oversight, N.Y. TIMEs, Mar. 15, 2010, available at 
http://www.nytimes.comJ2010/03/16/business/16regulate.html. 

126 S. 3217, 1 11th Congo § 619(b) (as introduced to the S. Banking Comm. by Sen. Dodd, 
Mar. 15,2010), available at http://banking.senate.gov/public/jiles/ChairmansMark3151OAY 
010306_xmlFinancialReformLegislationBill.pdf. 

1271d. at § 619(c). 
1281d. at § 619(g)(1)(A), (B). 
129 M. MAUREEN MURPHY, CONGo REsEARCH SERV., EX1ENT OF TIlE FINANCIAL STABILITY 

OVERSIGHT COUNCIL'S AUTHORITY TO MAKE RECOMMENDATIONS AND MODIFICATIONS IN THE 

PROHIBITIONS ON PROPRIETARY TRADING IN SECTION 619 OF S. 3217, THE RESTORING AMERI
CAN FINANCIAL STABILITY ACT OF 2010, REPORTED ON MARCH 22, 2010 BY THE SENATE 
COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS (Apr. 23, 2010) (stating that granting 
an executive branch agency the power to "modify" the statutory restrictions was novel, at best, 
and could lead to unintended and possibly adverse consequences). 

130 S. 3217, 11lth Congo (as passed by the S. Banking Comm., Mar. 22, 2010), available 
at http://banking.senate.gov/public,-files/032310MangersAmendmentAYO10627.pdf (adding 
affiliates and subsidiaries of banks and bank holding companies to the coverage of the 
section). 

http://banking.senate.gov/public,-files/032310MangersAmendmentA
http://banking.senate.gov/public/jiles/ChairmansMark3151OAY
http://www.nytimes.comJ2010/03/16/business/16regulate.html
http://www.nytimes.comJ201O/03/15/business/15regulate.htrnl
http://banking
http://merkley.senate.gov/newsroomJpress/releasel?id
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debate on the Senate Floor.131 The section directing the GAO to conduct an 
independent study of proprietary trading also remained in the legislation.132 

The Authors were pleased with the progress achieved in the Banking 
Committee bill but believed that the PROP Trading Act still offered the 
stronger, sounder approach. Accordingly, on May 10, Senators Merkley and 
Levin, along with an eventual twenty-three co-sponsors,133 introduced a 
modified version of the PROP Trading Act as an amendment to the Senate 
financial reform base text.134 This Merkley-Levin amendment differed from 
the stand-alone PROP Trading Act in several ways. The most notable was 
that the self-executing prohibition on proprietary trading applied to a "trad
ing account."135 The amendment defined this term to focus the presumptive 
prohibition136 on proprietary trading in near-term holdings while also giving 
the regulators the authority (and the implicit directive) to sweep in "other 
accounts" of longer-term holdings in a careful way.!3? This was intended to 
allow them to selectively apply the prohibitions to activities such as 
merchant banking without disturbing traditional, long-term extensions of 
credit by banks.138 The amendment also required regulators to conduct a 
study of the types of activities and investments in which banks are allowed 
to participate, a provision which was also added at that time and intended to 
target long-term proprietary trading activities no longer covered by the pre
sumptive prohibition.139 

131 S. 3217, 111th Congo § 619 (as amended by S. Arndt. 3739, 111th Congo (2010), 156 
CONGo REc. S2814-973 (daily ed. Apr. 29, 2010), Apr. 29, 2010). The base text for Senate 
floor debate on financial refonn was the Banking Committee proposal as amended by the 
Agriculture Committee's derivatives proposal. For example, the base text included the contro
versial proposal by Agriculture Committee Chairman Blanche Lincoln (D-Ark.) to bar banks 
from engaging in any derivatives activities, whether or not those activities were proprietary 
trading or not. See id. at § 714. 

132 Id. § 989 (as amended by S. Arndt. 3739, Apr. 29, 2010). 
133 Senators Sherrod Brown, Edward Kaufman, Jeanne Shaheen, Dianne Feinstein, Bob 

Casey, Bill Nelson, Roland Burris (D-Ill.), Mark Begich (D-Alaska), Daniel Inouye (D-Haw.), 
Sheldon Whitehouse (D-R.I.), Claire McCaskill (D-Mo.), Mark Udall (D-Colo.), Barbara Mi
kulski (D-Md.), Bernard Sanders (I-Vt.), Tom Udall (D-N.M.), Jack Reed (D-R.I.), Richard 
Durbin (D-Ill.), Jim Webb (D-Va.), Tom Harkin (D-Iowa), Patty Murray (D-Wash.), John 
Kerry (D-Mass.), Barbara Boxer (D-Cal.), Russell Feingold (D-Wis.). 

134 S. Arndt. 3931, 111th Congo (2010), 156 CONGo REG. S3482-83 (daily ed. May 10, 
2010) (amending S. 3217). This version, later amended, was ultimately passed by the Senate 
on May 27, 2010 as H.R. 4173, 111th Congo (2010). 

135 S. Arndt. 3931 sec. 619, § 13(i)(4), 156 CONGo REG. S3483 (daily ed. May 10,2010). 
136 This applied equally to the presumptive capital charges and quantitative restrictions for 

systemically significant nonbank fmancial companies. 
137 S. Arndt. 3931 sec. 619, § 13(i)(5), 156 CONGo REG. S3483 (daily ed. May 10,2010). 
138 See 156 CONGo REc. S5894-99 (daily ed. July 15, 2010) (statements of Sens. Merkley 

and Levin); see also Tom Braithwaite, Volcker Takes Aim at Long-Term Investments, FIN. 
TIMES (Jan. 20, 2011), http://www.ft.comlcms/s/0/2a03c58c-242a-lleO-a89a-00 144feab49a. 
html. 

139 See S. Arndt. 3931 § 619A, 156 CONGo REc. S3483 (daily ed. May 10, 2010); see also 
Dodd-Frank Wall Street Refonn and Consumer Protection Act, Pub. L. No. 111-203, § 620, 
124 Stat. 1376, 1631 (2010). 

http://www.ft.comlcms/s/0/2a03c58c-242a-lleO-a89a-00
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Following further negotiations, the Authors reintroduced the amend
ment with additional changes. l40 First, the revised amendment excluded from 
its coverage as a bank certain limited purpose trust companies that do not 
take ordinary deposits or function as regular banks where families and busi
nesses keep their money.141 Second, the revised language allowed banking 
entities to provide wealth management services for their clients through of
fering and managing funds. 142 Finally, it extended the time period for divesti
ture of illiquid positions, addressing the risk that firms could be forced to 
conduct distressed sales in order to come into compliance with the Merkley
Levin provisions.143 

With the support of Chairman Dodd, the Authors and their twenty-three 
co-sponsors worked to bring the amendment to a vote. The Authors offered 
to accept a vote that would require 60 votes to pass, even though at the time 
at least two Democratic Senators were expected to be in their home states 
due to primary elections. The Authors were informed, however, that the Sen
ate Republican leadership declined to allow the amendment to be called up 
for a vote under any circumstances. 

In response, on May 19,2010, the Authors engaged in a parliamentary 
maneuver designed to ensure the Merkley-Levin amendment would receive 
a vote: they offered it as a second-degree amendment to an unrelated but 
pending amendment that happened to have been sponsored by Senator Sam 
Brownback (R-Kan.).l44 With this maneuver, the two amendments were 
linked together. The following day, cloture was invoked on the bill, making 
the Merkley-Levin amendment the next scheduled vote. Unfortunately, Sen
ator Brownback withdrew his amendment, bringing down the second-degree 
Merkley-Levin amendment offered to it.145 No other amendments were con
sidered after that, and the Senate subsequently passed the reform bill. l46 

The House of Representatives and the Senate began preparing to con
vene a Conference Committee to resolve the differences between the two 
financial reform bills. Almost immediately, the Authors, with the support of 
Chairman Volcker, began working to include the Merkley-Levin language in 
the Conference Report. House Financial Services Committee Chairman Bar
ney Frank (D-Mass.) and Chairman Dodd both worked with the Authors in 
the effort to include the Merkley-Levin provisions.147 However, to secure its 

140 See S. Arndt. 4101, ll1th Congo (2010), 156 CONGo REc. S3935-38 (daily ed. May 18, 
2010). 

141 [d. at sec. 619, § 13(h)(1), 156 CONGo REc. S3938 (daily ed. May 10, 2010). 
142 See id. at sec. 619, § 13(d)(1)(G), 156 CONGo REc. S3935 (daily ed. May 10,2010). 
143 [d. at sec. 619, § 13(c)(2), 156 CONGo REc. S3936 (daily ed. May 10, 2010). 
144 156 CONGo REc. S3961 (daily ed. May 19, 2010). 
145 See id. at S4076-78 (daily ed. May 20,2010) (statement by Sen. Reid CD-Nev.) and 

subsequent action). 
146 See id. at S4078 (daily ed. May 20, 2010). The financial refonn bill passed 59-39. 
147 See Ryan Grim, Frank: 'Conceptual Agreement' Reached on Tougher Volcker Rule, 

HUFFJNGTON POST (June 6, 2010), http://www.huffingtonpost.coml2010/06/1O/frank-volcker
rule-deal_n_608277.html. 

http://www.huffingtonpost.coml2010/06/1O/frank-volcker
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inclusion in the Conference Report, some additional changes needed to be 
made to the Merkley-Levin Amendment. 148 The final, slightly-amended 
Merkley-Levin provisions, which are discussed in greater detail below, were 
successfully incorporated into the Dodd-Frank Act. 149 

To ensure that legislators, analysts, policymakers, and courts understand 
the provisions that were finally agreed to, the Authors offered into the Con
gressional Record prior to final adoption of the Conference Report in the 
Senate detailed explanations of how the Merkley-Levin provisions were in
tended to work, the main themes of which are reflected in this Policy Es
say.ISO Ultimately, the Conference Report was passed by the House of 
Representatives on June 30, 2010 and by the Senate on July 15,2010.151 H.R. 
4173 was signed into law by President Obama on July 21, 2010. 152 

Once the provisions were enacted into law, the Authors, with the sup
port of Chairman Volcker, turned to the task of ensuring that the provisions 
were implemented as intended, an effort that is still on-going. 

IV. THE MERKLEy-LEVIN PROVISIONS: A MODERN GLASS-STEAGALL 

The Volcker Rule, as embodied in the Merkley-Levin provisions,ls3 
seeks to both protect the economy and taxpayers and refocus U.S. banks and 
other systemically significant financial firms on the business of serving their 
customers. The law was not intended simply to reinstate the Glass-Steagall 
Act's separation between commercial banking and investment banking, 
which over time had become over- and under-inclusive. The Glass-Steagall 
Act's separation was over-inclusive because its ban on all securities activities 
at commercial banks swept in truly client-oriented activities that could be 

148 Compare S. Arndt. 4101, lllth Congo (2010), 156 CONGo REc. S3935-38 (daily ed. 
May 18, 2010), with Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. 
No. 111-203, § 619, 124 Stat. 1376, 1620-31 (2010) (to be codified at 12 U.S.c. § 1851) 
(amending Bank Holding Company Act of 1956). The most well-known compromise was the 
provision permitting banks to take "de minimis" positions in private funds they organized and 
offered to customers. Another provision was the allowance of "permitted services," designed 
to enable banks to engage in prime brokerage for funds in which their managed funds invest. 
See Dodd-Frank Act sec. 619 § 13(d)(l)(G)(v), 13(d)(4), 13(f)(3), 124 Stat. at 1624-28; see 
also 156 CONGo REc. S5901 (daily ed. July IS, 2010) (statements of Sens. Merkley, Levin, and 
Dodd). 

149 See Conference on Financial Regulations Bill, Day 7, Part 8, Final Vote (C-SPAN 
television broadcast June 24, 2010), available at http://www.c-spanvideo.org/programlPart8F 
(Conference Chairman Rep. Barney Frank (D-Mass.) accepting the Senate offer regarding Title 
VI); see also lS6 CONGo REc. SS893-99 (daily ed. July IS, 2010) (statements of Sens. Merkley 
and Levin). 

150 156 CONGo REc. SS893-99 (daily ed. July IS, 2010) (statements of Sens. Merkley and 
Levin). 

151 lS6 CONGo REc. HS261, SS933 (daily ed. July IS, 2010). 
152 Jim Puzzanghera, Financial Overhaul is Signed Into Law, L.A. TIMEs, July 22, 2010, at 

AI. 
153 Dodd-Frank Act §§ 619-21, 124 Stat. at 1620-32. 

http://www.c-spanvideo.org/programlPart8F
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managed by developments in securities and banking law.154 At the same 
time, the Glass-Steagall Act's separation was under-inclusive because it did 
not account for the risks of modem derivatives trading, which had come to 
be a major driver of revenues (and conflicts of interest) at both commercial 
banks and investment banks.155 Nor did the Glass-Steagall Act address the 
risks arising from nonbank financial companies that had grown to become 
systemically significant. Thus, instead of simply restoring the Glass-Steagall 
Act, the Merkley-Levin provisions were designed to protect the financial 
system by targeting proprietary trading at banking entities and systemically 
significant nonbank financial companies, while allowing those firms to con
tinue to engage in client-oriented, risk-reducing, or other traditional banking 
activities that facilitate the formation and deployment of capital. 

To accomplish these objectives, the final Merkley-Levin provisions 
seek to: (1) prevent banks from engaging in the high-risk activities ofpropri
etary trading and establishing certain relationships with hedge fund and pri
vate equity funds; (2) limit the risk created by such activities at systemically 
significant nonbank financial frrms; and (3) limit conflicts of interest in pro
prietary trading and other trading-related activities.156 

This Part discusses the key components of the final Merkley-Levin pro
visions, codified as section 13 of the Bank Holding Company Act, and sev
eral on-going concerns related to their implementation.157 

A. Impermissible Activities: Broad Prohibitions 

With respect to banks and their affiliates, the Merkley-Levin provisions 
of the Dodd-Frank Act establish the basic principle clearly: a "banking en
tity" shall not "engage in proprietary trading" or "acquire or retain . . . 
ownership interest[s] in or sponsor a hedge fund or private equity fund," 
unless otherwise empowered to do so elsewhere in the section.15s This is a 
self-executing rule of law that establishes a clear and strong statutory prohi
bition on banks engaging in high-risk activities. 

The law also limits the ability of systemically significant nonbank fi
nancial companies to take risky financial actions by subjecting the proprie
tary trading activities of such nonbank financial companies to heightened 

154 See, e.g., Securities Exchange Act of 1934, Pub. L. No. 73-291, 48 Stat. 881 (codified 
as amended in scattered sections of 15 U.S.C. (2006}); Securities Act of 1933, Pub. L. No. 73
22,48 Stat. 74 (codified as amended in scattered sections of 15 U.S.C. (2006}); Federal Re
serve Regulation T, 12 C.F.R. § 220 (201O). 

155 See Omarova, supra note 23. 
156 See 156 CONGo Rac. S5894-99 (daily ed. July 15, 201O) (statements of Sens. Merkley 

and Levin); FSOC STUDY, supra note 58, at 15; Letter from Paul Volcker, to the Fin. Stability 
Oversight Council (Oct. 29, 201O), http://www.regulations.gov/#!documentDetail;D=FSOC
2010-0002-0045. 

157 For additional details regarding the operation of the provisions, see 156 CONGo Rac. 
S5894-99 (daily ed. July 15, 2010) (statements of Sens. Merkley and Levin). 

158 Dodd-Frank Act sec. 619, § 13(a}(I}(A}, 124 Stat. at 1620. 

http://www.regulations.gov/#!documentDetail;D=FSOC
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capital charges and quantitative limits to be set forth by regulation.159 The 
capital requirements for and quantitative limits on such trading are not 
spelled out in the statute, but they are expected to follow the contours of the 
banking entity restrictions. l60 Moreover, they are expected to become stricter 
as size, leverage, and other risk factors increase.161 

Because these prohibitions were written broadly to give regulators flex
ibility to address evolving financial conditions, implementation will require 
regulators to develop rules that bring clarity to certain areas. 

An initial key issue in implementation of these provisions is determin
ing who is covered by them. The term "banking entity" is defined broadly to 
include banks, their holding companies, and their affiliates.162 This broad 
definition recognizes that depositors, bond holders, and customers do not 
generally distinguish among the fates of a bank, its holding company, and its 
affiliates. 163 With respect to nonbank financial firms, the provisions apply to 
the set of institutions identified by the FSOC as systemically significant non
bank financial companies, which are subject to oversight by the Federal Re
serve as well as to the Merkley-Levin provisions. l64 

Another key issue is determining what activities are restricted. Unlike 
the broad definition used generally in this Policy Essay and in the PROP 
Trading Act, the final Merkley-Levin provisions restrict a somewhat nar
rower range of "proprietary trading." Specifically, the restrictions apply to 
"engaging as a principal for the trading account" of the firm in transactions 
to "purchase or sell, or otherwise acquire or dispose of' a wide range of 
traded financial products, including securities, derivatives, futures, and 
options.165 

"Trading account" is defined as any account used "principally for the 
purpose of selling in the near term (or otherwise with the intent to resell in 
order to profit from short-term price movements)" and "any such other ac
counts" as the regulators determine are appropriate. 166 For firms or subsidiar

159 Dodd-Frank Act sec. 619 § 13(a)(2), 124 Stat. at 1620. 
160 See 156 CONGo RIle. S5894 (daily ed. July 15, 2010) (statement of Sen. Merkley). 
161 See id. at S5895 (daily ed. July 15,2010); see also Letter from Sen. Tom Harkin to the 

Fin. Stability Oversight Council (Oct. 22, 2010), http://www.regulations.gov/#!docu
mentDetail;D = FSOC-20 1 0-0002-0040.1. 

162 Dodd-Frank Act sec. 619, § 13(h)(I), 124 Stat. at 1629. 
163 See Letter from John Reed to the Fin. Stability Oversight Council (Nov. 1,2010), http:/ 

/www.regulations.gov/#!documentDetail;D=FSOC-2010-oo02-1082.1; see also Letter from 
JosephStiglitz, Professor, Columbia Bus. Sch., Columbia Univ., to the Fin. Stability Oversight 
Council (Nov. 4, 2010), http://www.regulations.gov/#!documentDetail;D=FSOC-201O-0002
1133.1. See generally Letter from Jeff Mahoney, Gen. Counsel, Council of Inst. Investors, to 
the Fin. Stability Oversight Council (Oct. 28, 2010), http://www.regulations.gov/#!docu
mentDetail;D = FSOC-201 0-0002-0355.1. 

164 Dodd-Frank Act sec. 619,§ 13(d)(3), 124 Stat. at 1626; id. at §§ 113-15, 124 Stat. at 
1398-1406. 

165 Id. at sec. 619, § 13(h)( 4), 124 Stat. at 1630. 
166Id. at sec. 619, § 13(h)(6), 124 Stat. at 1630; see Letter from Robert Johnson, Dir. of 

Econ. Policy, Roosevelt Inst., to Fin. Stability Oversight Council (Nov. 4, 2010), http://www. 
regulations.gov/#!documentDetail;D= FSOC-2010-0002-1263.1. 

http://www
http://www.regulations.gov/#!docu
http://www.regulations.gov/#!documentDetail;D=FSOC-201O-0002
www.regulations.gov/#!documentDetail;D=FSOC-2010-oo02-1082.1
http://www.regulations.gov/#!docu
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ies that do not maintain a distinction between a trading account and an 
investment account, all accounts should be presumed to be trading accounts 
and covered by the restriction.167 

The intent behind limiting the self-executing prohibition to the "trading 
account" was, in part, to permit banks to continue the classic banking func
tions of managing their liquidity and extending credit through investment 
portfolios. By including a reference to "other accounts," the trading account 
definition gives regulators the authority to make the detailed determinations 
of what types of longer-term positions should be covered within the 
prohibitions.168 

One of the major types of activities that the Merkley-Levin provisions 
prohibit is "bright line" proprietary trading. This subset of proprietary trad
ing often occurs at special "proprietary trading desks" that deploy a firm's 
capital in pursuit of short-term trading profits. These desks often trade with 
or use the services of sell-side analysts, brokers, and dealers and generally 
do not have obligations to customers.169 Its traders may be compensated in a 
manner commensurate with hedge fund managers and other managers of 
private pools of capital.170 Banking entities seeking to effect early compli
ance with the Dodd-Frank Act appear to have already begun to spin off these 
bright line proprietary trading desks.l7l 

In addition to restricting direct proprietary trading, the Merkley-Levin 
provisions restrict the types of relationships that banks may have with pri
vate funds. In general, the law provides that banking entities may not "ac
quire or retain any equity, partnership, or other ownership interest in or 
sponsor a hedge fund or a private equity fund."172 To "sponsor" a fund is to 
serve as a general partner, managing member, or trustee of the fund, select 
or control officers or employees, or share with the fund a common name.173 

As with bright line proprietary trading, retaining an equity interest in or 
sponsoring a hedge fund or private equity fund, other than that which com
plies with permitted activities described below, is statutorily prohibited and 
will be subject to divestiture.174 

167 156 CONGo RIle. S5895" (daily ed. July 15, 20lO) (statement of Sen. Merkley). 
168 Tom Braithwaite, Volcker Takes Aim at Long-Term Investments, FIN. 'TIMEs (Jan. 20, 

2011), http://www.fi.com/cms/s/0/2a03c58c-242a-l1eO-a89a-0Q 144feab49a.html. 
169 FSOC STUDY, supra note 58, at 27-28. 
17°Id. 
171 See, e.g., Christine Harper & Saijel Kishan, Goldman Sachs Said to Shut Principal 

Strategies Unit, BLOOMBERG (Sept. 4, 20lO), http://www.bloomberg.comlnews/20lO-09-03/ 
goldman-said-to-shut-principal-strategies-unit-to-comply-with-vo1cker-rule.html; accord Mark 
Jewell, Source: JPMorgan Chase Halting Proprietary Trading, USA TODAY (Aug. 31, 20lO), 
http://www.usatoday.com/money/industries/banking/201 0-08-31-jpmorgan-proprietary-trading 
_N.htrn. 

172 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 
sec. 619, § 13(a)(I)(B), 124 Stat. 1376, 1620 (2010) (to be codified at 12 U.S.C. § 1851). 

173 Dodd-Frank Act sec. 619 § 13(h)(5), 124 Stat. at 1630 (to be codified at 12 U.S.c. 
§ 1851). 

174 Dodd-Frank Act sec. 619 § 13(c)(2)-(3), 124 Stat. at 1622-23 (to be codified at 12 
U.S.c. § 1851). 

http://www.usatoday.com/money/industries/banking/201
http://www.bloomberg.comlnews/20lO-09-03
http://www.fi.com/cms/s/0/2a03c58c-242a-l1eO-a89a-0Q
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"Hedge fund" and "private equity fund" are collectively defined in 
broad terms to cover any investment vehicle that would be an investment 
company under the Investment Company Act of 1940 but is excluded from 
such coverage by the provisions of § 3(c)(1) or 3(c)(7) and "such similar 
funds" that the regulators determine are appropriate. 175 For example, Com
modity Futures Trading Commission Chairman Gary Gensler recently 
pointed to commodity pOOlSl76 as an appropriate vehicle to cover under the 
"similar funds" provision.177 

R Permitted Activities: Limited Exceptions to the Broad Prohibitions 

Despite the broad restrictions on proprietary trading discussed above, 
banking entities are permitted to engage in a range of customer-serving, risk
mitigating, and other traditional banking activities that may involve conduct 
otherwise banned by the provisions. Banking entities may: (1) act as market
makers and underwriters; (2) trade on behalf of customers; (3) trade in gov
ernment securities; (4) mitigate their risks through hedging; (5) provide asset 
management services in hedge funds and private equity funds (including 
with de minimis "skin in the game" positions); and (6) invest in small busi
ness investment companies and public welfare entities.178 Similarly, the addi
tional capital charges and quantitative limits intended to effect the Merkley
Levin restrictions for systemically significant nonbank financial companies 
are intended to be reduced to facilitate the fmns' abilities to engage in per
mitted activities.179 Both banking entities and systemically significant non
bank financial companies shall, however, still be subject to such additional 
capital charges and quantitative limitations on permitted activities as the reg
ulators determine necessary to protect the safety and soundness of the fmns 
and the financial system. 180 

Accordingly, establishing the contours of these permitted activities is 
essential for meaningful implementation of the Merkley-Levin provisions 
for both banking entities and systemically significant nonbank financial 
companies. The statutory language provides significant direction-for exam
ple, limiting market-making to "reasonably expected near term demands of 

175 Dodd-Frank Act sec. 619 § 13(h)(2), 124 Stat. at 1630 (to be codified at 12 U.S.C. 
§ 1851). 

176 Commodity pools are investment vehicles formed for the purpose of trading in com
modity interests, including futures contracts, commodity options or options on futures. NORA 
JORDAN ET AL., ADVISING PRIvATE FUNDS: A COMPREHENSrvE GUIDE TO REpRESENTING 
HEDGE FUNDS, PRIvATE EQUITY FUNDS AND THEIR ADVISERS § 4.19 (2011). 

177 See Gary Gensler, Chairman, Commodity Futures Trading Comm'n, Comments During 
Meeting of the Financial Stability Oversight Council (Jan. 18, 2011). 

178 Dodd-Frank Act sec. 619, § 13(d)(I), 124 Stat. at 1623-26 (to be codified at 12 U.S.c. 
§ 1851). 

179 Dodd-Frank Act sec. 619, § 13(a)(2), 124 Stat. at 1620-21 (to be codified at 12 U.S.C. 
§ 1851). 

180 Dodd-Frank Act sec. 619, § 13(a)(2), 13(d)(3), 124 Stat. at 1620-21, 1626 (to be codi
fied at 12 U.S.C. § 1851). 
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clients, customers, and counterparties"181-but regulators must still flesh out 
the details. This will be a challenging process. In. particular, the permitted 
activities covered by "market-making," "risk-mitigating hedging," and "or
ganizing and offering" private funds, along with certain other aspects of 
firms' permitted relationships with private funds, deserve special attention. 

1. Market-Making 

Market-making is a customer service whereby a fIrm provides its cus
tomers, clients, and counterparties with two-sided markets for speedy acqui
sition or disposition of financial instruments.182 Done properly, it is not a 
speculative enterprise, and revenues for the fIrm should largely arise from 
the provision of liquidity and not from the capital gain earned on the change 
in the price of instruments held in the firm's accounts.183 Market-making can 
be, in some instances, diffIcult to distinguish from proprietary trading.184 In
deed, while some fIrms have dedicated proprietary trading desks that only 
deploy the fIrms' capital in search of trading returns, many fInancial institu
tions engaged in proprietary trading through their client-related market-mak
ing operations.185 

A genuine market-maker will seek to make a two-sided market (buying 
when others will not buy and selling when others will not sell) and will seek 
to minimize the fIrm's risk exposure from the acquired positions. 186 A propri
etary trading operation, in contrast, may trade with clients but not necessa
rily provide a steady two-sided market, especially in times of stress, and may 
also choose to accumulate larger inventories or engage in less hedging with 
a view towards earning returns from market appreciation of the product.187 

Indeed, recent history demonstrates that the accumulation of positions in the 
trading account when client demand for the products has dried up poses 
significant risk to the fInancial entity and ultimately to the financial sys

181 Dodd-Frank Act sec. 619, § 13(d)(I)(B), 124 Stat. at 1624 (to be codified at 12 U.S.c. 
§ 1851). 

182 See Letter from Ams. for Fin. Reform to the Fin. Stability Oversight Council (Nov. 3, 
2010), http://www.regulations.gov/#!documentDetail;D=FSOC-20 1 0-0002-1328.1. 

183 William L. Silber, On the Nature of Trading; Do Speculators Leave Footprints?, J. 
PORlFOLIO MGMT., Summer 2003, at 64,64-70; Letter from Ams. for Fin. Reform, supra note 
182; Letter from William L. Silber, Professor of Fin. and Econ., Stem Sch. of Bus., N.Y. 
Univ., to the Fin. Stability Oversight Council (Nov. 2, 2010), http://www.regulations.gov/ 
#!documentDetail;D=FSOC-2010-0002-0185.1; Letter from Paul Volcker, supra note 156. 

184 FSOC STUDY, supra note 58, at 18-19. 
185 See AUGAR, supra note 40, at 116-22; see also, e.g., Citigroup Inc., Annual Report 

(Form IO-K), 9 (Feb. 22, 2008) (noting the 2007 acquisition of Automated Trading Desk, "a 
leader in electronic market making and proprietary trading"). 

"186 See PSI WALL STREET REpORT, supra note 45, at 604; Amendments to Regulation 
SHO, Exchange Act Release No. 58775, 73 Fed. Reg. 61,690 (Oct. 14, 2008); Letter from 
Ams. for Fin. Reform, supra note 182, at 7-9. 

187 See Silber, On the Nature ofTrading, supra note 183, at 70 n.3; see also FSOC STUDY, 
supra note 58, at 28-29. 

http:http://www.regulations.gov
http://www.regulations.gov/#!documentDetail;D=FSOC-20
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tem.188 It is for this reason that underwriting (including for securitizationsl89) 
and market-making are "not to exceed the reasonably expected near term 
demands of clients, customers, or counterparties."I90 

Some firms and traders may seek to exploit the exception for "market
making" as an opportunity to make proprietary trades, especially if trader 
compensation incentivizes them to do so. As one banker reportedly ex
plained, "I can find a way to say that virtually any trade we make is some
how related to serving our clients."191 In fact, some may understand the term 
market-making to encompass any time a financial firm takes a position op
posite a counterparty .192 On this understanding, every principal trade would 
be market-making. Such an interpretation would render the Dodd-Frank pro
tections meaningless, and runs directly contrary to the language and intent of 
the Dodd-Frank Act. 193 

To separate proprietary trading from market-making, regulators will 
need to collect trading data and deploy a wide range of quantitative and 
qualitative metrics.194 Much of the relevant information is already gathered 
or its collection will be mandated under other provisions of the Dodd-Frank 
Act,195 but "new, specifically-tailored regulatory and supervisory tools" will 
also be needed.196 The academic literature sets out some of the factors that 
should be the focus of these efforts, including the volume of trading, the size 
of the positions and inventory, whether and how the positions are hedged, 
the length of time that positions remains open, the volatility of profits and 
losses, and the intent of the trader.197 Trader compensation incentives can 

188 See FDIC, supra note 32, at 1; FCIC REpORT, supra note 26, at 174-78, 188-212. 
189 The rule of construction in section (g) regarding securitization does not contradict this 

statutory directive. Rather, it simply was intended to provide comfort to community banks in 
particular that the provisions would not be read to prohibit the sale of loans as part of the 
securitization process. See Dodd-Frank Act sec. 619, § 13(g)(2), 124 Stat. at 1629 (to be codi
fied at 12 U.S.C. § 1851); 156 CONGo REc. S5896 (daily ed. July 15,2010) (statement of Sen. 
Merkley). 

190 See Dodd-Frank Act sec. 619, § 13(d)(l)(B), 124 Stat. at 1624 (to be codified at 12 
U.S.C. 	§ 1851). 

191 Andrew Ross Sorkin, Davos Bankers Seek One Message on Volcker Rule, N.Y. TIMES, 
Feb. 2, 2010, available at http://www.nytirnes.coml2010102l02Ibusiness/02sorkin.html?dbk. 

192 See Role of Investment Banks Hearing, supra note 43, at 134 (statement of Lloyd 
Blankfein, CEO and Chairman, Goldman Sachs Group, Inc.) ("In the context of market mak
ing, that is not a conflict."). 

193 See Letter from Dennis Kelleher, President, Better Markets Found., to the Fin. Stability 
Oversight Council (Nov. 5, 2010), http://www.regulations.gov/#!documentDetail;D=FSOC
2010-0002-1363.1. 

194 FSOC STUDY, supra note 58, at 22-25, 36-43. 
195 See Dodd-Frank Act §§ 151-56,728-30,766,124 Stat. at 1412-20, 1697-703, 1797-99 

(to be codified at scattered sections of 7, 12, 15 U.S.C.); Large Trader Reporting System, 
Exchange Act Release No. 61908, 75 Fed. Reg. 21456 (proposed Apr. 14,2010) (to be codi
fied at 17 C.F.R. §§ 240.13h-1, 249.327). 

196 FSOC STUDY, supra note 58, at 31. 
197 Silber, On the Nature of Trading, supra note 183, at 64-70; Letter from Paul Volcker, 

supra note 156. In addition, particular attention should be paid to market-making in over-the
connter derivatives, as they may present particular challenges to oversight and pose outsized 
risks to the institutions that use them and to the [mancial system as a whole. See Letter from 

http://www.regulations.gov/#!documentDetail;D=FSOC
http://www.nytirnes.coml2010102l02Ibusiness/02sorkin.html?dbk
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also be indicative of whether traders are engaged in market-making (or risk
mitigating hedging) or proprietary trading.198 

2. Risk-Mitigating Hedging 

"Risk-mitigating hedging" is a permitted activity under the Merkley
Levin provisions in order to enable firms to reduce their risk through 
purchasing or selling assets, thereby creating the positions that offset the 
risks arising from other positions on the firm's books.199 Market-making and 
underwriting, for example, can necessitate hedging positions. Banks also 
often use a range of hedging tools to manage interest rate risk and credit 
risk2°O from their lending portfolio.201 

As with market-making, firms may seek to evade the broader restric
tions on proprietary trading by purportedly relying on the risk-mitigating 
hedging exception.202 For example, if a firm underwriting convertible bonds 
selectively hedges various dimensions of the exposures, by varying its 
hedges it can create proprietary trading positions of its own choosing.203 To 
prohibit those types of evasions while still permitting risk-mitigating hedg
ing, the regulators will need to ensure that the firms maintain clear identifi
cation of the specific assets and risks being hedged.204 Firms will need to 
develop procedures to tag hedging positions, describe the "specific risks" 
being hedged, track the underlying assets being hedged, and initiate and 
monitor the unwinding or termination of hedges as the underlying risk is 
sold or resolved.205 Rigorous use of quantitative metrics is also likely to be 
helpful in this context, in particular because the requirements of hedges will 
change over time as markets adjust and the firm's positions are successively 
off-loaded.2OO 

Lynn Stout, Professor of Corporate and Sec. Law, Univ. of Cal. at L.A., to the Fin. Stability 
Oversight Council (Nov. 4, 2010), http://www.regulations.gov/#!documentDetail;D=FSOC
2010-0002-1300.1. 

198 See Murphy & Jenkins, supra note 41. 
199 156 CONGo REc. S5896 (daily ed. July 15,2010) (statement of Sen. Merkley). 
200 Interest rate risk is the risk to a fmancial institution arising from changes in the interest 

rates, which would affect the value or certain other aspects of its holdings of loans or bonds. 
Credit risk is the risk of default of a fmancial instrument. FREDERIC S. MISHKIN, THE ECONOM
ICS OF MONEY, BANKING & FINANCIAL MARKETS 232 (9th ed. 2010). 

201 FSOC STUDY, supra note 58, at 20-21. 
202 [d. at 23, 30. 
203 [d. at 23 n.24. 
204 See Letter from Robert Johnson, supra note 166. 
205 See Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111

203, sec. 619,§ 13(d)(l)(C), 124 Stat. 1367, 1623-26 (2010) (to be codified at 12 U.S.C. 
§ 1851). 

206 FSOC STUDY, supra note 58, at 30. 
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3. Relationships with a Hedge Fund or Private Equity Fund 

The Merkley-Levin provisions permit banking entities to continue to 
organize and offer hedge funds and private equity funds as asset manage
ment services to their customers, subject to certain limitations.200 They also 
permit banking entities to seed funds by taking a significant initial interest in 
the fund on its start-up, which is reduced over time as investors come in.208 
In addition, banking entities are allowed to maintain some "skin in the 
game" investments in funds organized and offered by the banking entity in 
order to align their interests in the funds with the funds' investors.209 These 
"de minimis" investments are not permitted to total more than three percent 
of a banking entity's Tier 1 capital, and are subject to heightened capital 
requirements and other restrictions.210 

The restrictions on investing in or sponsoring private funds are impor
tant to mitigate systemic risk and prevent evasion of the proprietary trading 
provisions. If a financial firm were able to structure its proprietary positions 
simply as an investment in a private fund, the prohibition on proprietary 
trading might be easily avoided, and the risks to the firm and its subsidiaries 
and affiliates would continue.211 The Authors remain concerned with the 
risks arising from the ability, even though limited, of banking entities to 
maintain relationships with private funds. In particular, the process of "seed
ing" new funds should be a place for regulators to closely guard against 
evasion of the protections.212 

Moreover, a financial institution that sponsors or manages a private 
fund may still incur significant risk even when its investment makes up only 
part of a fund. Recent history demonstrates that a financial firm will often 
feel compelled by reputational demands and relationship preservation to bail 
out clients in a failed fund that it managed or sponsored.213 These bailouts 

207 Dodd-Frank Act sec. 619, § 13(d)(I)(G), 124 Stat. at 1624-25 (to be codified at 12 
U.S.C. § 1851). 

208 Dodd-Frank Act sec. 619, § 13(d)(I)(G), (d)(4), 124 Stat. at 1624-27 (to be codified at 
12 U.S.C. § 1851); 156 CONGo REc. S5901 (daily ed. July 15, 2010) (statements of Sens. 
Merkley, Levin, and Dodd). 

209 Dodd-Frank Act sec. 619, § 13(d)(I)(G)(v), 13(d)(4), 124 Stat. at 1624-27 (to be codi
fied at 12 U.S.C. § 1851). 

210 Id.; see also FSOC STUDY, supra note 58, at 65-67. 
211 See Letter from Robert lllig, Professor of Law, Univ. of Or., to the Fin. Stability Over

sight Council (Nov. 5, 2010), http://www.regulations.gov!#ldocumentDetai1;D=FSOC-201O
0002-1318.1; see also Date, supra note 82 (discussing State Street's use of off-balance-sheet 
vehicles to take proprietary positions in asset-backed commercial paper). 

212 See 156 CONGo REc. S5901 (daily ed. July 15, 2010) (statement of Sens. Merkley, 
Levin, and Dodd); Letter from Ams. for Fin. Reform, supra note 182; Letter from Sen. Tom 
Udall to Fin. Stability Oversight Council (Nov. 5, 2010), http://www.regulations.gov!#ldocu 
mentDetail;D = FSOC-20 10-0002-1132.1. 

213 Letter from Richard 'Trumpka, President, AFL-CIO, to the Fin. Stability Oversight 
Council (Nov. 4, 2010), http://www.regulations.gov!#ldocumentDetail;D=FSOC-2010-oo02
1366.1. 
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may put the financial firms themselves at risk.214 Further, the potential for 
bailouts undermines market discipline in the asset management markets by 
advantaging bank-affiliated funds and also encourages the funds to take on 
more risk than may otherwise be prudent.215 

In the recent financial crisis, when funds suffered significant losses, 
some firms brought those off-balance sheet funds back onto their own bal
ance sheets through asset purchases and guarantees (bailouts).216 In some 
cases, the firms that bailed out their funds ultimately relied on taxpayers to 
bail them out.217 It is precisely for this reason that the permitted activities in 
fund management and anti-bailout provisions are intended to be strictly de
fined and vigorously enforced. 

Accordingly, the Merkley-Levin provisions also prohibit banking enti
ties from bailing out, through lending, derivatives transactions, or asset 
purchases, their private funds and those they controp18 Systemically critical 
nonbank financial firms are intended to be assessed additional capital 
charges to account for similar riskS.219 

A limited exception exists for "prime brokerage" services between the 
banking entity and a third-party-advised fund in a fund-of-funds relation
ship.220 Several criteria must be met for the banking entity to take advantage 
of this exception. Most notably, the statute requires the chief executive of
ficer of firms taking advantage of this exception to certify that these services 
are not used directly or indirectly to bailout a fund advised by the firm.221 
The Authors remain concerned that prime brokerage could expose banking 
entities and systemically significant nonbank financial companies to height
ened risk, as evidenced during the crisis by the "run" on many financial 
institutions by their prime brokerage clients.= 

Market discipline should also be strengthened through the requirement 
that if a banking entity sells assets to a managed or controlled fund, it must 

214 Id.; see, e.g., Date, supra note 82. 
215 Arthur E. Wilmarth, Jr., How Should We Respond to the Growing Risks of Financial 

Conglomerates?, in FINANCIAL MODERNIZATION AFTER GRAHAM-LEACH-BLILEY 65, 80-87 
(Patricia C. McCoy ed., 2002), available at http://ssrn.comlabstract=291859; see also Arthur 
E. Wilmarth, Jr., Reforming Financial Regulation to Address the Too-Big-To-Fail Problem, 35 
BROOK. J. INTi. L. 707, 774-76 (2010). 

216 See, e.g., FCIC REPORT, supra note 26, at 286 (detailing how the collapses of certain 
Bear Stearns funds led to the government-backed bailout of the fIrm itself); Date, supra note 
82 (explaining how State Street Bank bailed out funds it managed, but then itself needed 
several emergency taxpayer-backed programs); see also Letter from Richard Trumpka, supra 
note 213. 

217 See Date, supra note 82; see also FCIC REPORT, supra note 26, at 286. 
218 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 

sec. 619, § 13(d)(l)(G)(v), 124 Stat. 1376, 1625 (2010) (to be codifIed at 12 U.S.c. § 1851). 
219 Dodd Frank Act § 13(f)(4), 124 Stat. at 1629 (to be codifIed at 12 U.S.C. § 1851). 
220 Dodd Frank Act § 13(f)(3), 124 Stat. at 1628 (to be codifIed at 12 U.S.C. § 1851); 156 

CONGo REc. S5901 (daily ed. July 15,2010) (statements of Sens. Merkley, Levin, and Dodd). 
221 Dodd-Frank Act sec. 619, § 13(f)(3), 124 Stat. at 1628 (to be codifIed at 12 U.S.C. 

§ 1851); see also Letter from Paul Volcker, supra note 156 (on the importance of the "tone at 
the top" for effective implementation of § 619). 

222 See FCIC REpORT, supra note 26, at 286. 
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do so on arms-length tenns.223 Transparency and disclosure may also play an 
important part in ensuring compliance.224 This is an important area for regu
lators to closely monitor and vigorously apply the available anti-evasion 
tools.225 

C. 	 Limitations on Permitted Activities: Backstops Ensuring that 
Permitted Activities Do Not Undermine the Broad Prohibitions 

While the permitted activities are designed to ensure that firms can 
serve their clients, reduce risk, and allocate capital efficiently, they are still 
subject to significant limits. First, regulators have broad authority to set re
strictions on the permitted activities and impose additional capital charges 
when firms engage in them.226 Second, four statutory "backstops" provide 
that none of these activities are allowed if they would involve or result in a 
material conflict of interest,227 leave the firm materially exposed to high-risk 
assets or high-risk trading strategies, threaten the safety and soundness of the 
finn, or threaten the financial stability of the United States.228 

The statutory backstops are designed to ensure that the permitted activi
ties do not evolve to undermine the protections of the broad prohibitions. For 
example, the backstops against material conflicts of interest and high-risk 
trading strategies are designed to ensure that the permitted activity of trading 
in government securities does not come to threaten the finns, harm clients, 
or contaminate the government securities markets.229 Similarly, the backstop 
for activities that would result in exposure to high-risk assets is designed to 
ensure that underwriting, including securitization activities, and market
making do not lead to transactions that would endanger the firm or the finan
cial system. 

These backstops were intentionally drafted broadly to give regulators 
significant flexibility to craft rules that effectuate their purpose. Some char

223 Dodd-Frank Act sec. 619, § 13(£)(1), 124 Stat. at 1628 (to be codified at 12 U.S.C. 
§ 1851). 

224 See FSOC STUDY, supra note 58, at 70. 
225 Dodd-Frank Act sec. 619, § 13(e), 124 Stat. at 1627-28 (to be codified at 12 U.S.C. 

§ 1851); see also Letter from Dennis Kelleher, supra note 193; Letter from John Reed, supra 
note 163. 

226 Dodd-Frank Act sec. 619, § 13(d)(I), (3), 124 Stat. at 1623-26 (to be codified at 12 
U.S.C. § 1851); see also Letter from Dennis Kelleher, supra note 193. 

227 The backstop against material conflicts of interest is discussed in greater detail infra in 
~Nn 	 . 

228 Dodd-Frank Act sec. 619, § 13(d)(2), 124 Stat. at 1626 (to be codified at 12 U.S.C. 
§ 1851). 

229 For a discussion of possible risks from trading strategies, see Edwards, supra note 27, 
at 197-99; see also LOWENSTEIN, supra note 23, at 8-10. For a discussion of how trading 
strategies can threaten markets in individual products, by analogy to CDO markets, see Joseph 
R. Mason & Joshua Rosner, How Resilient Are Mortgage Backed Securities to Collateralized 
Debt Obligation Market Disruptions? 28-35 (Feb. 13, 2007) (unpublished manuscript), availa
ble at http://ssm.comlabstract=1027472. 
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acteristics that may be indicative of high-risk assets or high-risk trading 
strategies include the following: 

• 	 The introduction of new products with rapid growth; 
• 	 Assets or strategies that include embedded leverage; 
• 	 Past volatility of the asset or strategy; 
• 	 Total Value-at-Risk ("VaR") of the asset or strategy; 
• 	 Assets whose values cannot be externally priced or whose expo

sure cannot be quantified; 
• 	 Assets whose risk cannot be adequately mitigated by effective 

hedging; and 
• 	 The fact that application of capital and liquidity standards would 

not adequately account for the risk of an asset or trading 
strategy.230 

Given the speed at which financial markets change, regulators should 
regularly update the criteria and their application.231 For example, the per
formance of VaR during the crisis and the potential for gaming of internal 
risk modeling and VaR itself suggests regulators should be cautious in plac
ing great reliance on banks' existing risk metrics.232 The Office of Financial 
Research, established in the Dodd-Frank Act, may play an important role in 
advancing regulatory understanding in these areas.233 

D. Conflicts of Interest 

The Merkley-Levin provisions' broad restrictions on proprietary trading 
should significantly reduce the opportunities for conflicts of interest in trad
ing. The provisions provide additional protections against conflicts of inter
est in trading through two means.234 

First, the Merkley-Levin provisions prohibit underwriters, sponsors, 
and others who assemble asset-backed securities from engaging in transac
tions that involve or result in a material conflict of interest with an investor 

230 FSOC STUDY, supra note 58, at 5l. 
231 See id. 
232 On the challenges of VaR and internal risk models, see generally DANIEL K. TARULLo, 

BANKING ON BASEL: THE FUTURE OF FINANCIAL REGULATION (2008); Erik Gerding, Code, 
Crash, and Open Source: The Outsourcing of Financial Regulation to Risk Models and the 
Global Financial Crisis, 84 WASH. L. REv. 127 (2009). 

233 Implementing the Dodd-Frank Wall Street Reform and Consumer Protection Act: 
Hearing Before the S. Comm. on Banking, Hous., and Urban Affairs, Illth Congo (2010) 
[hereinafter Implementation Hearing] (statement of Ben Bernanke, Chainnan, Federal Re
serve Board Of Governors) (noting that the Office of Financial Research could gather more 
detailed position data than is currently available for regulators, which may be the only way to 
identify systemic risks). 

234 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 
sec. 619, § 13(d)(2)(A)(i), 124 Stat. 1376, 1626 (2010) (to be codified at 12 U.S.C. § 1851) 
(amending Bank Holding Company Act of 1956); id. sec. 621, § 27B, 124 Stat. at 1631-32 (to 
be codified at IS U.S.c. § 77z-2a) (amending Securities Act of 1933). 
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of the securities. For example, it prohibits the sponsor of an asset-backed 
security from soliciting clients to buy a security while betting on the secur
ity'sfailure.235 Unlike in ordinary corporate finance, those who assemble and 
sell asset-backed securities select the underlying assets and design the secur
ity, such that they are exceptionally well-positioned to control whether a 
security is intended to succeed or fail.236 Because of this extraordinary con
trol, such institutions should be expected to abide by heightened duties to 
their clients and not be able to benefit from the failure of a security they 
designed and marketed to clients. 

These provisions are not intended to limit the ability of an underwriter 
to support the value of a security in the secondary market immediately fol
lowing issuance by providing liquidity and a ready two-sided market for it.237 
Nor do they prevent a firm from creating a synthetic asset-backed security, 
such as Hudson Mezzanine,238 provided the firm does not intend to hold the 
short position.239 A firm that underwrites an asset-backed security would run 
afoul of the provision, however, if it takes the short position in a synthetic 
asset-backed security that references the same assets it created because this 
results in the firm essentially betting against assets that it previously pack
aged. Even a disclosure to the purchaser of the underlying asset-backed se
curity that the underwriter has-or might in the future240-bet against that 
asset will not cure the material conflict of interest.241 

The SEC has authority to define the contours of the rule so as to remove 
conflicts of interest from these transactions in a way that promotes the 
healthy functioning of our capital markets.242 

Second, as mentioned supra, the Merkley-Levin provisions also contain 
broad backstops on the permitted activities of proprietary trading. The back
stop on material conflicts of interest ensures that the permitted activities do 
not undermine the broad prohibitions' efforts to rein in material conflicts of 
interest in trading. Specifically, the backstop prohibits activities that "in
volve or result in a material conflict of interest" even if those activities 
would otherwise be allowed as a permitted activity, such as market-making 

235 Dodd-Frank Act sec. 621, § 27B, 124 Stat. at 1631-32 (to be codified at 15 U.S.C. 77z
2a). 

236 See Role of Investment Banks Hearing, supra note 43; supra Part II.D.l. 
237 See 156 CONGo REc. S5901-02 (daily ed. July 15,2010) (statements of Sens. Merkley, 

Levin, and Dodd). 
238 See supra Part II.D.l. 
239 156 CONGo REc. S5899 (daily ed. July IS, 2010) (statement of Sen. Levin) 
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SEC v. Czuczko, No. CV 06-4792 (C.D. Cal. Dec. 5, 2007). 

241 See 1~6 CONGo REc. S5901-02 (daily ed. July 15,2010) (statements of Sens. Merkley, 
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or hedging.243 The language is intentionally broad so as to give regulators the 
flexibility they need to address ethically dubious practices, both current and 
future. Remedies may include more rigorous restrictions on information 
sharing, limits on types of trading, and greater separation between various 
functions of the firm.244 

This backstop may be especially useful in reining in improper use of 
information about a client's trading for the firm's own benefit, including for 
the benefit of private funds organized and offered by the firm as a permitted 
activity. The Merkley-Levin provisions will also provide useful tools to ad
dress conflicts of interest in securities lending245 and other activities that are 
"complex, highly structured, or opaque; involve illiquid or hard-to-value in
struments or assets; require the coordination of multiple internal groups ... ; 
[or] involve a significant asymmetry of information ... or transactional data 
among participants."246 As such, this backstop gives the regulators critical 
tools and, hopefully, the strong ethical mandate to address conflicts of inter
est across a range of trading activities within the coverage of the Merkley
Levin provisions. 

V. REGULATORY FRAMEWORK 

Regulators will have to give meaning to a number of technical terms 
through rulemaking and ensure on-going meaningful supervision of firms. 
To provide additional guidance on how to best implement the Merkley-Levin 
provisions, the statute directs the Financial Stability Oversight Council to 
prepare a study and recommendations to regulators on how to implement the 
provisions most effectively (the "FSOC Study").247 The FSOC Study was 
released on January 18, 2011 and marks the first step towards effective 
implementation.248 

At the heart of the recommendations in the FSOC Study is a four-part 
supervisory framework designed to distinguish proprietary trading from per
mitted activities. The recommended framework consists of the following ele
ments: (1) programmatic compliance systems by financial firms; (2) analysis 
and reporting of quantitative metrics to regulators; (3) regulatory review and 
oversight of trading operations; and (4) enforcement procedures for viola

243 Dodd-Frank Act sec. 619, § 13(d)(2)(A)(i), 124 Stat. at 1626 (to be codified at 12 
U.S.C. § 1851) (providing that "a material conflict of interest" will be defined by rule-making 
under § 13(b )(2». 

244 On separation of functions as a solution to conflicts of interest, see AUGAR, supra note 
40, at 217-20. 

245 Louise Story, Banks Shared Clients' Profits, but Not Losses, N.Y. TIMES, Oct. 17, 
2010, available at http://www.nytimes.coml20l0/1O/18/business/18advantage.html. 

246 FSOC STUDY, supra note 58, at 49. 
247 Dodd-Frank Act sec. 619, § 13(b)(I), 124 Stat. at 1621 (to be codified at 12 U.S.c. 
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248 FSOC STUDY, supra note 58. 
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tions.249 The four-part framework suggests that regulators should require 
firms to establish internal systems and procedures designed to ensure com
pliance with the Merkley-Levin provisions.250 The firms would need to use 
certain measures and metrics to evaluate their own activities, and their chief 
executive officers would need to certify the ftrms' compliance under their 
systems.251 Regulators would then review the firms' activities, as well as 
their policies and procedures, to identify compliance concerns and bring ac
tions against ftrms found to be in violation. 

The FSOC Study sets out important details regarding the compliance 
protocols that will assist ftrms and regulators in ensuring that ftrms stay 
within the conftnes of the rules. Of special importance is the required attesta
tion by the chief executive that the firm is abiding by the rules.252 As Chair
man Volcker has emphasized, the "tone at the top" is critical, and boards of 
directors, CEOs, and senior and relevant management are to be expected to 
take a leadership role in ensuring compliance and reestablishing strong ethi
cal practices in the industry. 253 

It is also critical that regulators "get into the weeds" as necessary to 
test for and enforce compliance.254 In order to identify, monitor, and evaluate 
market-making, risk-mitigating hedging, and other permissible trading activ
ities, regulators will need detailed trading data and information of ftnns' 
market positions. At a minimum, regulators will need objective information 
such as the parties to a trade, the size of the trade, pricing information, the 
size of the parties' positions, how long those positions are held, and whether 
and how they are hedged. Regulators will need to collect and analyze this 
data across multiple asset classes. Further, the increase of high-speed, auto
mated trading in recent years suggests that regulators will need to utilize 
automated systems to a great extent as well. The FSOC Study sets out a 
number of tests that will be useful in monitoring these activities, but it also 
notes that new tests will need to be developed.255 

These regulatory oversight efforts should supplement information pro
vided by the firms themselves with information gathered from data ware
houses already being established under the Dodd-Frank Act,256 new and 
existing trading and position data collections,257 and from data to be gathered 

249/d. at 3, 33-36. 
250 Id. at 3, 43-46. 
25IId. at 3. 
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and analyzed by the Office of Financial Research created by the Dodd-Frank 
Act.258 

Of course, it will also be critical for Congress to provide on-going over
sight to ensure that regulators are effectively and meaningfully implement
ing the intent of the statute and ensuring that the regulators are establishing 
sufficient protections for the nation's critical financial infrastructure. 

VI. CONCLUSION 

In 2008, the United States lived through the worst financial crisis in 
most Americans' memories, and millions of Americans, through no fault of 
their own, continue to pay the price. Some have depicted the near-collapse 
of the financial system as akin to a natural disaster that no one could have 
foreseen or prevented. To the contrary, however, poor policy choices and 
lax regulation led to unbridled proprietary trading and unchecked conflicts 
of interest that helped create the conditions that resulted in the crisis. 

The Merkley-Levin reforms fundamentally reduce the risks created by 
proprietary trading and conflicts of interest in our financial system. If imple
mented correctly, the Authors expect the changes in our financial system 
will be profound.259 If our regulators can stand up on behalf of taxpayers and 
meet the challenge of implementing the Dodd-Frank Act properly, then our 
financial system, our economy, our federal budget, and, ultimately, our chil
dren and grandchildren will enjoy a safer, sounder, and more stable financial 
system, which can help drive our economy for decades to come. 

System, Exchange Act Release No. 61908, 75 Fed. Reg. 21456 (proposed Apr. 14,2010) (to 
be codified at 17 C.F.R. §§ 240.13h-l, 249.327). 

258 Dodd-Frank Act §§ 151-56,124 Stat. at 1412-20 (to be codified in scattered sections of 
12 U.S.C). 

259 See generally Letter from Joseph Stiglitz, supra note 163. 


