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(For more on Obama’s bank plan, see {EXTRA <G0>}.)

By Bradley Keoun, Christine Harper and lan Katz

Jan. 22 (Bloomberg) -- President Obama’s plan to curb risk- taking
by banks hinges on how rigidly regulators define proprietary trading at
Ffirms such as Goldman Sachs Group Inc.
and JPMorgan Chase & Co.

Goldman Sachs, which generated at least 76 percent of 2009 revenue
from trading and principal investments, gets the ‘“great majority” of
transactions from customers, according to Chief Financial Officer David
Viniar. About “10-ish percent” of the New York-based firm’s revenue
comes from “walled-off proprietary business that has nothing to do with
clients,” he said on a conference call yesterday.

The plan to curb proprietary trading at banks is among proposals
that Obama said yesterday will strengthen the U.S.
financial system and help prevent a repeat of the credit crisis.

Other restrictions would prohibit banks from investing in hedge funds
and private companies and put new limits on banks~’
borrowings, according to the White House.

JPMorgan, Goldman Sachs, Citigroup Inc. and Bank of America Corp.
tumbled more than 4 percent in New York trading, leading the S&P 500
Financials Index down 3 percent, its biggest decline since October. All
the banks are based in New York except for Bank of America, which is in
Charlotte, North Carolina.

Volcker’s Push

The White House defines proprietary trades as those not done for
the benefit of customers, according to a senior administration
official. Regulators would have the power to ask banks whether certain
trades are related to client business, the official said. ITf they’re
not, the regulators could order firms to exit the positions.

At banks such as Goldman Sachs, drawing the line isn’t easy,
Viniar said.

“IFf a client wants to sell us a security, we’ll buy the security,”
Viniar said. “That risk, which is principal risk, ends up on our
balance sheet. It’s the great bulk of what we do all day long in all of
our products for all our clients.”

Obama also proposed expanding a 10 percent cap on banks”
market share of deposits to curtail increases in liabilities. He said
he wants to protect taxpayers from further bailouts, such as those
provided through the $700 billion Troubled Asset Relief Program, passed
under former President George Bush in late 2008.

Obama voted for the program.

Obama said he wants to make sure banks don’t “benefit from
taxpayer-insured deposits while making speculative investments.” He
stopped short of calling for a reinstatement of the Depression-era



Glass-Steagall Act, which before its repeal in 1999 banned the mixing
of commercial banking and securities business.

“Trade for Profit’

“Banks will no longer be allowed to own, invest, or sponsor hedge
funds, private equity funds or proprietary trading operations for their
own profit, unrelated to serving their customers,” Obama said. He spoke
at the White House, standing next to 82-year-old Paul Volcker, the
former Federal Reserve chairman who’s now advising the administration
and has spoken on the need to limit risk-taking at deposit-funded
banks.

“IFf financial firms want to trade for profit, that’s something
they’re free to do,” Obama said. “Indeed, doing so responsibly is a
good thing for the markets and the economy. But these firms should not
be allowed to run these hedge funds and private-equities funds while
running a bank backed by the American people.”

Administration officials didn’t say whether the proposals would
apply to the U.S. subsidiaries of foreign banks. Obama’s Jan. 14
proposal to tax financial firms would apply to foreign operations in
the U.S.

Barney Frank’s View

House Financial Services Committee Chairman Barney Frank told
Bloomberg Television he would support the limits, though he would like
to see them implemented over Ffive years instead of immediately.

Senator Christopher Dodd, the Banking Committee chairman who’s
leading efforts to draft regulatory overhaul legislation, offered to
give the proposal “careful consideration.”

Morgan Stanley, which lost $1.05 billion on principal investments
last year on top of $4.15 billion in 2008, has mostly shut down trading
operations it deems “proprietary,”

Chief Financial Officer Colm Kelleher said on a conference call this
week.

“We monitor risk across all of the businesses and my view is,
we’re in a risk-taking industry,” Kelleher said.

“Integrated’ Trading

“IT you’re a money center bank and you engage in global
businesses, you need proprietary trading to offset the risk that you’re
exposing yourself to when you’re serving your clients,”
said Peter Sorrentino, a senior portfolio manager at Cincinnati- based
Huntington Asset Advisors, which oversees $13.8 billion.

“You don’t know when you cross that line and get into proprietary
trading.”

Goldman”s Viniar made that point yesterday when discussing the
firm’s private-equity business and trading operations that are clearly
proprietary.

“1t’s very integrated,” he said on a conference call with
investors yesterday. “There are a lot of our very important clients
invested in our business. We invest alongside other clients of the firm
and we invest in clients to help them grow.”

Risk-taking on behalf of clients is “basic to the operation of the
securities markets” and “central to our economy,” said Bruce Foerster,



who left Lehman Brothers Holdings Inc. as a managing director in 1994
to found Miami- based South Beach Capital Markets.

Citigroup’s Bailout

“Investment banks traditionally, among other things, were
suppliers of secondary market liquidity to institutional investors,”
Foerster said. “That often required using the firm’s balance sheet to
fill one side of the trade if there wasn’t a natural buyer. That’s a
function the public mostly does not understand.”

Citigroup had to get a $45 billion bailout after a record
$28 billion 2008 loss that stemmed from subprime-mortgage- related
“collateralized debt obligations” and other investments made at least
partly to facilitate customer business. Last year, Citigroup generated
at least $3.93 billion of revenue from principal investments, or about
5 percent of overall revenue, according to the bank’s financial
statements.

In 2008, it lost $22.6 billion in that area.

Citigroup’s Phibro Sale

Last October, Citigroup sold its Phibro LLC energy-trading
business, which operated independently from the bank”s main trading
desk and had brought in average pretax earnings of $371 million during
the past five years. At the time, the bank said in the statement that
the sale was “consistent with Citi’s core strategy of a client-centered
business model.” Citigroup’s “client-facing” commodities trading
business wasn’t affected, according to the statement.

Stephen Cohen, a Citigroup spokesman, declined to comment.
JPMorgan Chase derived $9.8 billion of revenue from principal
investments in 2009, or 9.8 percent of the firmwide total, according to

its financial statements. The prior year, the bank lost $10.7 billion
on principal investments. Bank spokesman Joseph Evangelisti declined to
comment.

Securities firms that converted to bank-holding companies during
the financial crisis might simply decide to “de-bank”
if the Obama trading restrictions are too onerous, said Lawrence
Kaplan, an attorney at Paul Hastings Janofsky & Walker LLP in
Washington who specializes in bank regulation. Goldman Sachs and Morgan
Stanley obtained the status partly to gain access to low- cost Federal
Reserve funding.

“There’s a process in which you can de-bank, which means you have
to get rid of your bank,” Kaplan said. “There could be an ironic
outcome by restructuring these guys back to the way they were pre-
crisis, which I’m sure is not the intended outcome.”
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