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Obama targets big banks
U.S. plan comes amid new attacks on Wall Street; U.K. Treasury officials to consider proposal ‘very carefully’

WASHINGTON—President
Barack Obama proposed new
rules designed to restrict the
size and activities of the U.S.’s
biggest banks, the latest in a
series of administration
moves to curb Wall Street.

“Never again will the
American taxpayer be held
hostage by a bank that is too
big to fail,” Mr. Obama said
Thursday.

The White House wants
commercial banks that take
deposits from customers to be
barred from investing on be-
half of the bank itself—what’s
known as proprietary trad-
ing—and said the administra-
tion will seek new limits on
the size and concentration of
financial institutions.

Administration officials
said the rules would force ma-
jor institutions from J.P. Mor-
gan Chase to Bank of Amer-
ica to decide the direction of
their business. Banks shielded
from risk through federal-de-
posit insurance, or aided in fi-
nancial crises by low-interest
loans from the Federal Re-
serve Board, would no longer
be allowed to engage in trad-
ing unrelated to their custom-
ers’ interests, one senior ad-

ministration official said.
Under the proposed rule,

commercial banks would be
prohibited from owning, in-
vesting in or advising hedge
funds or private-equity firms.
Bank regulators would not be
simply given the discretion to
enforce such rules. They
would be required to do so.

“You can choose to engage
in proprietary trading, or you
can own a bank, but you can’t
do both,” the official said.

Administration officials
said they also want to
toughen an existing cap on
bank market share. Since
1994, no bank can have more
than 10% of the nation’s in-
sured deposits.

The Obama administration
wants that cap to include
noninsured deposits and
other assets.

The White House released
no information on what those
other assets might be, saying
officials would work closely
with Congress to set tougher
caps designed to prevent the
further concentration of fi-
nancial-industry markets
within a few behemoths.

U.K. Treasury officials
were mulling the U.S. an-
nouncement on Thursday.
“We will consider the propos-
als very carefully,” a spokes-
man said.

The U.K. opposition Con-
servative party, meanwhile,
welcomed the plan.

In a statement, Conserva-
tive Treasury chief George Os-
borne said, “I have said con-
sistently that we should look
at separating retail banking
from activities like large-scale
propriety trading—and that
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President Barack Obama flanked by Treasury Secretary Tim Geithner (left), Rep. Barney Frank and former Fed Chairman Paul Volcker.
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Goldman profit leaps as firm restrains pay

NEW YORK—Goldman
Sachs Group Inc. on Thursday
reported blowout fourth-quar-
ter earnings, in part because
it restrained compensation
amid a public outcry about
excessive pay.

The investment bank’s re-
cord-high profit of $4.95 bil-
lion for the fourth quarter far
exceeded Wall Street esti-
mates. The amount eclipsed
the combined returns of rivals
J.P. Morgan Chase & Co.,
Morgan Stanley, Citigroup

Inc. and Bank of America
Corp., and it highlights Gold-
man’s revival from a financial
crisis that toppled competi-
tors.

But the earnings report
also revealed that Goldman is
being swayed by intense criti-
cism about compensation
packages so soon after the

U.S. bailout of the banking in-
dustry. After the earnings
were released, President Ba-
rack Obama proposed limits
on the size and risk-taking of
the nation’s biggest banks.

The most-watched topic in
the report, compensation,
took many on Wall Street by
surprise. The bank set aside
$16.2 billion for compensation
for its employees in 2009,
well below the record many
expected the firm would an-
nounce.

Goldman sought to deflect
criticism by cutting back how
much it put into its bonus

pool and giving $500 million
to charity. That reduced
amount helped lift profits and
kept the investment bank
from toppling the record
$20.2 billion in compensation
it devoted to employees in
2007. The figure for 2009 rep-
resented 35.8% of revenues
for the year, down from 48% a
year earlier and the lowest
level since the firm went pub-
lic in 1999.

That said, Goldman’s
32,500 employees, consult-
ants and temporary workers
will still receive compensation
averaging about a half-million

dollars for the year. It wasn’t
known how much Goldman
Chief Executive Lloyd Blank-
fein would be paid for 2009,
though the company’s top 30
executives will receive their
bonus in stock that can’t be
sold for at least five years.

Mr. Blankfein said the re-
duction in compensation, a
“recognition of the broader
environment, resulted in our
lowest ever compensation to
net revenues ratio.” He went
on to say that “despite signifi-
cant economic headwinds, we
are seeing signs of growth.”
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Obama takes the fight to Wall Street
President Obama has acquired

the sudden appetite for a fight to
rein in Big Finance. But he needs
something else even more: a cool-
headed understanding of where the
riskiness really lies in the banking
sector.

In an impassioned speech Thurs-
day, the president said he wants fi-
nancial-overhaul legislation to in-
clude measures to stop banks
engaging in proprietary trading and
investing in hedge funds and private-
equity ventures.

On the surface, that makes sense.
After the financial trauma of recent
years, something decisive had to be
done to prevent banks putting the
system at risk again through these
kinds of activities. Bear Stearns’s
hedge funds helped spark the credit
crisis. Banks have taken massive hits
from real-estate investments made
by their principal investment arms,
including Goldman Sachs Group,
whose losses in this area have to-
taled nearly $4 billion since the start
of 2008. And who can forget the
soured mortgage bet that helped
trigger Morgan Stanley’s $7 billion
trading loss in the fourth quarter of
2007?

But two big questions hang over
the president’s push. First, will these

moves address other activities that
carry as much potential danger? Sec-
ond, which firms will be affected?

On the first, the real headache
lies in deciding how broadly to de-
fine proprietary trading. For in-
stance, trading includes the process
of amassing and managing invento-
ries of securities and derivatives.
Banks say most of that is to serve
clients, but they also trade around
those positions on their own balance
sheets, creating a gray area.

A further problem: Banks can
take huge losses from asset invento-
ries built up for other reasons. That
happened to Merrill Lynch and Citi-
group, with subprime mortgages be-
ing packaged into structured securi-
ties and leveraged loans they
intended to sell on. Somewhere in
the overhaul there also have to be
regulations to protect balance sheets
from potential risk-asset buildups
that aren’t straight proprietary trad-
ing positions.

And with big securities opera-
tions, the liability side of the balance
sheet can’t be ignored. Losses on as-
sets can make a bank’s creditors
skittish, leading to a run. That is
why Mr. Obama needs to back strin-
gent changes to make market fund-
ing safer. Last week’s bank-liability

tax was one avenue, but he also
needs to stop the foolhardy taxpay-
er-backstop for banks’ market fund-
ing included in both the House and
Senate bills.

On the second question, President
Obama seemed to focus his speech
on deposit-taking institutions with
large securities businesses.

Among one of the many areas left
very unclear was what would happen
to the likes of Goldman Sachs and
Morgan Stanley, which could easily
unload their small deposit-taking
banks. Another big uncertainty is
how rules would apply to securities
subsidiaries of foreign firms, to

avoid giving them an unfair advan-
tage.

There is clearly a reasonable
chance the seemingly-rushed-out
plans get watered down or held up
in Washington. But investors still
need to think about who would get
hit hardest if they occur.

The big deposit-taking banks with
large securities arms—Bank of
America, J.P. Morgan Chase and
Citi—could become far more heavily
weighted toward traditional com-
mercial banking. Net income at
BofA’s global-markets unit was $7.2
billion, versus $6.3 billion for the
whole bank. J.P. Morgan’s investment
bank accounted for nearly 60% of
overall earnings in 2009.

Meanwhile, it is unlikely that
Goldman Sachs or Morgan Stanley
call pull off a Houdini-like escape by
unloading their deposits.

If they do, regulators may choose
to push similar restrictions through
capital rules and other means in-
stead.

Goldman acknowledges that
about 10% of total revenue comes
from pure proprietary trading.

As President Obama braces for a
fight with the Big Finance, the banks
have plenty of reason to take him on.

—Peter Eavis

China hits its
mark—for now

Phew, what a relief! China beat
its totemic 8% growth target in
2009. In fact, at 8.7% for the year,
economic growth also defied skep-
tics who had forecast it would be
nearer to 5% last year, and leaves
China within a whisker of replacing
Japan as the world’s second-largest
economy. But at what cost?

There is little doubt China’s
economy has been sustained largely
on the back of a 30% rise in bank
lending, allied to a sizable fiscal
stimulus. Near term, the flood of
money is causing concerns about in-
flation and asset bubbles, particu-
larly in the property market. Longer
term, it is important to consider the
contingent liabilities that cloud
China’s solid-looking balance sheet.

It is unfair to suggest China’s
stimulus has all been misallocated.
China hasn’t let a good crisis go to
waste, upgrading, for example, its
outdated rail network. But if China
wants to create more sustainable
growth, the next stage of its devel-
opment needs to include more re-
forms—such as liberalization of the
financial sector—that will help get
capital allocated more quickly and
efficiently to where it is really
needed. —Andrew Peaple

Euro’s credibility test
Be careful what you wish for. Six

weeks ago, Jean-Claude Juncker, who
heads the group of euro-zone finance
ministers known as the Eurogroup,
complained that the euro was over-
valued. Since then it has fallen 6.6%
against the dollar. But Mr. Juncker
can’t be too happy. Persistent fears
about Greece’s fiscal situation have
turned trade in the euro into a vote
on the currency bloc’s credibility.

The euro now trades just below
$1.41, versus a peak on Nov. 25 last
year of $1.51. Even that decline hasn’t
done much to erase the currency’s
strength, accumulated over much of
the previous decade: In mid-Decem-
ber, at $1.45, the European Commis-
sion warned that the euro was over-
valued on a real effective basis by 7%
to 8%.

A range of factors are weighing
on the euro. Some seem likely to be
transitory: Fears about China’s
moves to rein in credit growth seem
more aimed at trying to head off do-
mestic inflation before it gets out of
control, and thus should be good for
global risk appetite in the long run.
But others are more deeply en-
trenched. The European Central Bank
has warned that the recovery in Eu-
rope will be gradual, and many ex-
pect the bank to increase rates later
than the U.S. Federal Reserve or the
Bank of England.

The key driver, however, has been
the strains within the euro zone that
Greece’s struggle to rein in its public
finances has brought into the spot-
light. The euro’s fall has come in
lockstep with a rise in the cost of in-
suring Western European sovereign
debt against default, as measured by
the Markit iTraxx SovX index, which

hit a record high of 0.84 percentage
point Wednesday, up from 0.57 at the
start of December. Higher yields and
a weaker currency may help lure for-
eign buyers of bonds, something
Greece is desperate to do. But higher
yields are being interpreted as dis-
tress sign, not an opportunity. Hawk-
ish ECB rhetoric warning there will
be no fudge on euro-zone rules to aid
Greece are intensifying the pressure,
even if this should be good for the
euro’s long-term credibility.

Further pressure seems likely as a
result—at least in the short-term.
Barclays technical analysts warn that
a break below $1.4050 could lead to
a dip as far as $1.3730; Citigroup said
in January the euro could drop as far
as $1.35. One worry now is conta-
gion: If investors become concerned
about other euro-zone countries such
as Portugal, Spain or Ireland, more
may decide to dump the single
currency.

—Richard Barley

Continental shift
The number of dollars one euro buys

Source: Thomson Reuters via
WSJ Market Data Group
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