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Once Again, Break Up the Banks

J. P. Morgan’s loss reminds us that we shouldn’t haveotoy about such a big bank.
By Arnold Kling

E tu, Jamie Dimon? The embarrassing announcememtasfje trading loss at

J. P. Morgan has brought the issue of bank reguldtack to the fore.

J. P. Morgan’s announcement was particularly simgckiecause Morgan was one
of the few banks to emerge from the financial snith its reputation intact, or
even enhanced. Fool’s Gold Gillian Tett’'s narrative of the financial crisishe
singled out J. P. Morgan and its CEO for prais@pdsedly, although Morgan
traders had invented some of the synthetic cradituments that were at the
center of the financial crisifhe bankhad behaved more conservatively than its
competitors, and Dimon appreciated risk better.

Last Thursday, however, it was Dimon who had tocamee one of Wall Street’s
biggest losses in years, a $2 billion trading wdtsvn. Based on the public record,
| can’t exactly piece together how the loss to@cpl The losses reportedly were
incurred on credit-default swaps owned by J. P.ddots chief investment office,
which undertakes hedging. | remember in 1986 Feelithc suffered an
embarrassing loss incurred by the unit that wagjingdts multifamily-mortgage
commitments. It turned out that the trader wasgibis judgment about when to
hedge: When he thought interest rates were goingaipedged; and when he
didn’t, he didn’t. What this strategy amounted tasvgpeculation, that is, making
bets on positions to which the bank didn’t alrebdye exposure — the opposite
of hedging. | assume that something similar toalcelat Morgan: If they were
truly hedging, then the loss on their trades wadnalde been offset by a gain
somewhere else in their portfolio.

In Washington, the trading loss at Morgan couldi leaseveral possible reactions.



First, policymakers could ignore the loss. It wasdnough to hurt Morgan’s
profits, but not big enough to put the bank in gay. However, this does not
guarantee that we will never see a larger lossagkh, one large enough to
threaten the bank’s solvency, or a devastatingdoseme other large bank.

Second, policymakers could claim that as Dodd-Frariilly implemented,
regulators will devise means to make it impossibidarge banks to fail. This
requires confidence in regulators’ having God-fikevers to perceive everything
from the big picture in financial markets down e tetails of hovibankingunits
operate. All that would be needed in order to nthkework is regulators who
know more about banking than Jamie Dimon — who mioghrather difficult to
find.

Third, policymakers could renew the cry for the fsleer Rule,” which would
prohibit banks from engaging in speculation. Thabpem here is that the line
between speculative activities and “real bankirsgdfiten clear only in retrospect.
For example, nobody would have said that the mgaganding activity of
savings-and-loans in the mid-1970s was speculabiginthey suffered large losses
when interest rates soared. In words often ateibin Warren Buffett, you find
out who is swimming naked when the tide goes out.

A final option is to concede that there is no foold way to regulate banks.
Modern finance is complex and fast-paced. Try asnight, it is impossible to
outlaw errors in judgment, overconfidence, misgdigeovation, or unforeseen
events.

| believe that our best hope lies somewhere otiar making our
largestfinancialinstitutionadmpossible to break. Instead, | think we need &ken
our financial system easy to fix. It was with tidga in mind thatwriting

in NATIONAL REVIEW two years ago, | proposed breaking up the big ahkP.
Morgan’s announced loss serves to reinforce my view

My biggest objection to large financial institut®oontinues to be what | see as
the inevitable collusion of politics and econontitat results. When large banks



have resources, politicians will be tempted totttkam as pifatas, taking whacks
at them in order to extract money to distributedastituents (see the recent
“foreclosure settlement,” or the pressure beinggudon Freddie Mac and Fannie
Mae to write down principal on loans). When largeks get in trouble,
politicians will be tempted to bail them out.

In my view, we do not need the thousands of pafgesgulation represented by
Dodd-Frank. We do not need to ask regulators tmeithe difference between
speculation and “real banking,” as envisioned lg/\flolcker Rule. Instead, we
should seek limits on the asset size of individaalks. J. P. Morgan today is
about ten times as large as any bank ought toleegé&neral public should not
have to lose sleep worrying about this or any ofdividual bank’s fate, and with
smaller banks, they wouldn’t have to.
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