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Dear Sirs and Madam:

Occupy the SEC* submits this comment letter in response to the above-mentioned regulatory
agencies (“Agencies’) notice of Proposed Rulemaking (“NPR”, “Proposed Rule”)?
implementing Section 619 of the Dodd-Frank Act (“the Act”).2

Occupy the SEC isagroup of concerned citizens, activists, and financial professionals with
decades of collective experience working at many of the largest financial firmsin the industry.
Together, we make up avast array of specialists, including traders, quantitative analysts,
compliance officers, and technology and risk analysts. Like much of the 99%, we have bank
deposits and retirement accounts that are in need of protection through vigorous enforcement of

! Occupy the SEC (http://occupythesec.org) is a group within the New Y ork-based Occupy Wall Street (“OWS”)
protest movement. This|etter represents the opinion of our group’s members, and does not represent the viewpoints
of OWS asawhole. Our membersinclude Akshat Tewary, Alexis Goldstein, Corley Miller, George Bailey, Caitlin
Kline, Elizabeth K. Friedrich, Eric Taylor, and others.

2 Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships with, Hedge Funds
and Private Equity Funds, 76 Fed. Reg. 68,846 (proposed Nov. 7, 2011) [hereinafter NPR or Proposed Rul€].
¥12U.S.C. §1851 (2011).



the Volcker Rule. Our experiences working inside the financial industry have informed our
answers to the questions proposed, making us well-suited to understand and anticipate how the
proposed implementation, should it stand, will affect us and the rest of the general public.

The United States aspires to democracy, but no true democracy is attainable when the process is
determined by economic power.* Accordingly, Occupy the SEC is delighted to participate in the
public comment process for the implementation of Section 619 of the Dodd-Frank Act by the
SEC, Federal Reserve, OCC and FDIC (“the Agencies’). This country’s governing principles of
transparency and due process mandate that any rules implemented by our regulators comport
with the democratically-elected legislature’ s intention to protect the people from the widespread
banking abuses and excesses of the recent past. We believe the Volcker Rule isimportant to the
future of the banking industry and, if strongly enforced, will help move our financial systemina
more fair, transparent, and sustainable direction. Prohibiting banking entities from engaging in
proprietary trading and banning their sponsorship of covered funds are key elementsto
regulating the financial system and giving force to the Dodd-Frank Act. At its core, the Volcker
Rule seeks to make sure that if a banking entity fails, it does not bring down the whole system
with it. We appreciate the momentous challenges that the Agencies continue to face in
effectively implementing the Rule, and we present these comments to assist them in their task.

Thisletter contains a summary of our positions. Annexure A hereto contains more detailed
answersto 244 of the 395 questions asked by the Agencies. Any questions that remain
unanswered in Annexure A should be interpreted by the Agencies as our suggestion that the
applicable provision in the Proposed Rule remain unchanged. Annexure B contains a proposed
markup of various sections of the Text of the Proposed Rule, and Annexure C contains a
proposed markup of the Commentary Regarding Identification of Permitted Market Making—
Related Activities, which appeared as Appendix B to the Proposed Rule.

* Occupy Wall Street, Declaration of the Occupation of New Y ork City (2011),
http://www.nycga.net/resources/declaration/.
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l. INTRODUCTORY COMMENTS

Proprietary trading by large-scale banks was a principal cause of the recent financial crisis,® and,
if left unchecked, it has the potential to cause even worse crisesin the future. In the words of a
banking insider, Michael Madden, aformer Lehman Brothers executive:

Proprietary trading played a big role in manufacturing the CDOs and other
instruments that were at the heart of the financial crisis. . . . If firmsweren't able
to buy up the parts of these deals that wouldn't sell . . . the game would have
stopped a ot sooner.®

The interconnectedness of banks under the shadow banking system had the effect of magnifying
one bank’ s proprietary trading losses (e.g., Lehman Brothers) and transferring them across the
market as awhole. Lobbyists exhortations notwithstanding, proprietary trading by government-
backstopped banks is a fundamentally speculative and risky phenomenon that must be
circumscribed.

During the legidlative process, the Volcker Rule was woefully enfeebled by the addition of
numerous loopholes and exceptions. The banking lobby exerted inordinate influence on
Congress and succeeded in diluting the statute, despite the catastrophic failures that bank policies
have produced and continue to produce.” Nevertheless, the VVolcker Rule, in its current statutory
form still has the potential to rein in certain speculative trading practices by banking entities that
enjoy ready access to customer deposits and virtually limitless funding through various Federal
Reserve programs. We encourage the Agencies to stand strong against the flood of deregulatory
pressure that they have and will continue to face in connection with their implementation of the
Volcker Rule. A vigorously implemented and enforced Volcker Rule would serve as insurance
against the need for future bank bailouts funded by taxpayers.® The Agencies must take
advantage of this historic opportunity to protect the financial position of the average person
living in the United States.

® See, e.g., Jeff Merkley, U.S. Senator and Carl Levin, U.S. Senator, Making the Dodd—Frank Act Restrictions on.
Proprietary Trading & Conflicts of Interest Work, Roosevelt Institute, available at
http://www.rooseveltinstitute.org/sites/all /filesWill_It_ Work_Proprietary Trading.pdf. Thisview has been echoed
across academia. For instance, Jeremy Berkowitz, afinance professor at the University of Houston noted that “[t]o a
certain extent, proprietary trading was the key driving force that was behind the disaster. For whatever the reason,
Lehman and other banks decided to take positions in mortgages, and when those positions went south, so did the
firms.” Stephen Gandel, Is Proprietary Trading Too Wild for Wall Street?, Time, Feb. 5, 2010, available at
http://www.time.com/time/busi ness/article/0,8599,1960565,00.html#ixzz1kuiacUK. See also Gerald Epstein, The
Volcker Rule: Rule Implementation Issues and Study Guide, SAFER Policy Brief (Oct. 4, 2010) (“ Appropriate,
forceful implementation of these provisionsis crucial for helping to avoid future economic crisis.”).

® Gandel, supra note 5.

7 See Occupy Wall Street, supra note 4.

8 156 Cong. Rec. S5893 (daily ed. July 15, 2010) (statement of Sen. Conrad).
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A. The Agencies Lax Regulatory Posture

The Agencies have been universally lambasted, by banks, by advocacy groups, by Congress, and
by the media, for promulgating a Proposed Rule that is a 500-page web of complexity.® Even
former Federal Reserve Chairman Paul Volcker, the Rule’ s namesake, has criticized the
Proposed Rule for itslength.® To some extent, the Proposed Rule's length is to be expected
because the statute it implements, Section 619 of the Dodd-Frank Act, isitself replete with
loopholes, exemptions and limitations. Even so, in issuing implementing regulations, the
Agencies have avoided simple, bright-line rules that could have clearly delineated exactly what
isand is not permissible under the statute. As discussed below, the Agencies have sadly
eschewed clarity, instead muddying the regulatory waters with multi-factor tests, a vague
intentionality requirement, newly created loopholes and exemptions, and definitional uncertainty.
The absence of bright-line rules was not a happenstance or an unintended consequence; it was a
conscious choice that evinces a lax regulatory posture among the Agencies. Federal Reserve
Governor Daniel Tarullo recently testified before the Congressional Financial Services
Committee that the Proposed Rule was designed to avoid “ definitive bright lines” in favor of a
“more nuanced framework.”*! We advise the Federal Reserve and the other Agencies not to
confuse mere complexity for nuance. Simple bright-line rules make the compliance process
easier, both for the regulated and for the regulator.

Another troubling element within the Proposed Rule isthe Agencies' ultra vires interposition of
an intentionality requirement into various aspects of the Proposed Rule, despite the complete
absence of any explicit intentionality safe harbor in Section 619. Securities and Exchange
Commission Chairman Mary Schapiro told the Financial Services Committee that “[w]e have no
interest in pursuing activity where people are intending to provide market-making and get it
wrong.”*? The banking lobby was undoubtedly heartened by this frank admission of regulatory
forbearance. Even so, the Securities and Exchange Commission (* SEC”) and the other Agencies
are reminded that Section 619 requires strict compliance and imposes strict liability. Nowhere
does the statute forgive “well-intentioned” breaches of the law.

The Proposed Rule aso evinces aremarkable solicitude for the interests of banking corporations
over those of investors, consumers, taxpayers and other human beings. In their Overview of the
Proposed Rule, “the Agencies request comment on the potential impacts the proposed approach
may have on banking entities and the businesses in which they engage,”*® but curiously fail to
solicit comment on the potential impact on consumers, depositors, or taxpayers. The
Administrative Procedure Act requires that, prior to the enactment of a substantive regulation, an

® James B. Stewart, Volcker Rule, Once Smple, Now Boggles, N.Y. Times, Oct. 21, 2011, available at
http://mww.nytimes.com/2011/10/22/busi ness/vol cker-rul e-grows-from-simple-to-

complex.html?_r=1& pagewanted=all.

1914, (“I'd love to see afour-page bill that bans proprietary trading and makes the board and chief executive
responsible for compliance.”).

1 phil Mattingly & Cheyenne Hopkins, Volcker Rule Regulators Resist Lawmakers Calls to Scrap Proposal,
Bloomberg BusinessWeek, Jan. 24, 2012, available at http://www.businessweek.com/news/'2012-01-24/volcker-
rule-regulators-resist-lawmakers-calls-to-scrap-proposal .html.

121d. (emphasis added).

¥ NPR at 66,849.
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agency must give “interested persons’ an opportunity to comment.** The Agencies seem to have
lost sight of the fact that “interested persons’ could include human beings, and not just banking
corporations.

We are not flippantly criticizing the Agencies for having alax regulatory posture in their
implementation of Section 619. We are basing our concerns on the regulators’ own words, as
noted above, and as discussed in detail below.

B. The Absence of Penaltiesin the Proposed Rule

The Agencies have inherent authority to impose automatic penalties and fines for certain
proscribed activities, and Section 619 does not impinge on that authority:

Nothing in this paragraph shall be construed to limit the inherent authority of any
Federal agency or State regulatory authority to further restrict any investments or
activities under otherwise applicable provisions of law.*

Nevertheless, the Proposed Rule fails to define any automatic penalties or fines for violations of
the restriction on proprietary trading. We are cognizant of the fact that Section 8 of the Bank
Holding Company Act aready contains a general framework for criminal and civil penalties.
Nevertheless, the Agencies have the ability to define particular penalties for specific violations of
the Volcker Rule, and they should consider doing so while drafting the Final Rule.

C. The Need for a Strong Volcker Rule

The passage of the Gramm-L each-Bliley Act and other deregulatory actions taken by Congress
and the financial regulatorsin the last 15 years have frozen up capital and stultified the economy,
especially from the perspective of the average American.

Free from the enforced separation between commercial and investment banking, as originally
required by the Glass-Steagall Act, banks now prefer to engage in self-interested proprietary
trading rather than pursuing traditional banking activities that actually promote true “liquidity”
across markets. Liquidity in opague financial instruments may have increased in recent years,
but real liquidity, which benefits consumers, investors, small business owners, and homeowners,
has not followed suit. The inflation-adjusted Dow Jones Industrial Average is around the same
level that it was in the mid-to-late 1990’ s.*® Similarly, the income of the typical American family
is at the same level that it wasin 1996.” However, unlike in 1996, over 28% of American homes
are “underwater.”*® The banking lobby’s elixir, financial market liquidity, has done little to

45U.S.C. §553(c) (2011).

512 U.S.C. §1851(e).

16 E.S. Browning, Adjusted for Inflation, Dow's Gains Are Puny, Wall St. J., Dec. 28, 2009.

7 Conor Dougherty, Income Sides to 1996 Levels, Wall St. J., Sep. 14, 2011.

18 John Gittelsohn, U.S. ‘Underwater’ Homeowners Increase to 28 Percent, Zillow Says, Bloomberg, May 9, 2011,
available at http://www.bloomberg.com/news/2011-05-09/u-s-underwater-homeowners-increase-to-28-percent-
zillow-says.html.
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reverse thistrend. We therefore urge the Agencies to take banks' animadversions regarding
“liquidity” with agrain of salt.

Certain commentators have opined that the Volcker Rule puts American banks at a global
disadvantage. However, stable, customer-focused banks actually enjoy a competitive advantage
asthey are freed from the shackles of risk attendant to proprietary trading activities. This
competitive advantage will create afirst-mover advantage for American banks that pursue less
risky, more productive activities. Foreign banks that continue to conduct proprietary trading will
fail at higher rates, thereby undermining their competitiveness.

Much of the criticism levied upon the Agencies by Canadian, Japanese, and European banks and
regulators has been unwarranted. Asthe Agencies are aware, the Volcker Rule does not prohibit
proprietary trading activities outright. Rather, the Rule only restricts banks that have an implicit
government insurance policy from engaging in such activities. The “invisible hand of the free
market,” that darling cherub of neoliberal economics, will likely push much of the current
proprietary trading into the folds of hedge funds or traditional investment banks, not eliminate
them outright (assuming, of course, that such activities actually add productive value to the
economy). The Volcker Rule ssmply removes the government’ s all-too-visible hand from
underneath the pampered haunches of banking conglomerates.

Occupy the SEC
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1. DEFINITIONAL ISSUES

A. Covered Financial Position

1. Definition of L oans

The Proposed Rul€' s definition of “covered financial position” isimprecise in its delineation of
“loans,” which are excluded from the scope of the Volcker Rule.*® The current definition implies
that securities, derivatives, and commodity futures are not considered loans. However, this
distinction should be made explicit, clarifying that any “loan” with the properties of a
commodity® or security would qualify as a covered financial position. We propose that the
definition of loan at 8 .2(g) be modified to read as follows:

(@) Loan means any loan, lease, extension of credit, or secured or unsecured
receivable. Aloan shall not mean a position:
1. having the expectation of profits arising from a common enterprise
which depends solely on the efforts of a promoter or third party,*
2. inwhich there is common trading for speculation or investment,?
3. that materially has the characteristics of a commodity, security, or
derivative, or
4. that fallswithin the scope of 8§ .3(b)(3)(i)

While there is overlap in some of these definitions, such overlap will be practically useful asit
will reinforce to reviewing courts, the Agencies, and compliance officers the bounds of what is
and is not covered by the Volcker Rule.

For instance, one law firm has suggested that the current version of the Proposed Rule would not
restrict a banking entity’ s ability to use an “intercompany loan” as a means to approximate an
“ownership interest” in a securitization Special Purpose Vehicle ("SPV”).2 That is, the Volcker
Rul€e’ srestrictions on “ownership interest” can be evaded by structuring an interest in an SPV as
an intercompany “loan” and not ownership per se.

In a more straightforward securitization, the banking entity has an ownership interest in the SPV,
and therefore gains risk exposure to the asset pool underlying the transaction. The same result
can be achieved by using an intercompany loan, such that the bank loans money to the SPV, and
is repaid its money by the SPV based only on the performance of the underlying asset pool.** In

¥ Proposed Rule § _.3(b)(3)(ii)(A).

0 As discussed below, commodities should be included as covered financial positions.

2 This language derives from Sec. & Exch. Comm'n v. W.J. Howey Co., 328 U.S. 293 (1946).

2 Thjs language derives from Reves v. Ernst & Young, 494 U.S. 56, 66 (1990).

% Allen & Overy, What'sin aName? The Volcker Rule's Impact on ABS Issuers that are Covered Funds, Nov. 17,
2011,

http://clientlink.allenovery.com/images/What%27s in_a Name The Volcker Rule%27s Impact on ABS Issuers
_that_are Covered Funds.pdf (last visited Jan. 2, 2012).

% See Vinod Kothari, Covered Bondsin Asia9-10 (1st ed. 2006), available at
http://www.vinodkothari.com/Covered%20Bonds%20in%20Asia.pdf. In such a structure, the loan repayment
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either scenario, the banking entity’ sincome stream is dependent on the timely and regular flow
of funds from the underlying assets. However, the latter structure, ostensibly a*“loan,” would
fall outside the purview of the Proposed Rulein its current form. Our proposed modification at §
_.2(9)(1) or (2) would foreclose a banking entity’ s ability to evade the Volcker Rule's
restrictions by using so-called loans as conduits for proprietary positions.

Further, the Proposed Rulein its current form could allow banking entities to engage in active
trading of unpooled, large-scale commercial loans for purely speculative purposes. Our revised
definition at 8 _.2(g)(2) would make any financial position that is actively traded for speculation
or investment a covered financial position, even if that position is nominally designated as a
“loan.”

2. The Exclusion of Commodities

The Proposed Rul€' s exclusion of commodities from covered financial positionsis troubling.
The statute defines proprietary trading to include transactionsin:

any security, any derivative, any contract of sale of acommodity for future
delivery, any option on any such security, derivative, or contract, or any other
security or financial instrument that the appropriate Federal banking agencies, the
Securities and Exchange Commission, and the Commodity Futures Trading
Commission may, by rule as provided in subsection (b)(2), determine.®

Admittedly, Section 619(h)(4) does not explicitly include spot commodities, instead referring to
commodity futures and forwards. Nevertheless, the same section grants the Agencies the
authority to bring commodities into the Volcker Rule’sambit. The Agencies should utilize that
authority, asit appears that the exclusion of the word “commaodity” from the statute was an
oversight. Inthe Congressional Record, Senator Merkley stated that the intent behind Section
619 was to define proprietary trading to cover “a wide range of financial instruments, including
securities, commodities, futures, options, derivatives, and any similar financial instruments.”%
The expansive breadth of thislanguage also militates in favor of the inclusion of foreign
exchange and currency positions. Accordingly, we recommend that the Agencies entirely
remove Proposed Rule 88§ _.3(b)(3)(ii)(B) and (C).

Thisremoval is also necessary because the definition of “covered financial position” under the
Volcker Rule does not match the definition of “covered position” under the Market Risk Capital
Rule, which explicitly includes al positionsin atrading account, “and all foreign exchange and
commodity positions, whether or not they are in the trading account.”?” As noted elsewherein
the Proposed Rule, the Market Risk Capital Rules have a high degree of relevance asto what is
and is not covered by the Volcker Rule, specifically with respect to the definition of “trading

obligations of the banking entity can be tailored to match the debt profile in the SPV's asset-backed securities. See
Vinod Kothari, Securitization: The Financial Instrument of the Future 348 (1st ed. 2006).

%12 U.S.C. § 1851(h)(4).

% 156 Cong. Rec. S5895 (daily ed. July 15, 2010) (statement of Sen. Levin) (emphases added).

% Risk-Based Capital Guidelines: Market Risk, 76 Fed. Reg. 1890, 1892 (proposed Jan. 11, 2011).
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account.” Thus, the Agencies create undue ambiguity by imposing two different standards in
related rules. A decision by an administrative agency that is based on arationale that is
internally inconsistent or incoherent will be set aside.?®

Proprietary trading strategies can be used with virtually any financial instrument, and abusive
practices will migrate to under-regulated markets as banking entities respond to the new
incentives created by the Volcker Rule. This migration could cause serious disruptions to
previously well-functioning markets. Thus, we recommend that the Agencies broaden the scope
of covered financial positions, as described here, in order to retain visibility over new and
currently-underutilized asset classes that can become conduits for proprietary trading.

B. Scope of Entities I ncluded in Covered Fund Definition

1. Statute’' s I ntent

The Volcker statute states that the Agencies have the authority to expand the scope of “covered
fund.” Section 13(h)(2) of the Bank Holding Company Act (“BHC Act”) states that 3(c)(1) and
3(c)(7) funds “or such similar funds as the appropriate Federal banking agencies. .. may ...
determine” all fall under the definition of covered fund. In fact, the Financial Stability Oversight
Council (*FSOC”) has specifically recommended that the Agencies utilize this authority to
broaden the scope of covered fund beyond a definition tied to 3(c)(1) and 3(c)(7):

[T]he Council recommends that Agencies consider using their authority to expand
the definition by rule to funds that do not rely on the section 3(c)(1) and 3(c)(7)
exclusions, but that engage in the activities or have the characteristics of a
traditional private equity fund or hedge fund.?®

We encourage the Agencies to adopt a qualitative definition of “covered fund.” This
interpretation would facilitate the effective policing of any fund that engages in proprietary
trading activity. Given the ingenuity banks and their lawyers have shown in the past in evading
guantitative criteriafor regulation, we recommend that the Agencies include a catch-all
gualitative category of covered fund. This qualitative category would include any subsidiary
entity that exhibits the characteristics of afund that takes on proprietary trading activities. In
brief, if afund can devote any portion of its activities to proprietary trading activity, then the
Agencies should be able to consider it a covered fund. Moreover, the definition should be
additive, such that it defines a covered fund as afund exempted by 3(c)(1) or 3(c)(7), or any
other fund that engages in proprietary trading beyond a de minimis level. We have outlined these
suggested modificationsin Annexure B.

% Motor Vehicles Mfgs. Ass n v. State Farm Mutual Auto Ins. Co., 463 U.S. 29, 43 (1983) (requiring agencies to
show arational connection between the facts found and the choice made).

? Financial Stability Oversight Council, Study and Recommendations on Prohibitions on Proprietary Trading and
Certain Relationships with Hedge Funds and Private Equity Funds 62 (Jan. 18, 2011) (emphasis added), available at
http://www.treasury.gov/initiatives/Documents/V ol cker%20sec%620%620619%20study%620fi nal %6201%62018%2011
%20rg.pdf [hereinafter FSOC Study].
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2. Commodity Pools

Commodity Pools are hedge funds and should be treated as such. The CFTC hasin the past
regarded many commodity pools as hedge funds, and we applaud the Rule’ s inclusion of
commodity pools as covered funds.

3. Broker-Dealers

We are concerned that covered funds can take the form of broker-dealers (exempted under
section 3(c)(2) of the Investment Company Act) and maintain a majority of assets in government
securities, avail of the Rule 3a-1 or Rule 3a-6 exemption, or avail of an explicit exemptive order,
and in doing so carry out proprietary trading through that fund free of the Volcker Rule’'s
limitations. According to Rule 3a-1 or Rule 3a-6 of the Rules and Regulations promulgated
under the Investment Company Act, a primafacie exclusion is created from the Investment
Company Act if 55% or more of afund’svalueis stored in government securities and other non-
investment securities. In other words, afund can avail of the 3a-1 exclusion despite devoting up
to 45% of its assets to explicit proprietary trading.

Unless the 3a-1 exclusion is brought within the remit of the Volcker Rule, a banking entity could
purchase afund availing of this exclusion to conduct extensive proprietary trading (up to 45% of
the fund) free of the Volcker Rul€e’ s prohibitions.

We recognize that a 3(c)(2) broker dealer isrequired to be “primarily engaged” in customer-
focused activities.*® However, the current interpretation of “primarily engaged” would create an
enormous loophole for banking entities to skirt the covered fund restrictions. A fund can till
avail of the 3(c)(2) exemption while devoting up to 45% of its assets to explicit proprietary
trading.>* Unless 3(c)(2) broker-dealer funds are brought within the purview of the Volcker Rule,
a banking entity could purchase such afund as a subsidiary, and conduct extensive proprietary
trading (up to 45% of the fund) free of the Volcker Rul€e' s prohibitions.

4, Foreign Banks

Foreign banks exempted under 3(a)(6) are required to be engaged “ substantially” in commercial
banking activity, but members of the securities bar have been comfortable opining that a 20%
activity level is sufficient to qualify as “substantial.”** Unless 3(a)(6) is brought within the scope
of the Volcker Rule, abanking entity could conduct proprietary trading activities through the
acquisition of aforeign bank subsidiary that is engaging 79.99% in investing, reinvesting, or
trading in securities.

% See generally, U.S. v. National Assn of Sec. Dealers, Inc., 422 U.S. 694, 713-19 (1975).

3! See Federated Capital Mgmt. Assoc., SEC No-Action Letter (Aug. 1, 1975).

% Saward & Kissel, SEC No-Action Letter (Oct. 15, 2005), available at
http://www.sec.gov/divisi ong/investment/noaction/seward101205.htm (last visited Jan. 29, 2012).
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C. Definition of Trading Account

1 Exclusion of Repurchase and Rever se Repurchase Agreements

The Agencies must remove 8§ _.3(b)(2)(iii)(A) from the Final Rule. The exclusion of
repurchase and reverse repurchase agreements (“repos’) from the definition of trading account is
aviolation of the statute. A vanillarepo, while economically aloan, can legally be asale. The
NPR’s allowance is so wide as to alow unfettered trading of structured repos aswell as vanilla
repos. Further, the Supplementary Information’s claim that repos are economically loans® does
not justify the blanket allowance. By convention, a repurchase agreement is booked as a pair of
standard purchase and sale transactions. Repurchase agreements are also not treated as loans for
the purposes of bankruptcy, regardless of their economic substance.* Because repos are not
legally loans, they would not be permitted through the language in Section 13(g)(2) of the BHC
Act that allows for the sale of loans. There is no mention of reposin the statute or in the FSOC
Study. Infact, thereisnot ascintilla of support in the Congressional Record for the blanket repo
exemption.

The exclusion of repos from the definition of trading account poses a dangerous threat to the
financial stability of the United States. Federal Reserve Chairman Ben Bernanke has
underscored these risks in an interview with the Financial Crisis Inquiry Commission.®

We ask that the Agencies carefully consider the fact that repos could be used in a variety of
ways to evade therules and serve as a conduit for proprietary trades. Aswewill show in
detail in Annexure A,*® evasive proprietary trading can be achieved through reposin order to
conduct: Shorting, Basis Trades, Put Options, Interest Rate trades, Credit Default Swaps, and
Total Return Swaps, among others.

If the Agencies will not remove the exclusion outright, we suggest that they instead reclassify
repurchase and reverse repurchase agreements as permitted activities under 8 .6, with the
following requirements to qualify for the allowance:

e Therepurchase or reverse repurchase agreement must adhere to a publicly available,
industry-standardized master agreement.

e The stated assets in the repurchase or reverse repurchase agreement must consist only
of high-quality liquid assets.

% NPR at 68,862.

% See Michael Simkovic, Secret Liens and the Financial Crisis of 2008, 83 Am. Bankr. L.J. 253 (2009) (emphasis
added), citing Jeanne L. Schroeder, A Repo Opera: How Criimi Mae Got Repos Backwards, 76 Am. Bankr.

L.J. 565, 567 (2002) (discussing Inre Criimi Mae, Inc., 251 B.R. 796 (Bankr. D. Md. 2000)).

* See Interview by Financial Crisis Inquiry Commission with Ben Bernanke, Chariman of the Federal Reserve at 21
(Nov. 17, 2009), available at http://www.scribd.com/doc/48878840/FCI C-I nterview-with-Ben-Bernanke-Federal -
Reserve.

% Please see our detailed answers to Questions 30-32 (Annexure A), which outline various legal issues with the
NPR’s interpretation of the statute, as well as the substantial potential for rule evasion through the use of repurchase
and reverse repurchase agreements.

Occupy the SEC
http://www.occupythesec.org



12

2. Exclusion of Securities Lending from the Definition of Trading
Account

We suggest that the Agenciesremove 8 _.3(b)(2)(iii)(B). If the Agencieswill not remove the
exclusion outright, we suggest that the Agencies instead reclassify securities borrowing and
lending as permitted activities under section 8§ _.6, with the following requirements to qualify for
the allowance:

e The assets that the covered banking entity invests in using the proceeds of the
securities lending transaction must be restricted to high-quality liquid assets, in order
to minimize risk to clients.

3. Exclusion of Liquidity Management Programs

Aswith our suggestions for revisions to the repo and securities lending exclusions, we feel that
incorporating an additional requirement into the liquidity management exclusion, that any assets
“consist only of high-quality liquid assets,” will strengthen the Rule and dampen the prospects
for future evasion.

Occupy the SEC
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1. PROPRIETARY TRADING

A. Underwriting

We suspect that the vast majority of comment letters on the proposed implementation of the
Volcker Rule will criticize the Agencies for promulgating unduly complicated rules. The
proposed implementation of the underwriting exemption is a prime example of the Agencies
injecting needless complexity into asimple statutory mandate.

1. The Underwriting Exemption Should be Limited to Registered
Securities

The Agencies have transgressed their delegated authority by allowing the underwriting
exemption in the Volcker Rule to include private placements. Section 619(d)(1)(B) permits
certain “underwriting . . . activities.” Not coincidentally, this section is bereft of any mention of
“private placement activities’” or “placement agent.” In issuing implementing regulations, an
administrative agency must give effect to the unambiguously expressed intent of Congress.*’
Under the basic securities law definition of the term, an “underwriter” includes “any person who
has purchased from an issuer with aview to, or offers or sells for an issuer in connection with,
the distribution of any security.”*® Such a person is required to file a registration statement before
offering to sell a security as part of a primary distribution.* Conversely, if apersonislegally
exempt from the registration statement requirement, that person cannot be an “underwriter”
under Section 2(a)(11) of the Securities Act of 1933 (“’33 Act”). For example, a placement
agent relying on the Rule 144 exemption is not considered an “underwriter.”*° Thus, the Section
2(a)(11) definition of underwriter would require that any underwriting activities permitted under
the Volcker Rule be in connection with regulated securities.

Much to our chagrin, the Agencies have found away to bypass this basic stricture. 1n defining
the term “underwriter” in the Proposed Rule, the Agencies curiously rely on the definition of that
term in Regulation M, instead of the more obvious and basic definition found at Section 2(a)(11)
of the'33 Act.*! Section 2(a)(11) has close to a century of case law and interpretive guidance

3" Chevron U.SA. Ins. v. Natural Res. Def. Council, Inc., 467 U.S. 837, 842-43 (1984).

¥ 15U.S.C. § 80b-2(a)(11).

¥ 15 U.S.C. §8 80b-4(1), 5(c).

“0 Preliminary Note to Rule 144, 17 C.F.R. § 230.144 (2012).

“ Compare 17 C.F.R. § 242.100 (2011) (Regulation M definition) (“ Underwriter means a person who has agreed
with an issuer or selling security holder: (1) to purchase securities for distribution; or (2) to distribute securities for
or on behalf of such issuer or selling security holder; or (3) to manage or supervise a distribution of securities for or
on behalf of such issuer or selling security holder.”), with 15 U.S.C.. § 77b(11) (2011) (Section 2(a)(11) definition
of underwriter) (“ The term ‘underwriter’ means any person who has purchased from an issuer with aview to, or
offers or sellsfor an issuer in connection with, the distribution of any security, or participates or has a direct or
indirect participation in any such undertaking, or participates or has a participation in the direct or indirect
underwriting of any such undertaking; but such term shall not include a person whose interest is limited to a
commission from an underwriter or dealer not in excess of the usual and customary distributors' or sellers
commission. As used in this paragraph the term ‘issuer’ shall include, in addition to an issuer, any person directly or
indirectly controlling or controlled by the issuer, or any person under direct or indirect common control with the
issuer.”).
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supporting it, and is therefore more appropriate than the Regulation M definition. Further, as
noted above, nothing in Section 619 or the Congressional Record suggests that Congress wanted
“underwriter” to be defined as per Regulation M. Moreover, Regulation M is not agood
definitional source because the underlying purpose behind it conflicts with the underlying
purpose behind the Volcker Rule. Regulation M was designed to prevent manipulation and other
activities that could artificially influence the market for an offered security.*’ Thus, a broad
interpretation of the term “underwriter” was naturally necessary in that context to promote
greater investor protection and market stability. However, using the same broad interpretation of
“underwriter” in the context of Section 619 would actually undermine investor protection, asit
would increase the size of the underwriting loophole through which covered banking entities
could conduct risky proprietary trading activities.

The underwriting exemption should also explicitly exclude private placement for avery practical
reason: allowing underwriting in private placements would be tantamount to allowing any and all
proprietary trading in opaque over-the-counter (“OTC”) instruments. OTC markets are generally
very illiquid, with few parties willing to buy or sell a particular offering. The Agencies’ current
interpretation of “customer” is extremely expansive, and includes virtually all counterparties,
whether pre-existing customers or not. Thus, any banking entity that purchases a position in an
OTC instrument from any counterparty could call itself an “underwriter,” under the guise that it
intendsto later distribute the instrument to other “customers.” Even if the banking entity intends
to purchase an OTC instrument for purely speculative purposes, it can justify holding that
instrument in itsinventory under the rational e that no buyers are available because the market is
illiquid. Thisresult would render moot the Volcker Rul€’ s restrictions on the riskiest proprietary
positions. Instead of conducting safe, traditional, customer-focused underwriting, banking
entities would be enabled to continue with their “ Originate and Distribute” model, whereby
esoteric securities are fashioned from thin air, and “underwritten” solely for fee generation
purposes and not to promote liquidity in non-financial markets.

In light of the above, we recommend the following changes to the Proposed Rule:
8 _.4(a)(2)(ii): The covered financial position is aregistered security;

8 _.4(a)(3): Definition of distribution. For purposes of paragraph (a) of this
section, a distribution of securities means an offering of securities-whether-or-not
subject-toregistration-under-the-Seeurities-Aet; that is distinguished from ordinary
trading transactions by the magnitude of the offering and the presence of special
selling efforts and selling methods.

8 _.4(a)(4): Definition of underwriter. For purposes of paragraph (a) of this
section, underwriter means:
(i) A person who has agreed with an issuer of securities or selling security
holder:
(A) To purchase registered securities for distribution;

“2 FINRA, Regulation M Filings, http://www.finra.org/l ndustry/Compliance/Regul atoryFilings/Regul ationM/ (last
visited Jan. 5, 2012).
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(B) To engage in adistribution of registered securities for or on
behalf of such issuer or selling security holder; or
(C) To manage adistribution of registered securities for or on
behalf of such issuer or selling security holder; and
(if) A person who has an agreement with another person described in
paragraph (a)(4)(i) of this section to engage in a distribution of such
registered securities for or on behalf of the issuer or selling security
holder.

2. Retained or Unsold Allotments are Indicative of Proprietary Trading

Public offerings are often highly volatile, as an issuer’s securities can be subject to drastic drops
in price with little or no notice. Thus, an underwriter’s retention of a portion of an offering isan
inherently risky proposition. A bank’s depositors must not be left “holding the bag” for
speculative bets on public offerings that turn sour.

A bona fide underwriter’ s objective isto push the issuer’s securities out to market, not to retain
those securities for speculation, investment or price manipulation. A banking entity falls short of
the objectives behind the Volcker Rule to the extent that it has unsold alotmentsin its banking
book in connection with an underwriting. Underwriters are required to conduct extensive due
diligence, so they can reasonably be expected to forecast the demand for a particular offering
before actually underwriting it. Consequently, the Agencies can fairly require that abonafide
underwriter have little or no unsold allotments. Accordingly, we recommend that the Agencies
add an additional factor to the current seven-part test for underwriting, under which the existence
of a*“substantial” unsold or retained allotment would be an indication of proprietary trading. The
term “substantial” would depend on the circumstances of a particular offering. Thisfactor is
similar to 8 _.4(a)(2)(v), which focuses on near-term demands of customers. However, an
“unsold allotment” factor would shift the inquiry from something subjective (demands of
customers) to amore objective, quantifiable figure (the number of unsold sharesin an issue).
Unsold allotments present a conflict of interest vis-a-vis customers. Section 619(d)(1)(B)
stipulates that any underwriting activities must be “ designed not to exceed the reasonably
expected near-term demands of clients, customers, or counterparties.” Issuersthat hire
underwriters expect that the underwriter will promote liquidity in the issuer’s securities by
selling them into the market. Thus, a potential conflict of interest exists whenever a banking
entity retains unsold allotments pursuant to an underwriting. Such a conflict would undercut the
banking entity’ s underwriting exemption by operation of the limitation contained in Section
619(d)(2)(A)(i).

Impermissible conflicts of interest can also arise where allotments of underwritten securities are
retained for the purpose of “spinning,”* instead of being sold in the market. The practice of
spinning allows underwriter insidersto profit from 1PO price gains, to the detriment of investors
and theissuer. Therisk of spinning is more pronounced in unregistered offerings, which have

less securities law protection. Notably, spinning is only possible where an underwriter does not

3 Jim Naughton, The Economic Consequences of |PO Spinning, Harvard Law School Corp. Gov. Forum, Sep. 30,
2009, http://blogs.law.harvard.edu/corpgov/2009/09/30/the-economic-consequences-of -i po-spinning/.
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sell all of itsallotment into the market. Thus, the retention of securities should be viewed by the
Agencies with a high degree of scrutiny.

In addition to using the sheer number of unsold securities as an indicator of proprietary trading,
the Agencies can aso rely on the amount of due diligence documentation compiled by a would-
be underwriter. Bonafide underwriting requires extensive due diligence, and so the absence of
voluminous diligence documentation would suggest that any unsold allotment is actually a
proprietary position. As noted above, under our proposal, the existence of an unsold allotment
would not automatically giverise to strict liability, but rather would serve as afactor suggestive
of impermissible proprietary trading. However, the combination of alarge number of unsold
securities and limited diligence documentation should create a very strong presumption of
impermissible proprietary trading.

3. Equivocal Regulatory Language

Section 619 requires strict compliance with its restrictions on proprietary trading, and not the
mere intention to comply with those restrictions. The Agencies seemingly lost sight of this fact
in drafting the regulatory requirements for permitted underwriting. Sections _.4(a)(vi) and (vii)
interpose an element of intentionality into an otherwise strict-liability rule:

8 _.4(a)(vi) The underwriting activities of the covered banking entity are designed
to generate revenues primarily from fees, commissions, underwriting spreads or
other income not attributable to:
(A) Appreciation in the value of covered financial positions related to such
activities; or
(B) The hedging of covered financial positions related to such activities;
and
8 .4(a)(vii) The compensation arrangements of persons performing underwriting
activities are designed not to reward proprietary risk-taking.

The words “designed” and “primarily” introduce two levels of dilution that threaten to eviscerate
the Volcker Rule srestrictions on proprietary trading. A banking entity can easily evade the
proprietary trading restrictions by creating facially-complaint policies and procedures that are
“designed” to fall within the underwriting exemption, even if they fall short of the exemptionin
practice. For instance, the Proposed Rule does not forbid a banking entity from benefiting from
the appreciation in the value of covered financial positions, so long as the documented “design”
of the transaction was to generate revenue from commissions. In fact, a banking entity is even
permitted to intentionally design underwriting transactions to generate revenue from price
appreciation, provided that those revenues are secondary (i.e., not “primary”) to fees earned from
commissions. Similarly, a banking entity is free to actually reward its employees for proprietary
risk-taking, provided that the compensation arrangements were initially “ designed” not to.
Simply put, the opportunities for evasion are legion.

Accordingly, we recommend the following revisions:

Occupy the SEC
http://www.occupythesec.org



17

8 _.4(a)(vi) The underwriting activities of the covered banking entity are-designed
to generate revenues primarHy solely from fees, commissions, underwriting
spreads or other income not attributable to:
(A) Appreciation in the value of covered financial positions related to such
activities; or
(B) The hedging of covered financial positions related to such activities;
and
8 .4(a)(vii) The compensation arrangements of persons performing underwriting
activities do are-desighed-not te reward proprietary risk-taking.

We recognize that Section 619(d)(1)(B) uses the word “designed” in describing underwriting
activities that meet near-term demands of clients. Thus, the usage of the word is appropriatein 8
_.4(a)(v). However, the usage of that word in other contexts, such as 8 _.4(a)(vi) and (vii), does
not enjoy similar statutory support. Further, such usage actually undermines the general intent of
Section 619, which requires strict compliance with proprietary trading restrictions.

4, Disgorgement as a M echanism to Ensure Revenue Generation from
Fees

Many of the factors that make up the underwriting definition at 8 .4(a) are subjective or easy to
evade. The Proposed Rule recognizes that banking entities may not legitimately profit from
capital gains earned in connection with underwriting activities, and that compensation should
instead derive from fees, commissions or spreads. However, the Agencies have not proposed
any practical method to effectively police this restriction.

To ameliorate this practical deficiency, we suggest that the Agencies require automatic
disgorgement of any profits arising from appreciation in the value of covered financial positions
in connection with underwriting activities, regardless of whether those profits were intended or
not. If the Agencies are serious about requiring that fees be based only on commissions and
spreads, they should be willing to enforce that requirement through disgorgement. Any profits
that banks earn from capital gains could be disgorged to the affected client (e.g., the issuer of the
security), distributed pro rata to the bank’ s depositors, or paid to the U.S. Treasury as a penalty.
A simple disgorgement standard would obviate much of the complexity that is inherent to the
current implementation of the underwriting exemption. For example, the Agencies would no
longer need to distinguish between activities supporting near-term client demand from activity
taken for speculative purposes. If abank were subject to disgorgement, it would no longer have
any financial incentive to undertake speculative positions, given that its compensation would be
capped at earned commissions. Similarly, the Agencies would not need to concern themselves
with winnowing out risk-rewarding compensation arrangements from safe ones. If abanking
entity could no longer keep gains from principal risks, it would not create incentives for its
employees to take such risks. At most, banks would compensate employees for pursuing
underwriting in markets with high spreads (i.e., currently illiquid markets). This result would
create strong incentives for increased capitalization in illiquid markets, which should allay some
of the concerns that banks have expressed about the Volcker Rule' simpact on “liquidity.”
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Indeed, we interpret every comment letter lauding the virtues of market “ liquidity” ** as a further
vindication of an explicit disgorgement requirement.

B. Market M aking

Market making is an indispensable component of liquid, efficient markets. This service,
however, simply does not belong in banks. One of the most challenging aspects of our attempt
to digest and comment on this Proposed Rule has been navigating the presupposition that banks
have some inherent role in proper market making. We are familiar with the extensive lobbying
efforts by the banking industry to present this idea as afact, but we propose that the Agencies
seriously reconsider this premise for both the safety and soundness of the industry and the
simplicity of thisRule. Nobel Prize winner Myron S. Scholes wrote:

[A] leveraged market-making businessisinherently unstable. Banks might be
the wrong providers of liquidity to markets. Simply put, leverage can only be
reduced by selling assets to raise cash if market makers are making marketsin the
assets they need to sell and they no longer can continue to do so at times of shock
and to make conditions worse, they borrow from each other with short-term
financing to hold longer-maturity relatively idiosyncratic assets.*

The bank lobbying effort is certainly understandable: market making is a profitable business and
one that banking entities certainly do not want to lose. It iswell-known that the major dealers
have always fiercely guarded their dominance of market making, particularly in the less
regulated OTC markets. Firmsthat attempt to enter this business are regularly strong-armed
through anti-competitive arrangements with inter-broker dealers.*® Again, thisis unsurprising:
market making desks allow afirm to take proprietary advantage of unparalleled access to
valuable customer flow information in the name of “customer service.”* Thisis an extremely
attractive business. Despite the banks' desire to continue reaping such profits, their contention—
that banking entities alone are able and willing to provide this valuable service to the market, and

“ See generally, Barbara Shecter, Chorus of Canadians Blast U.S. Volcker Rule, FP Street, Jan. 5, 2012,
http://business.financial post.com/2012/01/04/canadians-blast-u-s-volker-rule/.

> Myron S. Scholes, Market-Based Mechanisms to Reduce Systemic Risk, in The Road Ahead for the Fed 103, 108
(John D. Ciorciari & John B. Taylor eds., 2009).

“6 See Intervest v. Bloomberg, 340 F.3d 144, 2003 U.S. App. LEXIS 16423, at *26 (3d. Cir. 2003) (“According to
his ACT Notes, Fondren met again with Matthews and Tom Evans, another Cowen executive, on May 29, 1997.
Fondren recorded that Evans initiated the meeting to inquire whether InterVest might assist Cowen in developing its
own bond trading exchange over the internet. Matthews, however, seemed less interested in dealing with InterVest
and told Fondren that doing business with InterVest was ‘ viewed by the street as* unhealthy.”” When Fondren
responded by charging that locking InterVest out of the bond market was anti-competitive and could lead to a
lawsuit, Matthews allegedly laughed and said that even if Cowen was forced to pay $10 or $20 million, ‘it would be
just a cost of doing business.’”).

47156 Cong. Rec. S5896 (daily ed. July 15, 2010) (statement of Sen. Merkley) (“Market making is a customer
service whereby afirm assists its customers by providing two-sided markets for speedy acquisition or disposition of
certain financial instruments. Done properly, it is not a speculative enterprise, and revenues for the firm should
largely arise from the provision of credit provided, and not from the capital gain earned on the change in the price of
instruments held in the firm’s accounts.”).
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that regulation will cause irreparable damage to the financial system at large—is unfounded and
nonsensical.

It is our opinion that this Rule would be universally improved by removing the blanket
exemption for market making, as it presents great financial risk (by providing substantial
opportunity for evasion) without commensurate economic benefit. We understand, however, that
we are bound by the statute and this unfortunate loophole must be tolerated. Our goal then, in
crafting this public comment, is to highlight those areas where the implementation of this
legidation will be least consistent with itsintent, and provide suggestions and guidance that
attempt to improve the Final Rul€ s substance and effectiveness.

1. [lliquid and OTC Markets

We have taken much time and care in addressing the various challenges in implementing this
Rulein illiquid and opaque markets, and these thoughts are presented below. However, we have
concluded that a meaningful interpretation of the intentions of the statute would prohibit all
activities in these instruments.

It should require little reminder that risky and illiquid products—including certain bonds, credit
default swaps (“CDS”) and other complex derivatives—were crucial contributors to the 2008
financia crisis. For thisreason, the original legislation sought to expel these functions from
federally-backstopped banking entities. We find it disingenuous to suggest that this was not
commonly understood by banking entities, regulators, and the public long before this Proposed
Rule was drafted. Senator Merkley explicitly addressed the prohibition of market making in
credit default swaps and other “high risk instruments’“®in his remarks to Congress:

Barring high-risk strategies may be particularly critical when policing market-
making-related and hedging activities, aswell as trading otherwise permitted
under subparagraph (d)(1)(A). Inthiscontext, however, it isirrelevant whether or
not a firm provides market liquidity: high-risk assets and high-risk trading
strategies are never permitted.*

We are troubled by the way this very clear explanation has been ignored throughout the
Proposed Rule; exemptions including CDS and other, riskier products are plainly unwarranted
and, in our opinion, extremely dangerous.

Additionally, it is clear that Congress' s intentions were not to include illiquid markets within the
market making exemption. Take for example this scenario referred to by Senator Merkley in the
Congressional Record:

Testimony by Goldman Sachs Chairman Lloyd Blankfein and other Goldman
executives during a hearing before the Permanent Subcommittee on Investigations

8 |d. at S5898 (“ The redlity was that Goldman Sachs was creating new securities for sale to clients and building
large speculative positionsin high-risk instruments, including credit default swaps.”).
“1d.
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seemed to suggest that any time the firm created a new mortgage related security
and began soliciting clients to buy it, the firm was “making a market” for the
security.”

The Senator rejected the implication that a one-sided market (a market with only a bid or an ask)
is alegitimate one, with respect to market making: “one-sided marketing or selling securitiesis
not equivalent to providing a two-sided market for clients buying and selling securities.”>* This
speaks both to bespoke structured products, for which markets are “made” by creating and
marketing non-standardized derivatives to clients, as well as standardized instruments that trade
infrequently and lack consistent market support. The nature of all illiquid marketsis that they
exist primarily as one-sided markets at any point in time. OTC markets operate with no
requirement that a market maker provides realistic and tradable pricesin these products at all
times. Nor are there systems that would allow the Agencies to monitor or confirm such activity.
Despite the Senator’ s clear declaration of the statute’ s intent, the Supplementary Information of
this Proposed Rule explicitly allows for one-sided markets in illiquid products by including them
in the indicia of bonafide market making:

With respect to securities, regularly purchasing covered financial positions from,
or selling the positions to, clients, customers, or counterparties in the secondary
market.>

Further, market makers are often willing to provide neither an executable bid nor ask inilliquid
securities. Thisis precisely what makes such amarket “illiquid.” Wefedl that it isimpossible to
reconcile the clear intentions of Congress with the allowance for illiquid and opague products.

In the most liquid and robust markets, contemporaneous buyers and sellers can theoretically exist
such that the underlying “price” is not affected as bid/ask spreads are captured. In practice, such
markets charge exceedingly small spreads, since bid/asks often serve as a proxy for liquidity
premiums, and the job of intermediation requires littlerisk. Incidentally, these markets often
charge commissions or fees on top of bid/offer spreads, and many trade on organized trading
platforms or exchanges where market-making activity can be easily monitored (asin listed
equities). ldentifying the source of revenuesis reasonably straightforward in these markets, and
the Proposed Rule has designed robust measures to enact and enforce the prohibition on
proprietary trading within them. In general, we are satisfied with the Proposed Rule's
effectiveness within liquid markets, and applaud efforts to ensure such broad and meaningful
oversight.

In contrast, the riskiest and most troublesome activity occurs in those markets that share very few
of the features described above. Illiquid securities and complex OTC derivatives typically trade
infrequently and opaguely, outside of organized platforms, and without the convention of fees or
commissions. In essence, these products lack all of the necessary qualities to facilitate even the
most basic implementation of this Proposed Rule. Regulators will be unable to monitor, verify,

0 |d. at S5896.
*d.
2 NPR at 68,871 (emphasis added).
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or enforce this Rule in any meaningful way with respect to these products, which provide myriad
opportunities for large proprietary positions to be justified, disguised, or overlooked.

We propose the inclusion of the following language into § _.4(b)(2):

(1) Permitted market making—related activities. The prohibition on proprietary
trading contained in 8 _.3(a) does not apply to the purchase or sale of a covered
financia position by a covered banking entity that is made in connection with the
covered banking entity’s market making—related activities, provided such
activities do not include or incorporate:

(i) Assets whose changes in values cannot be adequately mitigated by effective
hedging;

(i1) New products with rapid growth, including those that do not have a market
history;

(iii) Assets or strategies that include significant embedded leverage;

(iv) Assets or strategies that have demonstrated significant historical volatility;

(v) Assets or strategies for which the application of capital and liquidity standards
would not adequately account for the risk; and

(vi) Assets or strategies that result in large and significant concentrations to
sectors, risk factors, or counterparties;

In particular, we will discuss here the characteristics of illiquid and complex products that most
undermine the effectiveness of the Proposed Rule, and suggest amendments and improvements
for the Agencies consideration.

a. Bid/Ask Spreads

The allowance for bid/offer revenues in market making is one of the largest opportunities for
abuse of the Rule's proprietary trading prohibition. In his discussion of this legislation, Senator
Merkley described how market-making revenues should look:

Generally, the revenues for market making by the covered firms should be made
from the fees charged for providing aready, two-sided market for financial
instruments, and not from the changes in prices acquired and sold by the financial
institution.>

The designation of bid/ask spreads as appropriate market-making revenue is not mentioned, as
the generation of such revenue relies exclusively on changes in the market value of the positions
or risks held in inventory. “Revenues primarily from fees, commissions, bid/ask spreads or other
similar income” > is functionally identical to “all revenues,” to the degree that they can be

meaningfully differentiated.”

%3 156 Cong. Rec. S5896 (daily ed. July 15, 2010) (statement of Sen. Merkley).
> NPR at 68,872 (discussion of the fifth market-making criterion, § _.4(b)(2)(v)).
*® The inclusion of the word “primarily” servesto further erode this requirement.
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The attempt to reconcile these two conflicting ideas is a primary source of complexity
throughout this Proposed Rule, and this conflict serves to diminish the Rul€e’ s effectivenessin
practice. The FSOC Study indeed highlighted thisissue™ in its recommendations, and yet it
remains as a cornerstone of the Rul€e’ s structure.

We provide a basic exampleto illustrate some of the important failings in the practical
implementation of this revenue requirement:

A market maker in anilliquid bond provides regular indicative markets that are
0.25pt wide, which is seen as standard bid/offer size for thisbond. In a given day
he conducts 10 trades: 5 buys and 5 sells, all of standard equal size. Three of
these trades were conducted with clients, and 7 through an inter-dealer broker.
Other trades in this bond occur throughout the day away from this market maker.
On average, the trader sold the bonds 1pt higher than he bought them,

When considering the activity of this trader with respect to compliance with the Proposed Rule,
the following questions emerge: were these trades considered | egitimate market-making
activities, or were some trades clearly market-making-related, and others potentially proprietary?
Would al profits be considered legitimate capture of bid/offer spread, or would some portion be
attributed to spread, with the balance prohibited? Can meaningful data be provided to assist the
Agencies in determining the nature of this activity?

We concede that the activity described in this particular example is over-simplified, and
(prohibited or not) it would not by itself reasonably warrant a second look. But in practice, this
bond could be one of many traded by a market maker. It might in fact be used to offset one or
many other positions or even products. It may, asis often the case, be a small piece of alarge
and complicated proprietary strategy within atrading book. When this scenario isimagined with
trades of sufficient size, and is multiplied across a number of different trading books, the risks
accumulate rapidly and such activity cannot be reasonably assumed to be benign.

Clearly there are few reasonable solutions to the regulatory problems posed by bid/offer spreads
within illiquid markets. As noted above, our primary recommendation would be to honor the
statute by removing illiquid and OTC products from the market making exemption. An
alternative remedy would be to require the disgorgement of all profits from market-making
related activities.”” Thiswould eliminate the problem of differentiation of revenues, in addition
to significantly reducing the incentive to take prohibited proprietary exposures.

* FSOC Study, supra note 29, at 24 (“[M]easuring the revenue that is attributable to the bid-ask spread is difficult
and not consistently observable especialy inilliquid markets.”).

" We emphasize that customer-services are rarely profit centers, and the necessity of profiting from the customer-
service of market-making should not be taken for granted.
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b. Hedging

The complicated risk profiles of derivative products require a variety of piecemeal tradesto
hedge each component risk, and each of these hedges presents new exposures that also require
hedging. The trading books of such products quickly become a complicated web of inter-
dependent trades that are increasingly difficult to adequately unwind. Illiquid products, for
which good hedges rarely exist,” are mitigated through proxy hedges™ that are imperfect
(indeed sometimes completely unrelated), but available and economical.®® In other cases, such
risks are seen as uneconomical to hedge at all.®* Thisissueis addressed in greater detail below.

c. Warehousing Illiquid Risk

In explanation of the statutory prohibition of high-risk assets and strategies,®* Senator Merkley
stated:

With respect to the definition of high-risk assets and high-risk trading strategies,
regulators should pay close attention to the characteristics of assets and trading
strategies that have contributed to substantial financial loss, bank failures,
bankruptcies, or the collapse of financia firms or financial markets in the past,
including but not limited to the crisis of 2008 and the financial crisis of 1998. In
assessing high-risk assets and high-risk trading strategies, particular attention
should be paid to the transparency of the markets, the availability of consistent
pricing information, the depth of the markets, and the risk characteristics of the
assets and strategies themselves.®®

%8 See AllianceBernstein’s Comment Letter re Prohibitions and Restrictions on Proprietary Trading — File S7-41-11
6 (Nov. 16, 2011), available at http://www.federalreserve.gov/SECRS2011/November/20111129/R-1432/R-

1432 111611 88542 412445985793 1.pdf (“Certainly there are segments of fixed income markets and OTC
markets where such hedges do not exist or markets where even the best structured hedges fail to protect the hedging
party fully. It isimpossible to predict what the behavior of even the most highly correlated hedge will be versusthe
underlying asset being hedged.”).

* | nterview by Financial Crisis Inquiry Commission with David Bushnell, Former Chief Risk Officer for Citigroup
45 (Apr. 1, 2010), available at http://ebookbrowse.com/2010-04-01-transcript-of -fcic-staff-interview-with-david-
bushnell-citigroup-pdf-d250783037 (“[1]n this secondary trading desk they would take positionsin different
tranches of CDOs, triple B, single A, double A positions, to facilitate customer liquidity and customer inquiries. If
they happened to be holding a position and they wish to hedge its price volatility, they would use another
instrument, ABX indices which traded, in an attempt to hedge the price volatility of the position that they had.”).

% See 156 Cong. Rec. S5894 (daily ed. July 15, 2010) (statement of Sen. Merkley). Senator Merkley alluded to
such hedging practices in his description of the events leading to the 2008 financial crisis: “commercial and
investment banks drove into increasingly risky, short-term, and sometimes theoretically hedged, proprietary
trading.” Id.

1 FSOC Study, supra note 29, at 20 (“In general, it may be uneconomical to completely hedge all of the risk to
which atrading desk is exposed.”).

2 Proposed Rule § _.8(d)(2)(A)(ii) (“No transaction, class of transactions, or activity may be deemed a permitted
activity [] if the transaction, class of transactions, or activity [] would result, directly or indirectly, in a material
exposure by the banking entity to high-risk assets or high-risk trading strategies (as such terms shall be defined by
rule as provided in subsection (b)(2))").

83 156 Cong. Rec. S5897 (daily ed. July 15, 2010) (statement of Sen. Merkley).
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There were few greater contributors to the most recent financial crisis than the warehousing of
largeilliquid positions. The accumulation of assets for which thereis no willing buyer or price
clarity isavery risky practice. When this happens throughout an industry that relies heavily on
very short-term (often overnight) funding, this practice can be systemically disastrous. Itis
inconsistent with Congressional intent for the Rule to create allowances for businesses that
require significant risk-taking as a matter of course; unfortunately, that is the very nature of
market making in illiquid products. Thisissueisamajor concern of the FSOC Study, which
states that inventory management related to market making “is especially complex inilliquid
markets, as a market maker may be required to assume significant market risk between the time
that the large order is purchased and sold back into the market.”®

We are unable to reconcile the allowance for market making in illiquid assets with either the
intentions of Congress, the guidance of the FSOC study, or the true intention of the Agenciesto
prohibit potentially harmful activities within covered banking entities. If legitimate market
making activities require, or otherwise cause, a banking entity to assume largeilliquid positions
(asthe industry claimsit must),® and those positions cause the banking entity to endure
significant losses (as they famously and repeatedly have done), this Rule would be considered a
failure.

d. Provision of Meaningful Data

The implementation of this Rule relies heavily on the idea that prohibited proprietary activity can
be identified through thoughtful analysis of quantitative trade data. This concept in itself raises
serious concerns, aswe will discuss in greater detail later in this document. Regardless, this
supposition assumes that reasonably accurate and meaningful data can be collected. But thisis
often not the case: illiquid and OTC markets ssmply cannot provide much of the relevant data,
either because market conventions deem it inapplicable or because no systems are in place to
reliably captureit. For example, customer initiations cannot be monitored in OTC markets,
inventory turnover is not meaningful for derivatives, and bid/ask spreads are subjective and
unreliable for illiquid products.

Former SEC Chairman Harvey PFill recently stated:
First, there has to be a universal requirement that anyone that takes money from

the public that can have an impact on the economy must provide a continuous
flow of significant data.®

® FSOC Study, supra note 29, at 19.

® See, e.g., SIFMA, The Volcker Rule Restrictions on Proprietary Trading: Implications for the US Cor porate Bond
Market 9 (Dec. 2011) (study prepared by Oliver Wyman Group for SIFMA in exchange for compensation),
available at http://www.sifma.org/workarea/downl oadasset.aspx 7 d=8589936887

(“[T]o serve customersin less liquid asset classes, dealers must hold inventory well in excess of trading volume.”)
[hereinafter SIFMA & Oliver Wyman).

% | nterview by PBS Frontline with Harvey Pitt, Former Chair, Securities & Exchange Commission, available at
http://www.pbs.org/wgbh/pages/frontline/warning/themes/ought.html (last visited February 4, 2012).
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[lliquid and OTC products are unable to provide such data, and their place in the trading desks of
banking entities must be reconsidered. This rule cannot be effectively enforced in the very
markets where it is most necessary: OTC markets where stability and liquidity are most lacking.
Any banking entities or sub-entities hoping to make use of this exemption should be required to
demonstrate that they meticulously ensure that this requirement is consistently and obviously
met. Here, we urge the Agenciesto require all market making—related activities to be conducted
on amulti-lateral organized electronic trading platform or exchange such that the necessary
market factors can be monitored and confirmed. Such necessary factors include:

Time of trade execution

Classification of counterparties (client or dealer)

Demonstrated provision of regular, continuous, and contextual bid and offer prices
Aggressor Identification (which party was the provider or taker of liquidity)
Market side (execution down at the bid or up at the offer)

e. Near-term Demands

The requirement that market making—related activities not exceed the reasonably expected near-
term demands of clients presents serious potential conflicts of interest, in addition to itslack of
applicability toilliquid and OTC markets. We have submitted an alternative Market Making
Commentary at Annexure C, wherein we have removed the language of this requirement.

The definition of good and useful market making does not depend on the nature of the market
being made. If any instrument or market cannot meet the requirements of this Rule, changes
should be required within that market in an attempt to conform, otherwise it should be
considered prohibited activity.

2. [liquid and OTC Markets

It is clear that much of this Proposed Rule has been based on the assumption that the relevant
activity will occur within highly liquid and exchange-traded equity markets. Although thisisan
excellent simplifying factor, it istremendously unrealistic. The Commentary in Appendix B
delineates how this assumption tends to account for only the most liquid and transparent markets
(i.e, listed equities, U.S. Treasuries), and fails to accurately describe market making in most
illiquid or OTC markets. We find this particularly troubling, given that this benchmark asset
type was not considered to be a contributor to the most recent crisis and is not expected to
present significant opportunities to evade the Volcker Rule. [lliquid markets were and
continueto be havens of risky and irresponsible activity, yet they are largely forgiven
throughout this Rule.

We have submitted an alternative Market Making Commentary, attached as an Annexure C to
this comment letter. Our major concern in providing alternative language was to address the
excessive flexibility in the current Commentary’ s interpretation of illiquid products. We have
emphasized throughout this comment | etter that the potential for proprietary trading in illiquid
marketsis massive. An unfortunate consequence of the generalized language in this
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Commentary and throughout the Proposed Rule may be the shift of risky practices out of liquid
and transparent markets into the less regulated illiquid and OTC products. We have provided
alternative language with more stringent requirements for illiquid and complex products, such
that they are held to the standards outlined in this Rule more closely.

We outline below the specific issues that we attempted to address in our aternative
Commentary.

a. Removal of Bid/Ask spreads as Legitimate Trading Revenue

Revenue generated by capturing bid/ask spreadsis functionally identical to gains from price
movements in the underlying securities. We reject the notion that thisis either indicative of bona
fide market making or practically feasible to implement, and have removed this from the list of
indicia.

b. Revenue per Unit of Risk Taken, Consistent Profitability, and Earnings
Volatility

Thisis an extremely important and necessary factor that will provide invaluable information
about the nature of the trading activity. We have seen atremendous amount of concern by
banking entities and their lobbyists regarding this particular point.%” Their concern servesto
illustrate the strength of these factors in identifying prohibited activity. We would like to
emphasize that trading books with sufficiently low risk and consistent customer-servicing
activity will be able to adequately demonstrate the qualities listed above.

c. Reasonably Expected Near-term Customer Demands

We reject the notion that an estimation of the “near-term demands of clients’ is a meaningful
consideration inilliquid markets. The question of “if” there will be demand (near-term or
otherwise) is of much greater importance than the degree of such demand, should it exist at all.
Regardless of whether such demand is resulting from or in anticipation of client activity, the
Rule servesto allow banking entities to warehouse significant illiquid risk for extended periods
of time because that is just how illiquid markets work. We seethisasagrievous logical error
that should be stricken from the Commentary and seriously reconsidered by the Agenciesin
general. Thisissue will be discussed in greater detail below.

" See, e.g., SIFMA & Oliver Wyman, supra note 65, at 10 (“Many elements of the compliance regimein the
Proposed Rule seem to be based on an assumption that market making functions should show consistent revenue,
risk taking, and trading patterns, both over short time periods (day to day) and across different periods of market
conditions. In both more and less liquid markets, customer flows are often ‘lumpy’ (e.g., viafacilitating block
trades), and volatile risk-taking and revenue are natural consequences for market makers. In addition, market
conditions—and the way market makers both serve customer needs and manage their own risks—can shift
substantially over time.”).
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3. Anticipation of Near-Term Client Demands

Liquid exchange-traded products often make use of metrics of market transparency to provide
market makers with useful information about market depth, which in turn allows them to form
reasonable expectations about their customers' near-term demands.®® All other markets (namely
OTC and illiquid) lack the fundamental structure that allows for such insights. In practice, such
near-term demand is most often estimated by vague intuitions like: “ The market is going up, so
my clientswill probably want to be buyers,” or, more troublingly, “1 want to buy here, so my
clientswill likely want to buy aswell,” or unlawfully, “I have non-public information that
indicates that my clients will be buyers.” This concern was raised in the Supplementary
Information for this Proposed Rule,®® but the Rule fails to address this concern by requiring that
the other sources of such information be demonstrable and verifiable by regulators.

Specifically, amarket maker could justify the accumulation of prohibited proprietary exposures
by claiming that they are driven by his unique understanding of his client base and their expected
activity. Such aclaim would be practically impossible to confirm, particularly in less liquid or
standardized markets. Even more alarming is the functional similarity between such activity and
the common understanding of front running.

Conventional market makers have always walked a very thin line between legitimate client
intermediation and illegal front running. As market makers contemporaneously execute
customer orders and proprietary strategies, it is often difficult to meaningfully differentiate
between true trading profits and potentially ill-gotten gains. In general, it is our expectation that
the reduced capacity for market makers to take proprietary positions as aresult of this Rule will
move to significantly re-align the interests of banking entities and their customers.

This effect, however, will be seriously undermined by what we see as a significant logical error
in the structure of the market making exemption in this Proposed Rule. Namely, the
classification of “near-term customer demand” in the Supplementary Information servesto
require a market maker to effectively front run his customers in order to qualify for the
exemption. We take the following legal definition of front running:

Frontrunner[s] use their access to material nonpublic market information to take
unfair advantage of other market participants.”

The Proposed Rule makes it very clear that a banking entity may not accumulate inventory in
advance of customer trades, unless such accumulation is based on specific information about the
near-term demands of their client base. Presumably, such specific future flow information would

® For instance, such information can include Level 2 market dataor NASDAQ's Depth of Book data.

% NPR at 68,871 (discussion of the third market-making criterion, § _.4(b)(2)(iii)) (“In order for abanking entity’s
expectations regarding near-term customer demand to be considered reasonabl e, such expectations should be based
on more than a simple expectation of future price appreciation and the generic increase in marketplace demand that
such price appreciation reflects.”).

" U.S. Genera Accounting Office, Securities and Futures Markets: Efforts to Detect Intermarket Frontrunning,
GAQO/B-245321 (Washington, D.C.: Sep. 26, 1991), available at http://archive.gao.gov/d18t9/145088.pdf.
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be considered “nonpublic.” Further, banking entities may not base such anticipatory
accumulation on what would be public information, such as general market expectations of price
appreciation. We seein the NPR’sdiscussion of 8 _.4(b)(2)(iii):

In order for abanking entity’ s expectations regarding near-term customer demand
to be considered reasonabl e, such expectations should be based on more than a
simple expectation of future price appreciation and the generic increase in
marketplace demand that such price appreciation reflects. Rather, a banking
entity’ s expectation should generally be based on the unique customer base of the
banking entity’ s specific market-making business lines and the near-term
demands of those customers based on particular factors beyond a general
expectation of price appreciation.”

It is difficult to imagine a situation then, where a banking entity would be accumulating demand
based on legitimate public information that is “related to clear, demonstrable trading interest of
clients, customers, or counterparties,” ? as such information is indeed rarely made public.

We see the clear potential for conflict and confusion with respect to this Rule, and suspect that
market makers may begin engaging in increasingly conflicted activities under the protection of
this Rule. We see the demand anticipation criterion as not only unnecessary to the description of
bona fide market making, but also a potential source of great divergence in the interests of
market makers and their clients. This potentially harmful conflict of interest was highlighted in
the FSOC study,” and we urge the Agencies to reconsider the appropriateness of this
requirement in light of the coinciding statutory prohibition of such a conflict.” Anticipatory
accumulation of inventory should be removed from the description of market making, and
considered to be prohibited proprietary behavior.

Generally, we conclude that the assumption underlying the Supplementary Information’s
description of this allowance is that market makers are engaged in substantive and trusting
relationships with their client base. Thissituation isidealized, extremely rare, and highly
unreliable. In practice, thislevel of trust can (and often does) trandlate into an “ Order Basis”
relationship, meaning the market maker is given the exclusive direction to execute at a given
price on behalf of aclient. Clearly, such agency activity would not require the significant
accumulation of inventory to meet future demand. We would like the Agenciesto consider the

" NPR at 68,871 (emphasis added).

21d. (discussion of the second market making criterion, § _.4(b)(2)(ii)) (“bona fide market making-related activity
may include taking positions in securities in anticipation of customer demand, so long as any anticipatory buying or
selling activity is reasonable and related to clear, demonstrable trading interest of clients, customers, or
counterparties.”)

" FSOC Study, supra note 29, at 48 (“Proprietary trading presents potentially serious conflicts of interest between a
firm‘s activities that take a directional view and the customer-serving activities that should facilitate proper
functioning of markets. A customer could unknowingly suffer financial injury if, for example, the firm were to trade
ahead of customer orders or anticipated orders for financial instruments and profit from changes in the market price
resulting from the customer‘s order. Or the firm could trade based on information about a future underwriting deal
for the customer, or knowledge of a customer's portfolio of securities.”).

12 U.S.C. §1851(d)(2)(A)(i).
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value of risk-taking market makersin the following context: those market makers that can
accurately and reliably estimate near-term customer demand could potentially perform their
function nearly as well on an agency basis. Consequently, those who cannot do so should not
meet the requirements of the market making exemption.

4, Riskless Principal Transactions

Asitiscurrently written, the permitted riskless principal transaction exemption appears to share
more qualities with an option than a back-to-back pass through. Inatruly “riskless’ transaction,
there exist no opportunities for the banking entity to influence the transaction’svalue. We
propose specific language to be added to the Rule such that the time and price of any relevant
trade is known and agreed upon by both parties. When timing and price need not coincide on
both legs of ariskless principal transaction, optionality emerges, which can only be
disadvantageous to the client.

We suggest the following alternative definition of riskless principal transaction:

The covered banking entity is acting as riskless principal in atransaction in which
the covered banking entity, after receiving an order to purchase (or sell) a covered
financia position from a customer, purchases (or sells) the covered financia
position for its own account, to offset a contermperaneous simultaneous sale to (or
purchase from) the customer, where the purchase price and offsetting sale price
are identical, exclusive of any explicitly disclosed markup or markdown,
commission equivalent, or other fee;

It is clear that any deviation from this structure implicitly includes an element of proprietary
trading, and explicitly incentivizes speculative activity. This particular wording would ensure
that, when acting as ariskless principal, a banking entity isin fact passing on all gainsto the
client and is constrained to benefit in no other way.

5. Client, Customer, Counterparty

The need to identify and quantify which trades are in fact customer servicing and “customer-
initiated” " is central to the implementation of this Rule. This can only be sensibly accomplished
with aclear and specific definition of customer.

Relationships that are “indirect” should never be considered legitimate customer relationships.
Theinclusion of “indirect” customer relationships would dilute the Rule and render it ineffective.
The inclusion of indirect relationships would define a banking entity’ s customer base to include
all direct customers, customers of their direct customers, and all iterative extensions of such.

The explicit differentiation between Direct and Indirect, as well as the explicit exclusion of
Indirect from the definition of customer, is essential.

® FSOC Study, supra note 29, at 3.
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We urge the Agencies to consider that banking entities will undoubtedly seek to benefit from
broadening their “customer” base, through which they will be able to make use of the applicable
exemptions within this Rule. When considered in combination with the absence of “bright-line”
prohibitions of risky activities, this Rule may incentivize improper solicitation of customers by
banking entities.

Finally, the FSOC specifically calls for the Proposed Rule to explicitly define the characteristics
of aclient, and these factors (direct vs. indirect relationships, nature of initiation) should be
considered central to such adefinition. We propose the following definition of “customer, client,
or counterparty” to be used through out the Proposed Rule:

A customer is a counterparty that is NOT itself a covered banking entity, and with
which a banking entity has a direct and substantive relationship, which was
initiated by the client prior to the transaction.

For the purposes of the Market Making exemption, “client” and “ counterparty” should be
removed from the language of the Rule, and it is critical to the effective implementation of the
Rule that the term “ customer” be well-defined.

6. Compensation I ncentives

Thoughtful and responsible compensation regimes will undoubtedly be one of the most
important tools for effecting immediate and substantive improvements to the banking industry,
and it follows that this requirement will present the greatest incentives to evade. We are pleased
with the prominence of such compensation incentives within the structure of the Proposed Rule,
but we have serious concerns with the degree of freedom that the Agencies allow banking
entities in designing such regimes. It is unclear that the Agencies could collect sufficiently
accurate or indicative data to reasonably measure the degree to which this requirement is met.
We urge the addition of a clear explanation of how such a compensation design must be
structured, with specific requirements to ensure the practicality of quality enforcement.

All compensation incentives must be, at the very least, based on a metric that meaningfully and
responsibly accounts for the risk underlying profitability. Rewarding pure Profit and Loss
(“P&L"), without consideration for the risk that was assumed to captureit, is a specific and
identifiable characteristic of an arrangement that incentivizes proprietary risk taking.
Conversely, incentives that are clearly based on customer satisfaction and prudent risk
management will generally be consistent with, and serve to promote, the intentions of the statute.

One method to effectively “weight” revenue with respect to risk could be setting a maximum
compensation when the trader’ s VaR is 0, with adliding scale that decreases pay as VaR
increases. The customer service component is measurable in many ways, including taking
qualitative surveys of clientele in amanner similar to the exhaustive surveys by independent
consultants that are commissioned regularly by banking entities. Presumably, in the absence of
prospective proprietary trading profits, banking entities will be re-evaluating their business
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structure to ensure that market making isin fact a valuable customer service, and should develop
systems to quantify and monitor the real value of each trader in this context.

It isimportant to emphasize that the skillset required in a successful risk-taker differs from that
required in a successful customer servicer. Itistruethat a shift inincentives will likely
discourage skilled proprietary risk-takers from pursuing careers as market makers. The same
shift, however, will encourage skilled customer servicersto join afield that has been long
dominated by proprietary speculators. The suggestion that “talent” will flee banking entitiesas a
result of thislegidation is clearly not a sensible one.

The Supplementary Information and Appendix B Commentary serve to significantly water down
the sentiment of the compensation requirement. For example, the Supplementary Information
weakens the Rule™ by adding the word “primarily,””” and should be substantially re-written.
The Commentary in Appendix B explains that some consideration of profitable hedging
activities should be acceptable, which implicitly provides for inappropriate incentives.

For example, consider two market makers that trade similar products with a similar client base.
At the end of ayear, both traders have traded comparable volumes, received comparable ratings
from their customers, and both have negligible VaRs at year-end. If trader A has made $1mm
profit, and trader B isflat at the end of the year, it may be reasonable to conclude that trader A
has captured this profit by conducting superior risk-management activities throughout the year.
Viewed another way, any significant gains should be seen as equivalent to potentially significant
losses in aless agreeable environment, given that proper hedging will always limit both gains
and losses of an underlying position. It could be determined that Trader A conducted a hedging
strategy that exposed him to sufficient risk to enable $1mm profit (or loss). The circumstances
of such asimplified comparison will rarely exist in practice, and clear performance benchmarks
will be difficult to establish. There is much wiggle room in this consideration, and we see great
risk and little reward to explicitly allowing for it in the Commentary in Appendix B.

In consideration of technical issues, thereis an inconsistency between the Rule Text and the
Supplementary Information with respect to explanatory facts and circumstances. A footnote’ in
the Supplementary Information states the obvious fact that such facts and circumstances could
not reasonably exist to explain compensation incentives that are inconsistent with the Proposed
Rule. Acknowledgement of this fact should be made explicit in the Rule Text itself, which
currently allows for explanatory facts and circumstances regarding all of the market making
criteria, including compensation incentives. We have proposed significant improvements to the
language of the Commentary in Appendix B, which we have submitted as Annexure C to this
letter.

" Proposed Rule § _.4(b)(2)(vii) (“ The compensation arrangements of persons performing the market making-
related activities are designed not to reward proprietary risk-taking.”).

" NPR at 68,872 (discussion of the sixth market-making criterion, § _.4(b)(2)(vi)) (“[A] banking entity relying on
the market-making exemption should provide compensation incentives that primarily reward customer revenues and
effective customer service, not proprietary risk-taking.”) (emphasis added).

8 1d. at 68,891 n.201 ( “The proposed commentary does not contemplate explanatory facts and circumstances for
the compensation incentives factor, given that the choice of compensation incentives provided to trading personnel
is under the full control of the banking entity.”).
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7. Numerical Thresholds

In general, we believe that numerical thresholds will be useful to the Agenciesin guiding their
own operational technigques for monitoring compliance. We encourage the Agencies to develop
such thresholds and keep detailed records on the frequency and degree to which they are
exceeded. A regular pattern of excessive breaching of such limits should be treated with
penalties and increased scrutiny of all trading activities.

We would caution, however, against incorporating such thresholds directly into the language of
the Rule for several reasons.

First, we see explicit targets and numerical boundaries as easily abused and evaded by banking
entities. In light of the many creative structures that banks use to evade accounting and tax
rules,”® our collective experience overwhelmingly confirms that risk managers at banking entities
are indeed uniquely capable of massaging data such that it avoids triggering increased oversight.
In light of the extensive explanation of prohibited vs. permitted activity throughout the balance
of the Proposed Rule, it is clear that banking entities have sufficient guidelines to determine the
permissibility of future activities. The thresholds used by the Agencies to prompt additional
investigation should be known by the Agencies alone.

Furthermore, due to the constantly evolving nature of financial markets, having hard-coded
numerical thresholdsin the Final Rule would provide extensive complication in the future as
these thresholds would need to be constantly revised and updated. We see significant risk and
limited advantage to including hard numerical values within the Rule.

8. Compliance Requirements

A comprehensive compliance regime is certainly the cornerstone of effective corporate
governance, and we are pleased with the priority that this was given throughout the Proposed
Rule. We do, however, find that the programmatic requirementsin this Proposed Rule have
some serious shortcomings, and we would strongly caution against placing undue reliance on this
facet.

It is worth emphasizing that all major banking entities have had extensive compliance regimesin
place for many years, and yet they did not prevent the various systematic failures that occurred in
the 2008 financial crisis. In our experience, as a group that includes current and former
compliance officers, risk managers, IT professionals, and traders, the general attitude toward
compliance throughout the industry is one of contempt. Compliance requirementsare viewed
as a nuisance, and compliance officers are frequently ignored. This attitude yields evasion of
rules, incomplete or inaccurate data, and manipulation of programmeatic weaknesses. That being
said, we do not mean to diminish the dire necessity of robust compliance policies and procedures
throughout banking entities. At the very least, we hope to discourage over-reliance on, and
unrealistic expectations for compliance regimes within aregulatory framework. At best, we

" Joseph Cotterill, Repo 105: the Fun Sarts all Over Again, FT Alphaville, Mar. 29, 2011,
http://ftal phaville.ft.com/blog/2010/03/29/190356/repo-105-the-fun-starts-all-over-again/.
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hope to highlight the need for a cultural overhaul within banking entities such that these kinds of
policies and procedures are met with due attention and respect. We hope that the Agencies make
thisapriority, to the extent that they are able to do so.

A straightforward way to improve the efficacy of compliance regimesisto enact are-focusing of
compensation incentives within compliance organizations of covered banking entities. A two
tiered approach could 1) bring the general level of compensation of compliance professionals to
be morein line with those in the front office, to more accurately demonstrate the importance of
these roles to the quality of the banking entity itself, and 2) require a compensation design which
explicitly rewards quality practices and their implementation.®*® Similarly, banking entities
would be served by applying the same structural changes to other important operational groups
such as Product Control, Operational Risk Management, and Information Technology.

C. Risk-Mitigating Hedging

Our general interpretation of the Risk-Mitigating Hedging exemption is that all proprietary trades
can be effectively designated as the hedge of some specific risk to evade prohibition. Inan
attempt to account for the substantial differences among traded instruments, the Rule has
broadened the scope of permissible hedging activity to ubiquity. We will address our specific
concerns with respect to the Risk-mitigating Hedging exemption below.

1. Hedged Risks

The Proposed Rule requires a tremendous amount of additional clarity with respect to
reasonable, regulated hedging policies.

The Ruletext in 8§ _.5(b)(2)(ii) requires that a transaction:

[h]edge[] or otherwise mitigate][] one or more specific risks, including market
risk, counterparty or other credit risk, currency or foreign exchange risk, interest
raterisk, basisrisk, or similar risks, arising in connection with and related to
individual or aggregated positions, contracts, or other holdings of a covered
banking entity;

Theinclusion of “basisrisk” raises several serious concerns. First, there is no definition of basis
risk in the Proposed Rule. Thisis aserious omission, given that basisrisk is generally
understood as the risk that two assets move inconsistently with each other. Basically, abasis risk
exists between any two assets at all times, and should not be considered an appropriate type of
hedge under this exemption, absent extensive further clarification.

8 programs such as the SEC’ s Whistleblower program are a relevant incentivization program that may be used as a
reference for such reforms. Sec. & Exch. Comm'n, Dodd-Frank Act Rulemarking: Whistleblower Program,
http://www.sec.gov/spotlight/dodd-frank/whistleblower.shtml (last visited February 4, 2012).
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In its explanation of § _.5(b)(2)(iv), the Supplementary Information indicates that basisrisk is
intended to reference the imperfection of ahedge, and implies that basisrisk (like counterparty
risk) is an exposure that need not be exhaustively mitigated in market-making operations:

However, the proposal also recognizes that any hedging transaction will
inevitably giverise to certain types of new risk, such as counterparty credit risk or
basisrisk reflecting the differences between the hedge position and the
related position; the proposed criterion only prohibits the introduction of
additional significant exposures through the hedging transaction.®*

We see enormous potential for evasion of this Rule by designating any proprietary exposure as a
“basisrisk,” thereby subjecting the exposure to the hedging exemption. For instance, it seems
that a banking entity could ssimply take a proprietary position by hedging half of an offsetting
market-making exposure, and designating the other half asa*“basisrisk” to the degree that the
hedge does not fully mitigate the underlying trade.

Furthermore, proper and diligent hedging of derivatives will generaly involve one primary
hedging transaction, followed by exclusively-basis hedges as secondary exposures require
dynamic hedging. Therefore, it isexpected that “basis risk” hedging will comprise the majority
of all hedging-related activities in many products, and a robust and specific definition and
explanation of thisrisk isessential.

2. Hedge Correlation and Appropriateness

It would be disingenuous to presume that there is not broad agreement by traders about which
products are appropriately correlated hedges for their own books. Those assets that are
appropriate hedges for any given transaction are widely known and accepted throughout its
market; they comprise alimited universe. There should exist a central database that catalogues
the hedges that are consistently appropriate for each product. Thiswill eliminate confusion
about what is considered to be “reasonably correlated” for the purposes of this exemption. The
only indication of what is intended as “reasonable” comes from the Supplementary Information
of the Proposed Rule:

A transaction that is only tangentially related to the risks that it purportedly
mitigates would appear to be indicative of prohibited proprietary trading.®

We understand this to mean that the Agencies define “reasonable” as somewhere between
tangentially related and perfectly offsetting. Thisis an unworkably broad definition. Itis, of
course, not uncommon for correlation to exist among a variety of semi-related financial
instruments. Increasingly, banks are devel oping sophisticated hedging algorithms to determine
the cheapest hedge that satisfies correlation inputs, leading to decreased reliance on common-

8 NPR at 68,876 (discussion of § _.5(b)(2)(iv)).
8 d. (discussion of § _.5(b)(2)(iii)).
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sense oversight.®% The degree of correlation, horizon over which the correlation exists, and
circumstances causing the correlation to exist are important considerations that are undermined
by the inclusion of the word “reasonably.”

We would like to urge the Agencies to exercise caution in their assessment of the
appropriateness of certain hedges. Many products can be manipulated such that they artificially
assume a reasonable correlation that is based on purely technical, rather than fundamental
factors. A common practicein illiquid markets, for instance, isfor traders to adopt some
unrelated but comparatively cheap asset asa“hedge’ for their products. With enough
sponsorship, such a proxy hedge can abandon its own fundamental s and adopt the technical
gualities of the asset that it is meant to hedge. In times of stress, this artificial correlation can
break down quickly and turn a hedged position into two naked exposures. Thisis a dangerous
but common practice that should not be permitted within this Rule' s hedging exemption, but will
require thorough supervision to prevent. A hedge reduces exposure, or elseit is not, by
definition, ahedge. Thispoint isof great concern to us.

Good hedges will always be able to meet strict requirements, and the Agencies should insist that
they will not allow for inappropriate flexibility in this exemption. The current hedging
requirement will lead to extremely complicated risk profiles as banking entitiesincreasingly rely
on the cheapest satisfactory hedge, and go on to further hedge the extraneous exposures that
result from such imperfect hedging. Thiskind of forward-looking oversight encourages
responsibility and combats attempted evasion.

3. Hedging Documentation Requirement

The documentation requirement in the Rule applies only to hedges established by managers, not
the specific market makers that also intend to rely heavily on the risk-mitigating hedging
exemption. Any applicable documentation can be easily and quickly produced by traders, if they
arein fact conducting atrade with a specific hedge in mind, asisrequired. The implication,
then, is that market makers need only provide a post-hoc explanation for atrade’s reliance on
this exemption, which (given the enormous scope of related risks allowed in the Rule) will be
easy to abuse. We urge the Agenciesto remove al referencesto “levels of organization” in the
language of § _.5(b), as the necessity for compliance is irrespective of seniority. Additional
documentation should be required of all trades that intend to rely on the risk-mitigating hedging
exemption. The process for confirmation and substantiation of trades utilizing this exemption
should be streamlined and accessible for regulators to monitor.

Asagroup that includes former traders, we feel that it isimportant to emphasize that traders are
typically intimately aware of their risk profiles at all times, and the impact of trades they

8 See |zabella Kaminska, Rise of the Central Execution Desk, FT Alphaville, Oct. 4, 2011,

http://ftal phaville.ft.com/bl0og/2011/10/04/69251 1/rise-of -the-central -execution-desk/ (“ Since no bank is naturally
privy to perfectly balanced flows, it’s increasingly becoming the role of quant teams to identify cheaper hedging
alternatives which happen to work just aswell as hedging with like-for-likes. This applies to both banks' internal
‘matching’ strategies as well asto what instruments they use for hedging their net positionsin the wider market. It's
also one reason cross-asset trading has also become so popular.”).
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conduct. If atrader does not have time to jot down afew known details of a given trade, the
Agencies can be assured that he has not thought through the impacts of the trade, which
consequently cannot be considered a legitimate risk-mitigating hedge.

Here we will propose an example of responsible documentation requirements:

Each trade should explicitly note which specific risk it isintended to hedge. If it isan exactly-
offsetting trade (i.e., abond sale to hedge a previous purchase of the same bond), the trader must
write down the approximate current risks in that asset (e.g., Duration, Treasuries, etc.), and the
approximate offset that will be caused by the given hedge. These running-total approximations,
then, should match the asset’ s official intraday risk at all times, which can be easily confirmed by
regulators. If it isan imperfectly offsetting trade (i.e., abond sale to hedge a previous CDS sdle),
the trader must write down the approximate current risks in both assets (DV 01, IR risk, bond
risks, etc.), the approximate offset that the trade will provide in the applicable risk type(s), and
the new risks caused by the imperfect hedge (e.g., basisrisk, treasury risk, etc.).

It will undoubtedly be argued that thisis an impossible requirement for traders to document with
each trade, due to the fast-moving nature of their business. Thisis patently untrue. Traders have
always, of course, found time to record the execution details of every trade at the time of
execution, and the requirements above will add only afew more keystrokes to an aready
streamlined process. All competent traders necessarily have the relevant approximationsin mind
for every trade all day long, and any trader who claims that such requirements take too much
time should be seriously examined for competency in his product. This set of requirementsisa
simple and meaningful way to ensure that all trades indeed have a permitted and deliberate
intention at the time of execution, and provides regulators and managers with areal-time,
intuitive way to monitor compliance. Automation and increased reliance on electronic platforms
will also serve to ease time requirements and increase accuracy of such data. Thistype of
requirement has the added benefit of encouraging traders to focus on maintaining an accurate and
responsible understanding of their risks as such risks evolve throughout the day. Extensive
additional documentation requirements are necessary to achieve compliance with the Proposed
Rule. The“burden” of quickly committing known information to paper or database is both
negligible and essential for the proper implementation of the Rule.

4, Portfolio Hedging

We are alarmed by the focus on “portfolio hedging” throughout the risk-mitigating hedging
exemption. We interpret the intent of this exemption as relating to Delta One or central
execution desks that have become ubiquitous across banking entities in recent years. Certainly
these central hedging operations pose significant risks, as famously exemplified in the rogue
trading scandal that caused a $2.3 billion lossin 2011.%* Whileit is clear that such practices
necessitate increased oversight and significantly improved risk-management procedures, there
are other instances of aggregated hedging that will be inappropriately included within “portfolio
hedging” that require consideration. Even outside of central execution desks, many risks are

8 Frank Jordans, UBS Rogue Trader Losses Reach $2.3 Billion, CEO Not Resigning, Huffington Post, Sep. 18,
2011, http://www.huffingtonpost.com/2011/09/18/ubs-rogue-trader-losses n_968491.html.
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currently managed on an aggregated basis, due to the numerous, and often compounding,
proprietary portfolios that exist on every market making desk of every covered banking entity.
With so many independent strategies at play, it is not uncommon for large exposures across a
variety of assets to result when they are combined in the view of amanager. Management will
often make use of a“back book” or “management book” for the dual purposes of conducting
broad-line hedges against lumpy trading-desk exposures, and taking proprietary positions that
fall outside of the mandate or risk-limits of an individual trader. While it is expected that such
obvious proprietary exposures will diminish with the implementation of this Rule, we fail to
understand the continued relevance of most management hedging operations once individual
trading books pare their component exposures. We are troubled by the potential for such “back
books” to become havens of prohibited proprietary activity after the implementation of this Rule.

A specific requirement that each type of exposure be designated as one that is he