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JOHN S. REED

february 13,2012
Office of the Comptroller of the Currency
250 E Street SW. Mail SlOp 2-3
W.shiI1!.10n, DC 20219
Rin: 1557-Ad44

Ms. Jennifer Johnson
Secretary to the Board of Governors of the
Federal Reserve System
20th Street and Constitution Avenue, NW
WaShington, DC 20551
KIN: 7100 AIH2
Mr. Roben Feldman
Executive Secretary
Federal Deposit Insurance Corporation
550 171h Slreel, NW
Washington, DC 20429
Rin: 3064-AdB5

Ms. Elizaheth M. Murphy
Secretary, Securitics and Exchange
Commission
100 F Street, NE
Washington, lJC 20549
Rin: 3235-AI07
David 1\, Sl3Wick. Secretary of the

Commission
Commodity Futures Trading Commission
Three Lafayette Centre, 1155 21st Street,
NW.
Washinglon, lJC 20581
RIN: 303R-AC

Care of Email: eomments(a),fdic.g,ov

RE: Proposed Rule 10 Implement Prol,ihition,~ and Re.\'tr;cl;ons on Proprietary Trading and
Certain Intl!reJtJ in, and Relationships with, Hedge Fund.f and PrivatI! Equity Funds

Dear Sirs and Madams:
'write to reaffirm my support for the Volcker Rule's strong and sweeping efforts to establish a
modernized Glas5-Steago.ll wall between traditional c1ient·urientt:d banking and the high-risk
trading activities that helped caU!it: the collapse of the world's finnncial system. To achieve thai
goal, I urge you to :strengthen the proposed rule as I outline helnw.
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A!; r have said before) the recent financial crisis demonstrated all too clearly the twenty year
deregulatory ~xperjment in combining commercial banking with risky trading activities
frequently found in investme nt banking, failed. In 2007 and 2008, losses in the major financial
tinns from trading positions and oft:balance sheet funds quickly decimated the availability of
credit and seriously damaged the U.S and global economy. Indeed, today ' s I,;onlinuing slow
recover in the u.s. and the credit crisis in Eu(op~ is a direct aftermath of the collapsc ofl008 .
Sadly. recent cases in the media, including UBS and MI' Global. demonstrate that risk
management and contlicts 01" imerest systems are nol alone sullicienl to deal with the threat of
high risk trading. When a firm is focused on market gain. it will employ every available device
to achieve those gains - induding taking advantages of dients and putting the finn ai' risk. And.
whcn it is large enough to be a threat to systcmic stability, it is able to avoid the constraints of
marker discipline which apply to smaller actor'i. Tn short.. linle will stand in the way of it
becoming a threat to systemic stability.
The Volcker Rule is a critical response to this problem. and the proposed rule takes an important
step forward in pulling into place the pr()hibition on proprietary trading and positions in private
funds. However, 1 am concerned it docs not oftcr bright enough lines or provide strong enough
penalties for violation. J offer specific suggestions helow.
SiKn Qff

Accountability is crucial to success in business, and I believe that accountability starts allhe top,
with tone set by the board of directors and the chief executive officer. Far too many senior
e)(t!eutives believed their duties 10 their shareholders were simply to maximize shon-tcnn
profitability, and ignored their fiduciary duties to provide for long-tenn stability iUld ~w.;cess.
The results wert! catastrophic tor those shareholders, and lor Ollr tinancial system.
The Proposed Rule directs that boards and senior management should take an active role in
designing internal controls and compliance guidelines. This is important, but it does nO[ go far
ennugh in requiring accountahility for results. I propuse that chief executiv~ ()flicer, the senior
officer responsibl e for trading. his equivalent responsible for risk management, and his
equivaJ~nt responsible to r ;,\ccuunting wilhin Iht! ITdding unit sign a slat~ment each quarter staling,
that to the hest of their individual knowledge the operations of the trading unit were conducted
lkithin the lener and spirit of the Volcker Rule.

Mlirkef-Making and Hedging
At present, the proposed rule appears to enforce the separation between hedge fund-like
proprietary trading from market-making by collection of certain metrics and then application of
certain presumptions to the metrics. Unfortunately, the proposed rule leaves it entirely to the
di!;cretion orlhe su~rvisors 10 determine when a preswnption actually has been violated and
includes no discussion of enforcement or penalties. As such. it is entirely unclear whether this
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rult: will actually be enforced. At the same time, banking vrganizations are fcorful that without
bright lines to clarify what they Ciin and cannot do, they wiU no( be able 10 structure their
businesses. 1 believe that businesses have a legitimate interest in clarity 8S to what is pennitted.,
although the most likely result of this situation is thai supervisors Over time will not end up
meaningfuJIy enforcing the provision at all , and industry will continue to do everything they
were ahle to do thai eaU!ied the cri~i.~ .
AClXlrdingly, 1 urge the regulators to provide clear bright lines: ~garding what types of markelmaking are permitted. This should be accomplished through bright line numeric.al presllmptions.
mosllikely set by rcvenue-ta-risk metrics and inventory turnover metries on an as5el-hy-assct
basis. Positions should also he fully hedged. This type of approach would pennit distinction~ to
be drawn between asselS that tum over in minutes and hours from those that turn Over in days.
Anything beyond this pcrmilLtd space should be presumoo to be impermissible proprietary
trading. Also. the presumption could be negated if high volAtility or olht:r metrics suggest that
activit)' within the presumed space is nOI market-making. Although industry and reform
advocates might argue about how loose or tight the preswned compliance space is, at least
e veryone would know what it is.
I am also concerned thai the proposed rule continues to permit market·making in ~nme assets
where there is no real market. Customized, structured products. OTe derivi:ltives. and any other
assellhat "trades by appointment" cannot be said to be part of any market. There does nut
appear to be any evidence that the rapid expansion Or these products in the last fifteen years has
produced any important benefits to the real economy . Instead, we aU know the costs. The
Volcker Rule supports the efforts to Title VII deri vatives refonn by limiting deri vatives in banks'
trading accounts to products that have true tradi ng markets, and which are exchangc traded and
centrally denred. If customi:ted derivatives and structured products arc truly client-serving, they
should be treated like the loan the)' truly are and be subject to the capital charges appli~d to
bcspok~ luans. along v.rith additional chargcs to c()vt:r any risks of margin call s. They should not
be subsidized through treatment as a " trading" asset that is only a... risky as the latest value·at-risk
calculation.
Cnmpcnsafion
I urgc mllch stronger tools be deployed to align incentives between those enl:ased in trading
activities permitted following the Volcker Rule - markct-mak ing and hedging - with meaningful
VoIder Rule compliance. In ret:ent years, the incentives of management and traders atloday' s
massive, pubJicly-tradt:d banks are geared towards short ttrm profits - both the finn's and their
own - and not towards the long-term well-being of their employer or their clients. Boards of
directors hav~ obligations to maximize sharehulder value. and no matter how much th~y and
milnagement attest to .he contrary, they too naturally locus on short tenn performance. As one
competitor' s risky trading boosts its earnings and relative short term performance, others will be
pressured--by the markets, and their own economic sel f· interest- to follow su it.
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00 not get me wrong - market-making is profitable · but its profitabili ty is a moderate Dnd
steady profitability, analogous to the kind present in commercial banking that supPOr1S clients.
Done properly. it does nllt a llow for the outsized returns of high-risk proprietary bets or for the
risky leveraged carry trades that arbitrage different DSsets and funding markets. Without strong
rules that align intere~ts. we will see another race to the bottom, as lrader~, management.
diret.:tors, and even shareholders will seek to ga.me even the best wrinen rules goveming
permitted trading in the hope th~t they can anain the supersized rewards made possible hy high
risk investments.
To minimize this possibility, I urge that traders be paid based on the resl4lts oftbeir marketmaking and hedging activities aftcr those positions art~ fully unwound . Properly crafted, such a
rule would discourage them from carrying inventory and cneourage them to gel out of positions
as soon as possible, which is a characteristic of market-mak.ing Dnd re~qxmsible hedging. It wiJi
also limit the practice of coll~cting bonWies based on the price appreciation of assets in the shortterm, when the long-term performance of the assct is highly questionable.
In addition. compensation should be adjusted by risk or based on perfonnance relative to an
outside object indicator - for example. an index reflecting the relevant market being traded.
Anyone uuly engaged in market-making cannot outperform the index since it is not possible to
obtain "alpha" through markel-making. No one is suggesting that those engaged in trad ing
cannot he paid appropriately for the complicated services they provide; but. that compensation
should be designed to t:neourage the accomplishment of the goals of client service: and reduction
of risk to the financial institution serving as an intermediary.

Severe Penallies
finaJiy. the aliglunent of interests must be buttrcs~d by clear penalties clOd vigorous
enforcement. Routine examillutions WId wmlyscs of trading results will oc sufficient to ensure
that the firms are complying. Failure to comply should he ~everely punished. The proposed rule
should set out specific and vigorous penahies for individual traders, management, and finns for
failure to comply.
Compliance should ul!'1o be buttressed through disclosure. Tht: Basel Cummitte!! has long
recognized the role of disclosure in enforcing meaningful competiti on and ri :!ik mWlagemcllt.
Metrics should also be disclosed to the markets, pem\itting counterparties, depositors (includin(;
corporate treasurers). and investors to be able to know whether a bank is in compliance with the
Volcker Rule. Shareholders should not be the only one!' who pay the prit:e for trading failures.
as was the case in 2008 and continues to be exemplified in the case of UBS and MF G lohal. and
they can playa role enforcing finn polici~s. Indt!ed, institutional inve:ifors would prefer the
stable profits of market-making to the high-risk boom and bust of proprietary tfading. Let lhem
enforce their inl~r~~ts through disclosure.

Conclusion
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In conclusion. I Uff;C you to remember that the Volcker Rule is designed to return financial
institutions that benefit from thl! :;:upport of deposit insurance and access to the discount window,
and which manage our nation's payment system, to the traditional banking business of providing
services to consumers, small businesses, and rated companies.

I strongly supported the efforts ofChaimlWl VoJckcr. as wed l as Senators Jeff Merkley and Carl
Levin , to .':iee a strong version of the Volcker Rule become law. Tht: :;:tatute as adopted provides
reasonable exceptions for dient-oriented services while including the necessary :;:afeguards to
protect against the dangers of high-risk assets and high-risk trading strategies. Implementing
these restrictions will be good for our economy and good for our financial services industry even though they may now argue to the contrary. Refocusing our financi<ll firms on client
!iiervices will help Iht!m restore the glohalleadership position lhat has been seriously undermined
by the recent crisis.
Certainly, we need to fully implement many other important refonns currently before the
regulators, including reestablishing a well·rc~ulated market for derivatives. Bul a strong Volcker
Rule is ODe of the most important provisions to prevent "too hig to Jail" financial institutions,
stop conflicts of interest. and support credit in our economy.
I urge you to strengthen yuur efforts and proceed quickly.

Si

crcly.

!1 /~
John S. Reed

